NCOME TAX REVISION 








PANEL DISCUSSIONS 


BEFORE THE 


COMMITTEE ON WAYS AND MEANS 
HOUSE OF REPRESENTATIVES 
EIGHTY-SIXTH CONGRESS 


FIRST SESSION 


IDEAS AND SUGGESTIONS SUBMITTED TO THE COMMITTEE 
ON WAYS AND MEANS ON THE BROAD SUBJECT OF REVISION 
OF THE FEDERAL INCOME TAX STRUCTURE 


NOVEMBER 16, 17, 18, 19, 20,\23, 24, 30, DECEMBER 1, 2, 3, 4, 
7, 8, 9, 10, 11, 14, 15, 16, 17, AND 18, 1959 


Printed for the use of the Committee on Ways and Means 


os 


UNITED STATES 
GOVERNMENT PRINTING OFFICE 
WASHINGTON : 1960 





Pres: 
wa 
Press 
of 
Pres: 
COMMITTEE ON WAYS AND MEANS . pal 
ress 
WILBUR D. MILLS, Arkansas, Chairman vis 
AIME J. FORAND, Rhode Island RICHARD M. SIMPSON,!' Pennsylvania by 
CECIL R. KING, California NOAH M. MASON, Illinois 16, 
THOMAS J. O’BRIEN, Illinois JOHN W. BYRNES, Wisconsin 
HALE BOGGS, Louisiana HOWARD H. BAKER, Tennessee 
EUGENE J. KEOGH, New York 7 THOMAS B. CURTIS, Missouri 
BURR P. HARRISON, Virginia @™ VICTOR A. KNOX, Michigan Mase 
FRANK M. KARSTEN, Missouri a JAMES B. UTT, California ; 
A. 8. HERLONG, Jr., Florida =~ JACKSON E, BETTS, Ohio 
FRANK IKARD, Texas 7 EBROCE ALGER, Texas Stat 
THADDEUS M. MACHROWICZ, Michigan ALBERT H. BOSCH, New York SPEC 
JAMES B. FRAZIER, Jr., Tennessee JOHN A. LAFORE, Jr.,? Pennsylvania 
WILLIAM J. GREEN, Jr., Pennsylvania 
JOHN C. WATTS, Kentucky 
LEE METCALF, Montana 
LEo H. Irwin, Chief Counsel 
JoHN M. Martin, Jr., Assistant Chief Counset 
Tuomas A. MARTIN, Minority Counsel 
GERARD M. BRANNON, Professional Staff 
RAYMOND F. CONKLING, Professional Staff 
1 Died January 7, 1960. 
2? Appointed January 18, 1960. 
Ii 
THE 
SPEC 


THE 





OD BY THE 
gee STATES OF AMER 


CONTENTS 


Press release dated May 18, 1959, announcing plans for study directed to- Page 
ward revision of Federal tax structure 
Press release dated June 5, 1959, listing subjects to be covered in review 
of Federal income tax laws 
Press release dated September 10, 1959, announcing revised schedule for 
panel discussions on general revenue revision 
Press release dated November 11, 1959, announcing release of “Tax Re- 
vision Compendium” consisting of three volumes of papers submitted 
by panelists as basis of discussions on tax revision beginning November 
16, 1959 


Summary subject index 


Mayor OBJECTIVES OF AND GUIDES FoR TAX REFORM: 

The Income Tax Appraised Under These Objectives. 

The Relative Role of Income Taxes in the Tax System 
STATISTICAL ANALYSIS OF THE TAX BASE AND THE NATIONAL INCOME. 
SPECIFIC ELEMENTS IN THE COMPUTATION OF TAXABLE INCOME: 

Individnal Income Tax Exclusions 

Individual Income Tax Deductions 

Tt Ue Ce ectissinntpn eccsencnathccuaienicndpbieemnpnedininbcaimiininm 

Taxation of the Aged 

Taxation of Fluctuating Incomes 

The Exemption of Interest on State and Local Bonds. 

Business Deductions: 

Depreciation 

Percentage depletion and exploration and development costs_._-_ 
General business expenses 

Research and development expenditures 

Accounting Provisions 

Treatment of Capital Gains 

Pensions and Other Employee Benefit Plans 

Compliance and Enforcement: 

Amount of unreported income 
Procedure to improve income reporting 
THE TAXABLE ENTITY: 

Treatment of Dividends 

Corporate Distributions and Adjustments 

Treatment of Investment Companies 

Partnerships and Corporations Taxed Like Partnerships 

Income of Estates and Trusts 
SPECIAL PROBLEMS IN CORPORATE TAXATION : 

Mutual Financial Companies 

Cooperatives 

Insurance Companies 

Tax-Exempt Organizations 

Taxation of Income From Foreign Investment. 

THE STRUCTURE oF TAX RATES: 

Individual Rates 

Corporate Rates. 

Flexibility of the Revenue Yield 





PAF y+ 


Chronological index 


MaJor, OBJECTIVES OF AND GUIDES FOR TAx REFORM: 
The Income Tax Appraised Under These Objectives (Monday, Novem- 
ber 16, 1959): 
Statements 


Surrey, Stanley S., professor of law, Harvard University 

Lanning, Geoffrey, lecturer in law, Yale University 

Sneed, Joseph T., professor of law, Cornell University 

Blum, Walter J., professor of law, University of Chicago. 

Magill, Roswell, attorney 

Stein, Herbert, research director, Committee for Economic 
Development 

Henle, Peter, assistant director of research, AFL-CIO 

Davidson, John C., vice president, Government finance division, 
National Association of Manufacturers 

Jacoby, Neil H., dean, Graduate School of Business Administra- 
tion, University of California 


Material supplied for the record 


Davidson, John C., vice president, Government Finance Division, 
National Association of Manufacturers: 

Table entitled, “Distribution of Tax Rates and Yields by 
Basic and Progressive Elements of Rate Structure, Calen- 
dar Year 1957” 

Chart entitled, “Rate Jumps by Income Bracket” 

Appendix entitled, “The Case Against Splitting the First 
Bracket of Taxable Income” 


The Relative Role of Income Taxes in the Tax System (Tuesday, 
November 17, 1959, a.m.) : 
Statements 


Colm, Gerhard, National Planning Association 
Heller, Walter W., professor of economics, University of Minne- 


Fellner, William, professor of economics, Yale University 

Due, John F., professor of economics, University of Illinois 

McKinstry, William J., professor of economics, Miami University 
(Ohio) 

Robey, Ralph, National Association of Manufacturers 

Nathan, Robert, Robert Nathan Associates. 


Material supplied for the record 


Robey, Ralph, National Association of Manufacturers: 
Article from the New York Herald Tribune of November 14, 
1959, entitled, “Russia Seen Near U.S. Level by 1970—CIA 
Head Cites Economic Gains” 
Statistics entitled, “Relationships Between Family Income 
and Family Saving” 
Scribner, Hon. Fred C., Jr., Under Secretary of the Treasury: 
Letter dated November 13, 1959, explaining enclosed tables_- 
Table 1—Number of taxable returns, individual tax base, 
and average taxable income, 1921-57 
Table 2.—Personal income and approximate individual 
income tax base, 1921-57 
Table 3.—Reconciliation of personal income with ad- 
justed gross income and derivation of individual income 
tax base, 1957 
Table 4.—Reconciliation of personal income with adjusted 
gross income and derivation of individual income tax 
base, 1959 
Table 5.—Hstimated dividends not accounted for on tax 
returns for 1956 





2#Zses Ree 


CONTENTS 


Mason OBJECTIVES OF AND GuIDES FUR Tax REFoRM—Continued 
The Relative Role of Income Taxes in the Tax System—Continued 
Scribner, Hon. Fred C., Jr., Under Secretary of the Treasury—Con. 
Letter explaining enclosed tables—Continued 
Table 6.—Estimated interest income of individuals not ac- 
counted for on tax returns for 1956 and 1957 
Table 7.—Estimated interest income of individuals not ac- 
counted for on tax returns for 1956 and 1957 
Table 8.—Itemized deductions and standard deductions 
taken on taxable returns, and tax credits shown on non- 
taxable returns, calendar years 1957 and 1959 
Table 9.—Personal income adjusted to concept of personal 
income for tax purposes—selected years 
Table 10.—Derivation of individual income tax base from 
personal income adjusted for differences in concept— 
selected years 
Table 11.—Derivation of individual income tax base from 
personal income adjusted for differences in concept, as- 
suming present personal exemption system had been in 
effect—selected years 
Letter dated December 17, 1959, explaining following tables 
which were enclosed 
Distribution of itemized deductions and certain income 
items by taxable income brackets, 1959__.._________--~ 
Individual income tax returns with taxable income, 1957 : 
Table 1.—Frequencies and amounts for 11 selected 
items, by size of taxable income and marital status: 
Part I—Joint returns and returns of surviving 
spo opposite 110 
Part II.—Separate returns of husbands and wives 
and of single persons not head of households or sur- 
viving spouse opposite 110 
Part III.—Returns of heads of households____ opposite 110 


Statistical Analysis of the Tax Base and the National Income (Tues- 
day, November 17, 1959, p.m.) : 


Statements 


Pechman, Joseph A., Committee for Economic Development 
Hellmuth, William F., Jr., professor of economics, Oberlin 
College 


Material supplied for the record 


Pechman, Joseph A., Committee for Economic Development: Table 
entitled, “Calculation of the Tax Base and Yield of a Compre- 
hensive Income Tax in 1957” 

Hellmuth, William F., Jr., professor of economics, Oberlin College: 
Tables entitled— 

“The Corporate Income Tax Base” 
“Appendix Table 1.—Reconciliation of National Income and 
Tax Concepts of Corporate Profits” 


§pecIFIc ELEMENTS IN THE COMPUTATION OF TAXABLE INCOME: 
Individual Income Tax Exclusions (Wednesday, November 18, 1959) : 


Statements 


Wentz, Roy, DuPont Corp 

Ponder, Lester M., attorney 

Munts, Raymond, AFL-CIO 

Hellenbrand, Samuel H., New York Central Railroad 

Kahn, C. Harry, National Bureau of Economic Research 

Brazer, Harvey E., associate professor of economies and research 
associate, Institute of Public Administration, University of 
Michigan 

Heller, Walter W., professor of economics, University of Minne- 

sota 





yI CONTENTS 


SPECIFIC ELEMENTS IN THE COMPUTATION OF TAXABLE INcoME—Continued 
Individual Income Tax Deductions (Thursday, November 19, 1959) : 


Statements 


Balch, Bruce Lee, attorney 
Gelfand, Jack E., professor of economics, Temple University____ 
Sparks, Frank H., president, Council for Financial Aid to Edu- 


Klopsteg, Paul E 
Trammell, Ray, professor of law, University of Arkansas 


Material supplied for the record 


Heller, Walter W., professor and chairman, Department of Eco- 
nomics, University of Minnesota : 
Summary table 1.—Proportion of Minnesota individual in- 
come tax offset by deductibility under Federal income tax 
and suggested 5-percent Federal credit, 1956 
Summary table 2.—Percent of New York individual income 
tax offset by Federal deductibility and 5-percent tax credit 
at selected income levels (married taxpayer), two depend- 
ents, income year, 1959 
Summary table 3.—Allowable credit against Federal individ- 
ual income tax for State income taxes under a sliding scale 
credit plan: 20 percent against the first $200 of Federal 
tax ; 10 percent against the next $300; and 1 percent against 
tax in excess of $500, selected States, 1956 
White, Melvin, professor of economics, Brooklyn College, 


Taxation of Family Income (Friday, November 20, 1959) : 


Statements 


Pechman, Joseph A., Committee for Economic Development 
Brenner, Eugene J., attorney 

Seltzer, Lawrence, professor of economics, Wayne University__-_- 
Kassalow, Everett M., AFL-CIO 

Atlas, Martin, attorney 


Material supplied for the record 


Pechman, Joseph A., Committee for Economic Development: 
Table entitled “Tax Advantage of Income Splitting 1956” 


Taxation of the Aged (Monday, November 23, 1959, a.m.) : 
Statements 


Cohen, Wilbur J., professor of public welfare administration, 
University of Michigan 

Burns, Dr. Eveline, professor of economics, Columbia University-_-_ 

Sargent, Dwight S., Consolidated Edison Co. 

Andrus, Ethel Percy, American Association of Retired Persons___- 


Remmlein, Madaline, legislative counsel, American Association 
of Retired Persons 


Material supplied in the record 


Cohen, Wilbur J., professor of public welfare administration, Uni- 
versity of Michigan: 

Table 1.—Estimates of number of persons age 65 and over 
receiving money income from specified sources, by sex, 
December 1958 

Table 2.—Estimated adjusted gross income on individual in- 
come tax returns filed by persons age 65 and over in 1956__ 

Table 3.—Total estimated money income of the aged, 1958__-_ 


Table 4.—State income-tax laws on OASDI benefits and con- 
tributions 





CONTENTS 


gpecrrFic ELEMENTS IN THE COMPUTATION OF TAXABLE INCoME—Continued 
Taxation of Fluctuating Incomes (Monday, November 23, 1959, p.m.) : 


Statements 


Kragen, Adrian A., Shannon Cecil Turner professor of law, Uni- 
versity of California 

Steger, Wilbur A., Rand Corp 

Dickerson, W. E., professor of accounting, Ohio State University__ 

Carroll, John P., Jr., attorney 

Hart, Stephen H., attorney 

Cromartie, William A., attorney 

Newman, George F., Viking Pump Co. (presented by John C. 
Davidson) 

Becker, Ralph BE., attorney 


Material supplied for the record 


Hart, Stephen H., attorney: 
Supplement No. 1 to table Il-A.—Income variations and 
resultant tax penalties of selected ranchers 
Supplement No. 2 to table II~A.—Summary of cattlemen and 
farmers’ tax returns for the 10-year period ending with the 
taxation year 1958 
Canadian income tax form used by farmers and fishermen____ 


The Exemption of Interest on State and Local Bonds (Tuesday, 
November 24, 1959) : 
Statements 


Kirby, Vance N., professor of law, Northwestern University____ 
Maxwell, James A., professor of economics, Clark University____ 
Barkin, Solomon, Textile Workers Union of America 

Brazer, Harvey E., professor of economics, University of Michigan_ 
MeGee, Cushman, financial analyst. 

Severson, Harry L., financial analyst 

Ely, Northeutt, attorney 


Material supplied for the record 


McGee, Cushman, financial analyst: 
Moody’s Bond Survey, dated October 5, 1959, pages 264 and 
274, with explanation 
Chart entitled, “Yields on Corporate Bonds—Newly Issued 
Versus Distributed” 
Table entitled, “Prospective Taxable-Bond Offerings” 
Table entitled, “Yields on Corporate Bonds” 
Table entitled, “Canadian Municipal Issues Floated in United 
States, 1959 (as of November 11, 1959)” 
Financial Post of Toronto, various advertisements of offerings 
of stock to the public: 
Province of Ontario, $50,000,000 
Metropolitan Toronto, $24,357,000. 
City of Hamilton, $5,000,000 
Table correcting typographical error in appendix A on page 
772 of the compendium 


Business Deductions: 
Depreciation (Monday, November 30, 1959) : 


Statements 


Eisner, Robert, professor of economics, Northwestern Uni- 


Davidson, Sidney, professor of accounting, University of 
Chicago 


Dean, Joel, Joel Dean Associates 





vu CONTENTS 


Speciric ELEMENTS IN THE COMPUTATION OF TAXABLE INCOME—Continued 
Business Deductions—Continued 
Depreciation (Monday, November 30, 1959)—Continued 

Barlow, Joel, attorney 

Kitendaugh, George, General Electric Co 

Terborgh, George, Machinery and Allied Products Institute__ 

Paton, William A., professor of accounting, University of 
Michigan 

Peloubet, Maurice E., accountant 

Polk, James K., attorney 

Hogan, Rev. William, 8.J., professor of economics, Fordham 
University 


Material supplied for the record 


reloubet, Maurice E., accountant: 

Chart No. 1—High tax rates on true income caused by in- 
sufficient depreciation 

Chart No. 2—Manufacturing corporations—rates of de- 
preciation, and adjustment for the effects of inflation, 
1952-59 

Chart No. 3—Manufacturing corporations’ investment in 
property, plant, and equipment and total depreciation, 


Chart No. 4—Manufacturing corporations’ total depreci- 
ation and amortization, 1952-59 


sercentage depletion and exploration and development costs 
(Tuesday, December 1, 1959) : 


Statements 


Galvin, Charles O., professor of law, Southern Methodist 
TE TOG oe ee ik 


Steiner, Peter O., professor of economics, University of 
Wisconsin 
Menge, John A., professor of economics, Dartmouth College__ 


Gray, Horace M., professor of economics, University of 
SE iacniai cha lv nnn tcl cen al ices eden tae eae an ranensabinsincaexcannilaaiaddsiacinan db 


Gonzalez, Richard J., Humble Oil Co 

Lambert, Scott C., Standard Oil of California 
Jackson, Herbert C., Pickands Mather Co 

Randall, L. J., president, Hecla Mining Co 

Campbell, Rolla D., Island Creek Coal Co 

Sneed, Joseph T., professor of law, Cornell University 


General business expenses (Wednesday, December 2, 1959) : 


Statements 


Rothschild, V. Henry, II, attorney 

Rudick, Harry J., attorney 

Schlaudt, Edward J., Texaco, Inc 

Litschgi, Byrne, attorney 

Simith, Henry Canmore, -Gttorgey 3 eee cedas 

Hanson, Elisha, general counsel, American Newspaper Pub- 
lishers Association 


Material supplied for the record 


Rothschild, V. Henry, II, attorney, extract from Yale Law 
Journal, dated July 1958, entitled, “Expense Accounts for 
Executives” 

Mason, Hon. Noah M., a Representative in Congress from the 
State of Illinois, extract from U.S. News & World Report, 
November 30, 1959, entitled “The Right of Petition,” by 
David Lawrence 





CONTENTS 


SpecIFIC ELEMENTS IN THE COMPUTATION OF TAXABLE INCOME—Continued 
Business Deductions—Continued 
Research and development expenditures (Thursday, December 3, 
1959, a.m.) : 
Statements 


Cairns, Robert W., director of research, Hercules Powder Co. 
Orem, Charles R., Jr., Sylvania Electric Products, Inc 
Horne, William M., Jr., Olin Mathieson Chemical Corp 


Accounting Provisions (Thursday, December 3, 1959, p.m.) : 
Statements 


PUI RAIN TI I i 

Schapiro, Donald, attorney 

Mills, Leslie, accountant 

Graham, Willard J., professor of accounting, University of North 
Carolina 

Halstead, Harry M., attorney 


Material supplied for the record 


Mills, Leslie, accountant, 5 principles of accounting to be used in 
determining taxable income as suggested by the American In- 
stitute of Certified Public Accountants___..._......._________ 

Schapiro, Donald, attorney, article in Journal of Accountancy, 
volume 104, pages 25-27 (August 1957), entitled, “Financial 
Reporting in a Changing Society,” by Eaton 

Sullivan, John M., attorney, suggested committee report if the 
Committee on Ways and Means proposes that Congress revise 
the accounting provisions of the Internal Revenue Code 


Treatment of Capital Gains (Friday, December 4, 1959) : 
Statements 


yroves, Harold W., professor of economics, University 
Wisconsin 

Surrey, Stanley S., professor of law, Harvard University 

Smith, Dan Throop, professor of finance, Harvard Graduate 
School of Business Administration 

Cire. “Teeeiea, “Bente ee ee 

Miller, Merle H., attorney 

Steger, Wilbur A., Rand Corp 

SOURUEEIN, RNC, CERN INE hms cp rerciceeecn nonce ce vases 


Pensions and Other Employee Benefit Plans (Monday, December 7, 
1959) : 


Statements 


Griswold, Erwin N., dean of law, Harvard University 

Morrison, Keith E., professor of law, University of Texas________ 
McConnell, John, dean, Graduate School, Cornell University_____ 
Seligman, Joseph L., Jr., attorney 

Dyer, John, consulting actuary 

Lesser, Leonard, AFL-CIO 

Cliffe, Frank, H. J. Heinz Co 

Marshall, Allen D., General Dynamics Corp 


Compliance and Enforcement (Tuesday, December 8, 1959) : 
Amount of unreported income: 


Statements 


Holland, Daniel M., associate professor of finance, Massachu- 
setts Institute of Technology 
Kahn, C. Harry, National Bureau of Economic Research_-__- 





x CONTENTS 


SpeciFic ELEMENTS IN THE COMPUTATION OF TAXABLE INCOME—Continued 
Compliance and Enforcement—Continued 
Amount of unreported income—Continued 


Material supplied for the record 


Holland, Daniel M., associate professor of finance, MIT: Re- 
visions of estimates in ‘“Underreporting of Dividends and 
Interest on Tax Returns” in his statement for the tax 
Revision Compendium 


Procedures to income income reporting : 


Statements 


Harrington, Russell C., former Commissioner of Internal 
Revenue 

Kahn, Edwin L., attorney 

Pechman, Joseph A., Committee for Economic Development__ 

Atkeson, Thomas, professor of taxation, William and Mary 
College 

30ehm, Richard T., attorney and certified public accountant_ 

Gardner, Wayland, professor of economics, North Dakota 
Agricultural College 

Avakian, Spurgeon, attorney 

Bachrach, Michael D., accountant 


THE TAXABLE ENTITY: 
Treatment of Dividends (Wednesday, December 9, 1959) : 


Statements 


Shoup, Carl, professor of economics, Columbia University 
Burgess, Ralph E., American Cyanamid Co 

Ziffren, Paul, attorney 

Darling, Paul, professor of economics, Bowdoin College 

Smith, Dan Throop, professor of finance, Harvard University_-_-~- 


Material supplied for the record 


Burgess, Ralph E., American Cyanamid Co. : 
Table entitled “Index Numbers of Per Capita Gross National 
Peoduet ot Gomatetth Pricte  icinckcaicesdise~edkd-—dene . 
Chart entitled, “Rapid Economic Growth Tends To Go Hand 
in Hand With a High Ratio of Investment to Income, 
1950-57” 


Corporate Distributions and Adjustments (Thursday, December 10, 
1959, a.m.) : 
Statements 


> 


Peterson, ©. Rudolf, ities 55 on nh ii tots 
Brown, Krnest, professor of law, Harvard University 

Calkins, Hugh, attorney 

Lewis, James B., attorney 


Treatment of Investment Companies (Thursday, December 10, 
p.ni.) : 
Statements 


Cohen, Edwin S., attorney__________ 

Welch, Joseph E., vice president, Wellington Fund, Inc 
Janin, Harry, accountant 

Kilpatrick, H. Cecil, attorney 


Partnerships and corporations taxed like partnerships (Friday, De- 
cember 11, 1959, a.m.) : 
Statements 


Willis, Arthur, attorney__ 

Caplin, Mortimer M., professor of law, University of Virginia___- 
Driscoll, Joseph P., attorney 

Price, Karl R., attorney 

Nicholson, Frederick A., attorney 





CONTENTS 


{Tue TAXABLE ENTITY—Continued 
Income of Estates and Trusts (Friday, December 11, 1959, a.m.) ; 


Statements 


Vernon, Weston, Jr., attorney 
Sugarman, Norman A., attorney 
Johnson, James P., attorney 


SPECIAL PROBLEMS IN CORPORATE TAXATION : 
Mutual Financial Companies (Monday, December 14, 1959, a.m.) : 


Statements 


Lent, George E., professor of economics, the Amos Tuck School of 
Business Administration, Dartmouth College 

Keith, E. Gordon, professor of economics, Wharton School of 
MI sitesi cons 

Gurley, John G. and Yvette E., Brookings Institution____.______- 

Flexner, Kurt F., American Bankers Association.___._________ 

Ihlefeld, August, Savings Bank Trust Co_..__.________._______ 

Croteau, John T., professor of economics, University of Notre 
TE or cao sixécr os cncncsacestenvcaiaes eee temanan ck eee 


Material supplied for the record 


Ihlefeld, August, Savings Bank Trust Co., income tax informa- 
tion slips prepared and distributed by the National Association 
Of iui) “GR Vea Ten) as ee 

Keogh, Hon. Eugene J., a Representative in Congress from the 
State of New York, a pamphlet entitled, “Chapter IV, The Role 
of Savings and Loan Associations in the Banking Community 
of the State of New York,” a factual study prepared by Prof. 
Kurt F. Flexner 


Cooperatives (Monday, December 14, 1959, p.m.) : 


Statements 


Peel, Fred W., attorney 

Warren, William C., dean, Law School, Columbia University__~~ 
Raskind, Leo J., professor of law, Vanderbilt University 

i rt Sekula telah Raha tan ae ald aca EE 
rn rr SAT ow ee 8 
Rumble, Wilfrid E., attorney______- 

Nieman, Charles E., attorney__..____.____________ Ce ee 


Material supplied for the record 


Nieman, Charles E., attorney, statement entitled “Part V. Pa- 
trons,” supplement to a paper entitled, “The Proper Income 
Tax Treatment of Cooperatives” J 


Insurance Companies (Tuesday, December 15, 1959, a.m.) : 


Statements 


Moor, Roy E., professor of economics, Williams College 

Lent, George E., professor of economics, the Amos Tuck School of 
Business Administration, Dartmouth College 

Scott, John W., Jr., attorney 

Haskell, George D., American Mutual Alliance 

Béll; 8. Alewm@itider, aetottitant..2 5028. oS a se 

Plumley, H. Ladd, State Mutual Life Assurance of America 


Tax-Exempt Organizations (Tuesday, December 15, 1959, p.m.) : 


Statements 


Mansfield, Harry K., attorney...s..._--.-..s2s.--+.. auaetEan 
Gilpin, R, Roy, attorney APR O MAAR AAR TD ERS SE Ee 





x CONTENTS 


Speciric ELEMENTS IN THE COMPUTATION OF TAXABLE INCOME—Continued 
Compliance and Enforcement—Continued 
Amount of unreported income—Continued 


Material supplied for the record 


Holland, Daniel M., associate professor of finance, MIT: Re- 
visions of estimates in “Underreporting of Dividends and 
Interest on Tax Returns” in his statement for the tax 
Revision Compendium 


Procedures to income income reporting : 


Statements 


Harrington, Russell C., former Commissioner of Internal 
Revenue 

Kahn, Edwin L., attorney 

Pechman, Joseph A., Committee for Economic Development__ 

Atkeson, Thomas, professor of taxation, William and Mary 
College 

Boehm, Richard T., attorney and certified public accountant_ 

Gardner, Wayland, professor of economics, North Dakota 
Agricultural College 

Avakian, Spurgeon, attorney 

Bachrach, Michael D., accountant 


THE TAXABLE ENTITY: 
Treatment of Dividends (Wednesday, December 9, 1959) : 


Statements 


Shoup, Carl, professor of economics, Columbia University 
Burgess, Ralph E., American Cyanamid Co 

Ziffren, Paul, attorney 

Darling, Paul, professor of economics, Bowdoin College 

Smith, Dan Throop, professor of finance, Harvard University___- 


Material supplied for the record 


surgess, Ralph E., American Cyanamid Co.: 
Table entitled “Index Numbers of Per Capita Gross Nationa! 
Product at Constant Prices” 
Chart entitled, “Rapid Economic Growth Tends To Go Hand 
in Hand With a High Ratio of Investment to Income, 
1950-57” 


Corporate Distributions and Adjustments (Thursday, December 10, 
1959, a.m.) : 


Statements 


Peterson, C. Rudolf, attorney 

Brown, Ernest, professor of law, Harvard University 
Calkins, Hugh, attorney 

Lewis, James B., attorney 


Treatment of Investment Companies (Thursday, December 10, 1959, 
p.m.) : 


Statements 
Cohen, Edwin S8., attorney 
Welch, Joseph E., vice president, Wellington Fund, Ine 
Janin, Harry, accountant 
Kilpatrick, H. Cecil, attorney 


Partnerships and corporations taxed like partnerships (Friday, De- 
cember 11, 1959, a.m.) : 


Statements 
Willis, Arthur, attorney__ 
Caplin, Mortimer M., professor of law, University of Virginia___- 
Driscoll, Joseph P., attorney 
Price, Karl R., attorney 
Nicholson, Frederick A., attorney 





CONTENTS 


{Tue TAXABLE ENTITY—Continued 
Income of Estates and Trusts (Friday, December 11, 1959, a.m.) ; 


Statements 


Vernon, Weston, Jr., attorney 
Sugarman, Norman A., attorney 
Johnson, James P., attorney 


SPECIAL PROBLEMS IN CORPORATE TAXATION : 
Mutual Financial Companies (Monday, December 14, 1959, a.m.) : 


Statements 


Lent, George E., professor of economics, the Amos Tuck School of 
Business Administration, Dartmouth College 

Keith, E. Gordon, professor of economics, Wharton School of 
Business 

Gurley, John G. and Yvette E., Brookings Institution. 

Flexner, Kurt F., American Bankers Association 

Ihlefeld, August, Savings Bank Trust Co__.__.-.______________ 

Croteau, John T., professor of economics, University of Notre 
Dame 


Material supplied for the record 


Ihlefeld, August, Savings Bank Trust Co., income tax informa- 
tion slips prepared and distributed by the National Association 
Of Mutual Savi Gates 0 ee cdl ee be 

Keogh, Hon. Eugene J., a Representative in Congress from the 
State of New York, a pamphlet entitled, “Chapter IV, The Role 
of Savings and Loan Associations in the Banking Community 
of the State of New York,” a factual study prepared by Prof. 


Kurt F. Flexner 
Cooperatives (Monday, December 14, 1959, p.m.) : 


Statements 


Peel, Fred W., attorney 

Warren, William C., dean, Law School, Columbia University____ 
Raskind, Leo J., professor of law, Vanderbilt University 
Lanahan, Samuel i i aaa 
Se enn © Co cnedangeetedinapetied anabsaemmiiie 
Rumble, Wilfrid E., attorney 

Nieman, Charles E., attorney 


Material supplied for the record 


Nieman, Charles E., attorney, statement entitled “Part V. Pa- 
trons,” supplement to a paper entitled, “The Proper Income 
Zan -‘Treatment-of Goopereatives £2. 6 a eee. 


Insurance Companies (Tuesday, December 15, 1959, a.m.) : 


Statements 


Moor, Roy E., professor of economics, Williams College 

Lent, George B., professor of economics, the Amos Tuck School of 
Business Administration, Dartmouth College 

BOGE: Fee “VE Gorey ee eo ae 

Haskell, George D., American Mutual Alliance 

Bell, S. Alexander, accountant 

Plumley, H. Ladd, State Mutual Life Assurance of America 


Tax-Exempt Organizations (Tuesday, December 15, 1959, p.m.) : 
Statements 


Mansfield, Harry K., attorney 
Gilpin, BR, Roy, AttOrnes..nnncnndsnmmdnrdaamactaamesenennnaanas 


1002 
1004 
1006 
1007 
1009 
1011 
1019 





xi CONTENTS 


SPECIAL PROBLEMS IN CORPORATE TAXATION—Continued 
Tax-Exempt Organizations—Continued 
Ely, Northcutt, attorney 
Harris, Lewis E., president, Harris Laboratories, Inc 
Sugarman, Norman A., attorney 
Dunham, Scott, accountant 


Material supplied for the record 


Gilpin, E. Roy, attorney, letter dated December 31, 1959, with 
statement enclosed containing supplementary information____ 
Harris, Lewis E., president, Harris Laboratories, Inc., additional 


Dunham, Scott, accountant, additional data: 

Table entitled “Expenditures for Research and Develop- 
ment” 

Chart 1.—Billions of dollars of research and development in 
the United States 

Chart 2.—Millions of dollars of research and development by 
SOEUR Te NN iach eh oenenciceetionoemaaneeee 

Chart 3.—Percent of all research and development in the 
United States done by nine research institutes 

Alger, Hon. Bruce, a Representative in Congress from the State 
of Texas, and Hon. Thomas B. Curtis, a Representative in Con- 
gress from Missouri: 

Statement in letter form from Charles N. Kimball, Midwest 
Research Institute, dated November 27, 1959, defending the 
tax-exempt status of research institutions 

Letter from Elmer BPllis, president, University of Missouri, 
to Hon. Fred G. Scribner, Under Secretary of the Treasury, 
dated May 19, 1959, protesting suggested Treasury regula- 
tions which would remove Midwest Research Institute 
from its tax-exempt status 

Bell, S. Alexander, accountant, supplementary statement in the 
form of a letter dated January 8, 1960 


Taxation of Income From Foreign Investments (Wednesday, Decem- 
ber 16, 1959) : 
Statements 


Blough, Roy, professor of international business, Columbia 
University 


Sherfy, Raphael, attorney 
Wender, Ira T., attorney 
Gleason, Donald, Corn Products Co 
Patty, William, attorney 


Material supplied for the record 


Patty, William, attorney: Chart showing current versus non- 
current payables and receivables 


THE STRUCTURE OF TAX RATES: 
Individual Rates (Thursday, December 17, 1959, a.1a.) : 


Statements 


Musgrave, Richard A., professor of economics, Johns Hopkins 
University 


Lampman, Robert J., professor of economics, University of 


Break, George F., professor of economics, University of Cali- 


Bixler, Roland M., JBT Instrument Co 
Smithies, Arthur, professor of economics, Harvard University_- 


Material supplied for the record 


Musgrave, Richard A., professor of economics, Jehne Hopkins 
University : Chart showing comparison of actual and full tax... 





CONTENTS 


Tae STRUCTURE Or TAX RaTeEs—Continued 
Corporate Rates (Thursday, December 17, 1959, p.m.) : 


Statements 


Goode, Richard, economist, Brookings Institution 


Kendrick, M. Slade, professor of economics and public finance, 
Cornell University 


Terborgh, George, research director, Machinery and Allied Prod- 
ucts Institute 


Goldfinger, Nathaniel, assistant director of research, AFL—CIO_- 
Flexibility of the Revenue Yield (Friday, December 18, 1959) : 


Statements 


Poole, Kenyon E., professor of economics, Northwestern Uni- 
versity 

Rolph, Earl R., professor of economics, University of California__ 

Brown, E. Cary, professor of economics, Massachusetts Institute 
of Technology 

Lutz, Harley L., National Association of Manufacturers 


Material supplied for the record 


Lutz, Harley L., National Association of Manufacturers: Table 
1.—Comparison of tax changes under assumed changes of tax- 
able income below and above actual 1957 


Alphabetical Index 


Statements 


American Association of Retired Persons: 
Andrus, Ethel Percy 
Remmlein, Madaline, legislative counsel 
American Bankers Association: Kurt F, Flexner 
american, Cyanamid Co.: Halph B. Burgess... ge eewnne 
American Federation of Labor-Congress of Industrial Organizations: 
Goldfinger, Nathaniel, assistant director of research 
Henle, Peter, assistant director of research 
Kassalow, Everett M 
Lesser, Leonard 
Munts, Raymond 
American Mutual Alliance: George D. Haskell 
f American Newspaper Publishers Association: Elisha Hanson, general 


Andrus, Ethel Percy, American Association of Retired Persons__.._.__..--- 
Atkeson, Thomas, professor of taxation, William and Mary College 
Atlas, Martin, attorney 
Avakian, Spurgeon, attorney 
Bachrach, Michael D., accountant 
Balch, Bruce Lee, attorney 
Barkin, Solomon, Textile Workers Union of America 
Barlow, Joel, attorney 
TTT een nee en eee en nnn ncn nee niapaiasaaemnen teenbaiaaeimonn 
Bell, S. Alexander, accountant 
Bixler, Roland M., JBT Instrument Co 
Blough, Roy, professor of international business, Columbia University__-_ 
Blum, Walter J., professor of law, University of Chicago 
Boehm, Richard T., attorney and certified public accountant 
Bowdoin College: Paul Darling, professor of economics 
Brazer, Harvey E., associate professor of economics and research as- 
sociate, Institute of Public Administration, University of Michigan__ 168, 344 
Break, George F., professor of economics, University of California 
Brenner, Kugene J., attorney 
Brookings Institution : 
Goode, Richard, economist 
Gurley, John G. and Yvette E 





XIV CONTENTS 


Brown, E. Cary, professor of economics, Massachusetts Institute of Tech- 
nology 
Brown, Ernest, professor of law, Harvard University 
Burgess, Ralph E., American Cyanamid Co__----- a aa ale a ane 
Burns, Dr. Eveline, professor of economics, Columbia University 
Cairns, Robert W., director of research, Hercules Powder Co 
Gatiring. > TiGet> GCenrnmee: 5:3) s ao, A ee Rl ce ts ee 
Campbell, Rolla D., Island Creek Coal Co 
Caplin, Mortimer M., professor of law, University of Virginia 
Carroll, John P., Jr., attorney 
Clark, Reuben, attorney 
Clark University: James A. Maxwell, professor of economics. 
Cliffe, Frank, H. J. Heinz Co 
Coben: Bawm G;, atetriey.. 2b aie ee a. ee 
Cohen, Wilbur J., professor of public welfare administration, University of 
Michigan 
Colm, Gerhard, National Planning Association 
Columbia University : 
Blough, Roy, professor of international business 
Burns, Dr. Eveline, professor of economics 
Shoup, Carl, professor of economics 
Warren, William C., dean, Law School 
Committee for Economie Development : 
I I a ic cictaigis ips esis scsi appa emncrciaeesle 111, 211, 791 
Stein, Herbert, research director 
Consolidated Edison Co.: Dwight Sargent 
Cornell University : 
Kendrick, M. Slade, professor of economics and public finance__._._._ 124 
McConnell, John, dean, Graduate School 721 
Sneed, Joseph T., professor of law 11, 497 
Corn Products Co.: Donald Gleason 
Council for Financial Aid to Education: Frank H. Sparks, president 
Cromartie, William, attorney 
Croteau, John T., professor of economics, University of Notre Dame 
Darling, Paul, professor of economics, Bowdoin College 
Dartmouth College: 
Lent, George E., professor of economics, the Amos Tuck School of Busi- 
ness Administration 951, 1051 
Menge; Jobat A:) DIOR We OI ini iit an aermune~ 
Davidson, John C., National Association of Manufacturers 
Davidson, Sidney, professor of accounting, University of Chicago. 
ees, UR aT TRE I aaa ss sect cic edineneectncanianiinse 
Dickerson, W. E., professor of accounting, Ohio State University___.-_~~- 
Driscoll, Joseph P., attorney 
Due, John F., professor of economics, University of Illinois___..___.__-_-_- 
Dunham, Scott, accountant 
DuPont Corp.: Roy Wentz 
Syger, JOU, COMBURIEE ROC <n cls dando aneneeebanne~ 
EKisner, Robert, professor of economics, Northwestern University 
Ely, Northeutt, attorney 
Feliner, William, professor of economics, Yale University 
Flexner, Kurt F., American Bankers Association 
Fordham University: Rev. William Hogan, S.J., professor of economics_- 
Galvin, Charles O., professor of law, Southern Methodist University______ 
Gardner, Wayland, professor of economics, North Dakota Agricultural 
INI LT ccsesaissue-ajnipainisionsanetinns beclagiend dedi mie ania ea aanadnanan ediiageanaciaaecn dae 
Gelfand, Jack E., professor of economics, Temple University 
General Dynamics Corp., Allen D. Marshall 
General Electric Co.: George Kitendaugh 
Gilpin, FE. Roy, attorney 
Gleason, Donald, Corn Products Co 
Goldfinger, Nathaniel, assistant director of research, AFL-CIO 
Gonzalez, Richard J., Humble Oil Co. 
Goode, Richard, economist, Brookings Institution 
Graham, Willard J., professor of accounting, University of North Carolina_ 
Gray, Horace M., professor of economics, University of Illinois 


Griswol 
Groves, 
@urley, 
Hanson 
ciatiol 
Harring 
Harris, 
Hart, S' 
Halstea 
Harvar¢ 
Bro 
Gri 
Smi 
A 
Smi 
Sur 
Haskell 
Hecla \ 
Heinz, | 
Hellenb 
Heller, ° 
Hellmut 
Henle, | 
Hercule 
Hogan, 
Holland 
of Tex 
Horne, 
Humble 
Ihlefeld 
Island ¢ 
Jackson 
Jacoby, 
versit 
Janin, | 
JBT In: 
Johns H 
Johnson 
Kahn, ( 
Kahn, ] 
Kassalo 
Keith, F 
Kendric 
Unive 
Kilpatr: 
Kirby, | 
Kitenda 
Klopste 
Kragen, 
Califc 
Lamber 
Lampm: 
Lanaha 
Lanning 
Lent, Gi 





CONTENTS 


Griswold, Erwin N., dean of law, Harvard University 
Groves, Harold W., professor of economics, University of Wisconsin- 
Gurley, John G. and Yvette E., Brookings Institution 
Hanson, Elisha, general counsel, American Newspaper Publishers Ass 
ciation 
Harrington, Russell C., former Commissioner of Internal Rev enue 
Harris, Lewis E., president, Harris Laboratories, Inc 
Hart, Stephen H., se ee ee 
Halstead, Harry M., attorney 
Harvard University : 
srown, Ernest, professor of law 
Griswold, Erwin N., dean of law 
Smith, Dan Throop, professor of finance, Graduate School of Business 
mI ede item i iaces ee (ee ee 
Smithies Areuur, protessor of economies... no ene 1207 
Surrey, Stanley S., professor of law __- ET a 
Haskell, George D., American Mutual Alliance 
Hecla Mining Co., Randall, L. J., president 493 
Heinz, H. J., Co., Frank Cliffe 729 
Hellenbrand, Samuel H., New York Central Railroad 5 163 
Heller, Walter W., professor of economics, University of Minnesota_ 59, 170 
Hellmuth, William F., Jr., professor of economics, Oberlin College___-_- 116 
Henle, Peter, assistant director of research, AFL-CIO____ J 23 
Hercules Powder Co.: Robert W. Cairns, director of research___~~- 619 
Hogan, Rev. William, S.J., professor of economics, Fordham University_. 430 
Holland, Daniel M., associate professor of finance, Massachusetts Institute 
of Technology 765 
Horne, William M., Jr., Olin Mathieson Chemical Corp ; 624 
Humble Oil Co.: Richard J. Gonzalez A>. 485 
Ihlefeld, August, Savings Bank Trust C< = . ao ; 958 
Island Creek Coal Co., Rolla D. Canatiiclt. 7 495 
Jackson, Herbert C., Pickands Mather Co 491 
Jacoby, Neil H., dean, Graduate School of Business Administration, U ni- 
versity of California 
Janin, Harry, accountant 
JBT Instrument Co. : 
Johns Hopkins University: Richard A. Musgrave, professor of economics_ 
Johnson, James P., attorney 
Kahn, C. Harry, National Bureau of Economic Research 
Kahn, Edwin L., attorney________ _ secaguiaheei al ovement Me oat ai ama 
Kassalow, Everett M., AFL-CIO 
Keith, E. Gordon, professor of economics, Wharton School of Business____— 
Kendrick, M. Slade, professor of economics and public finance, Cornell 
University 
eee H. Cecil, attorney 
Kirby, Vance N., professor of law, Northwestern University__._..._____- 
Kitendaugh, George, General Electric Co_-.__.--.____-- a aa iat 
Klopsteg, Paul E 
Kragen, Adrian A., Shannon Cecil Turner professor of law, Unive! sity ‘of 
California 
lambert, Scott C., Standard Oil of California 
lampman, Robert J., professor of economics, University of Wisconsin 
lanahan, Samuel J., attorney 
lanning, Geoffrey, lecturer in law, Yale Univ ersity 
lent, George E., professor of economics, the Amos Tuck School of Business 
Administration, Dartmouth College 951, 105 1 
lesser, Leonard, AFL-CIO 
lewis, James B., attorney 
Litschei, Byrne, 


MeConnell, John, ‘dean, eridaabe school, Cornell University 

McGee, Cushman, financial analyst 

McKinstry, William J., professor of economics, Miami (Ohio) University_ 
Machinery and Allied Products Institute: George Torborgh, research 
director 





XVI CONTENTS 


Marshall, Allen D., General Dynamics Corp 
Massachusetts Institute of Technology : 

Brown, E. Cary, professor of economics 

Holland, Daniel M., associate professor of finance___--____-__-_--___ 
Maxwell, James A., professor of economics, Clark University 
Menge, John A., professor of economics, Dartmouth College 
Miami University (Ohio) : William J. McKinstry, professor of economics__ 
Wn, US Orc, SRC ar es cs eer ea nee ae ence emia eas 
Mills, Leslie, accountant 
Moor, Roy E., professor of economics, Williams College 
Morrison, Keith E., professor of law, University of Texas 
Munts, Raymond, AFL-CIO 142 
Musgrave, Richard A., professor of economics, Johns Hopkins University. 119) 
Nathan,. hovert, Robert Nawian Associates... oo ese dee 71 
National Association of Manufacturers: 

Davidson, John C 

Lutz, Harley L 

Robey, Ralph 
National Bureau of Economic Research, C. Harry Kahn 
National Planning Association, Gerhard Colm 
Newman, George F., Viking Pump Co. (presented by John C. Davidson) __ 
New York Central Railroad, Samuel H. Hellenbrand 
Nicholson, Frederick A., attorney 
Sr ATURE hd Se etek eae 
North Dakota Agricultural College, Wayland Gardner, professor of 

IIIT < scncnssses scistina nce onteaaaaimmiaameammemmmmn ae tetdedaaig. en tieapntaadre eee omelette 

Northwestern University: 

HKisner, Robert, professor of economics 

Kirby, Vance N., professor of law 

Poole, Kenyon E., professor of economics 
Oberlin College: William F. Hellmuth, Jr., professor of economics______~- 
Ohio State University: W. E. Dickerson, professor of accounting 
Olin Mathieson Chemical Corp.: William M. Horne, Jr 
Orem, Charles R., Jr., Sylvania Electric Products, Inc 
Paton, William A., professor of accounting, University of Michigan 
Patty, William, attorney 155 
Pechman, Joseph A., Committee for Economic Development 111, 211, 791 
Peel, Fred W., attorney 1002 
Peloubet, Maurice E., accountant 
Peterson, Rudolf, attorney 
Pickands Mather Co., Herbert C. Jackson_— 
Plumley, H., Ladd, State Mutual Life Assurance of America 
Polk, James K., attorney 
OE tii s SCR I seer eg toe he bre en hese eects 
Poole, Kenyon E., professor of economics, Northwestern University. 
Price, Karl R., attorney 
Rand Corp.: Wilbur A. Steger 
Randall, L. J., president, Hecla Mining Co 
Raskind, Leo J., professor of law, Vanderbilt University___._._._._._.____-__-- 
Remmlein, Madaline, legislative counsel, American Association of Retired 

NII cc cnse vs pone epsan mnepersinn cco ap cea ienipce ee a re am aa ee 

Robey, Ralph, National Association of Manufacturers_____._____________ 
Rolph, Earl R., professor of economics, University of California 
Rothschild, V. Henry, II, attorney 
Rudick, Harry J., attorney 
Rumble, Wilfrid E., attorney 
Sargent, Dwight, Consolidated Edison Co 
Savings Bank Trust Co., August Ihlefeld 
Schapiro, Donald, attorney 
Schlaudt, Edward J., Texaco, Inc 
ONE Se OOMRI WE mg. ae ng: MR cate a  e e ae ae 
Seligman, Joseph L., Jr., attorney 
Seltzer, Lawrence, professor of economics, Wayne University 
Severson, Harry L., financial analyst 
Sherfy, Raphael, attorney 


Shoup, 
Silvers 
Smith, 
Busi. 
Smith, 
Smithi: 
Sneed, 
Southe 
Sparks 
Standa 
State ) 
Steger, 
Stein, | 
Steiner 
Sugarn 
Sulliva 
Surrey 
Sylvan 
Temple 
Terbor, 
Texaco 
Textile 
Tram 
Univer 
Univer 
Br 





CONTENTS 


Shoup, Carl, professor of economics, Columbia University 
Silverstein, Leonard, attorney 
Smith, Dan Throop, professor of finance, Harvard Graduate School of 
Business Administration 
Smith, Henry Cassorte, attorney 
§mithies, Arthur, professor of economics, Harvard University 
Sneed, Joseph T., professor of law, Cornell University 
Southern Methodist University: Charles O. Galvin, professor of law 
Sparks, Frank H., president, Council for Financial Aid to Education 
Standard Oil of California: Scott C. Lambert 
State Mutual Life Assurance of America: H. Ladd Plumley 
Goeer. -Weet A, Rane OOt icici citemnnnniadb aiden baase 288, 686 
Stein, Herbert, research director, Committee for Economic Development__ 
Steiner, Peter O., professor of economics, University of Wisconsin 
Sugarman, Norman A., attorney 
Sullivan, John M., attorney 
Surrey, Stanley S., professor of law, Harvard University 
Sylvania Electric Products, Ine.: Charles R. Orem, Jr 
Temple University: Jack E. Gelfand, professor of economics______------ 
Terborgh, George, Machinery and Allied Products Institute 
Texaco, Inc.: Edward J. Schlaudt 
Textile Workers of America: Solomon Barkin 
Trammell, Ray, professor of law, University of Arkansas 
University of Arkansas: Ray Trammell, professor of law 
University of California : 
Break, George F., professor of economics 
Jacoby, Neil H., dean, Graduate School of Business Administration__ 
Kragen, Adrian A., Shannon Cecil Turner professor of law 
Roiph, Hari R.; professor of economics__.........................- 
University of Chicago: 
Blum, Walter J., professor of law 
Davidson, Sidney, professor of accounting 
University of Illinois: 
Due, Join F., professor of economite..in. oo on ek 65 
Gray, Horace M., professor of economics__....._....-___-___________ 483 
University of Michigan: 
Brazer, Harvey E., associate professor of economics and research asso- 
ciate, Institute of Public Administration 
Cohen, Wilbur J., professor of public welfare administration 
Paton, William A., professor of accounting 
University of Minnesota: Walter W. Heller, professor of economics______ 59, 170 
University of North Carolina: Willard J. Graham, professor of accounting. 648 
University of Notre Dame: John T. Croteau, professor of economics 960 
University of Texas: Keith E. Morrison, professor of law 719 
University of Virginia: Mortimer M. Caplin, professor of law 922 
University of Wisconsin: 
Groves, Harold W., professor of economics_____._____..____________ 673 
Lampman, Robert J., professor of economics__.__.__._________________ 1197 
Steiner, Peter O., professor of economics 478 
Vanderbilt University: Leo J. Raskind, professor of law 1006 
Vernon, Weston, Jr., attorney 938 
Viking Pump Co.: George F. Newman (presented by John ©. Davidson)___ 314 
Warren, William C., dean, Law School, Columbia University 1004 
Wayne University: Lawrence Seltzer, professor of economics____________ 
Welch, Joseph B., vice president, Wellington Fund, Inc 
Wellington Fund, Inc.: Joseph BE. Welch, vice president 
Wender, Ira T., attorney 
Wentz, Roy, DuPont Corp 
Wharton School of Business: E. Gordon Keith, professor of economics____ 
William & Mary College: Thomas Atkeson, professor of taxation 
Williams College: Roy E. Moor, professor of economics__.___-____-______ 
Willis, Arthur, attorney 
Yale University : 
Fellner, William, professor of economics_......_..__________________ 
Lanning, Geoffrey, lecturer in law 
Ziffren, Paul, attorney 


48820—60—2 





CONTENTS 


Material supplied for the record 


Alger, Hon. Bruce, a Representative in Congress from the State of Texas, 
and Hon. Thomas B. Curtis, a Representative in Congress from Mis- 
souri: 

Statement in letter form from Charles N. Kimball, Midwest Research 
Institute dated November 27, 1959 

Letter from Elmer Ellis, president, University of Missouri, to Hon, 
Fred G. Scribner, Under Secretary of the Treasury, dated May 19, 
1959, protesting suggested Treasury regulations which would re- 
move Midwest Research Institute from its tax-exempt status 

Bell, S. Alexander, accountant, supplementary statement in the form of a 
letter dated January 8, 1960. 

Burgess, Ralph E., American Cyanamid Co. : 

Chart entitled “Rapid Economic Growth Tends To Go Hand in Hand 
With a High Ratio of Investment to Income, 1950-57” 

Table entitled “Index Numbers of Per Capita Gross National Product 
at Constant Prices” 

Cohen, Wilbur J., professor of public welfare administration, University 
of Michigan: 

Table 1.—Estimates of number of persons age 65 and over receiving 
money income from specified sources, by sex, December 1958 

Table 2.—Estimated adjusted gross income on individual income tax 
returns filed by persons aged 65 and over in 1956 

Table 3.—Total estimated money income of the aged, 1958 

Table 4.—State income-tax laws on OASDI benefits and contributions 

Davidson, John C., vice president, Government finance division, National 
Association of Manufacturers: 

Appendix entitled ‘“‘The Case Against Splitting the First Bracket of 
Taxable Income” 

Chart entitled ‘‘Rate Jumps by Income Bracket” 

Table entitled “Distribution of Tax Rates and Yields by Basic and 
Progressive Elements of Rate Structure, Calendar Year 1957” 

Dunham, Scott, accountant, additional data: 

Table entitled “Expenditures for Research and Development” 

Chart 1.—Billions of dollars of research and development in the United 
RU ai aki kiss a cncarenncinnenensecinegiaaad didnhandmmeinaaal anime E ten ialile 

Chart 2.—Millions of dollars of research and development by nine re- 
search institutes 

Chart 3.—Percent of all research and development in the United States 
done by nine research institwletiscaness tecunectensantcuwetiieame 

Gilpin, E. Roy, attorney, letter dated December 31, 1959, with statement 
enclosed containing supplementary information 

Harris, Lewis E., president, Harris Laboratories, Inc., additional data... 

Hart, Stephen H., attorney: 

Supplement No. 1 to table II-A.—Income variations and resultant 
tax penalties of selected ranchers___.__.--------..1-.----.-s--..- 
Supplement No. 2 to table II-A.—Summary of cattlemen and farmers’ 
tax returns for the 10-year period ending with the taxation year 


Canadian income tax form used by farmers and fishermen 
Heller, Walter W., professor and chairman, Department of Economics 
University of Minnesota: 

Summary table 1.—Proportion of Minnesota individual income tax 
offset by deductibility under Federal income tax and suggested 5- 
percent Federal credit, 1956 

Summary table 2.—Percent of New York individual income tax offset 
by Federal deductibility and 5-percent tax credit at selected income 
levels (married taxpayer), two dependents, income year, 1959 

Summary table 3.—Allowable credit against Federal individual in- 
come tax for State income taxes under a sliding scale credit plan: 
20 percent against the first $200 of Federal tax; 10 percent against 
the next $300; and 1 percent against tax in excess of $500, selected 
States, 1956 


7 


Maso 
Ili 
ent 

Mills. 
mil 
tific 

Musg 
Ch; 

Niem 
sup 
Cox 

Patty 
abl 

Pech 

a 


rT 


Pelou 





CONTENTS 


Hellmuth, William F., Jr., professor of economics, Oberlin College : Tables 
entitled— 
“The Corporate Income Tax Base” 
“Appendix Table 1.—Reconciliation of National Income and Tax Con- 
cepts of Corporate Profits” 

Holland, Daniel M., associate professor of finance, MIT: Revisions of esti- 
mates in “Underreporting of Dividends and Interest on Tax Returns” 
in his statement for the Tax Revision Compendium 

Ihlefeld, August, Savings Bank Trust Co., income tax information slips 
prepared and distributed by the National Association of Mutual Savings 
Banks 

Keogh, Hon. Eugene J., a Representative in Congress from the State of 
New York, a pamphlet entitled “Chapter IV. The Role of Savings and 
Loan Associations in the Banking Community of the State of New 
York,” a factual study prepared by Prof. Kurt F. Flexner 

Lutz, Harley L., National Association of Manufacturers: Table 1—Com- 
parison of tax changes under assumed changes of taxable income below 
and above actual 1957 

McGee, Cushman, financial analyst: 

Moody’s Bond Survey, dated October 5, 1959, pages 264 and 274, 
with explanation 
Chart entitled “Yields on Corporate Bonds—Newly Issued Versus Dis- 


Table entitled ‘Prospective Taxable-Bond Offerings” 

Table entitled “Yields on Corporate Bonds” 

Table entitled ‘Canadian Municipal Issues Floated in United States, 
1959 (as of November 11, 1959)” 

Financial Post of Toronto, various advertisements of offerings of stock 
to the public: 

Province of Ontario, $50,000,000 
Metropolitan Toronto, $24,357,000 
City of Hamilton, $5,000,000 
Table correcting typographical error in appendix A on page 772 of 
the compendium 

Mason, Hon. Noah M., a Representative in Congress from the State of 
Illinois, extract from U.S. News & World Report, November 30, 1959, 
entitled “The Right of Petition,” by David Lawrence 

Mills, Leslie, accountant, five principles of accounting to be used in deter- 
mining taxable income as suggested by the American Institute of Cer- 
tified Publie Accountants 

Musgrave, Richard A., professor of economics, Johns Hopkins University : 
Chart showing comparison of actual and full tax_...._._______________ 

Nieman, Charles E., attorney, statement entitled “Part V. Patrons,” 
supplement to a paper entitled, ‘The Proper Income Tax Treatment of 
Cooperatives” 

Patty, William, attorney: Chart showing current versus noncurrent pay- 
ables and receivables 

Pechman, Joseph A., Committee for Economic Development : 

Table entitled “Calculations of the Tax Base and Yield of a Compre- 
hensive Income Tax in 1957” 

Table entitled “Tax Advantage of Income Splitting, 1956” 

Peloubet, Maurice E., accountant : 

Chart No. 1—High tax rates on true income caused by insufficient 
depreciation 

Chart No. 2—Manufacturing corporations—rates of depreciation, and 
adjustment for the effects of inflation, 1952-59__.._._...._________ 

Chart No. 3—Manufacturing corporations’ investment in property, 
plant, and equipment and total depreciation, 195 

Chart No. 4—Manufacturing corporations’ total depreciation and 
amortization, 1952—5$ 

Robey, Ralph, National Association of Manufacturers : 

Article from the New York Herald Tribune of November 14, 1959, 
entitled “Russia Seen Near U.S. Level by 1970—CIA Head Cites 
Economic Gains” 

Statistics entitled “Relationship Between Family Income and Family 

, 





xx CONTENTS 


Rothschild, V. Henry, II, attorney, extract from Yale Law Journal, dated 
July 1958, entitled “Expense Accounts for Executives” 

Schapiro, Donald, attorney, article in Journal of Accountancy, volume 104, 
pages 25-27 (August 1957) entitled “Financial Reporting in a Chang- 
ing Society,” by Eaton 

Sullivan, John M., attorney, suggested committee report if the Committee 
on Ways and Means proposes that Congress revise the accounting provi- 
sions of the Internal Revenue Code 

Treasury, Department of the, Hon. Fred C. Scribner, Jr., Under Secretary : 

Letter dated November 13, 1959, explaining enclosed tables 

Table 1—Number of taxable returns, individual tax base, and 
average taxable income, 1921-57 

Table 2.—Personal income and approximate individual income 
tax base, 1921-57 

Table 3.—Reconciliation of personal income with adjusted gross 
income and derivation of individual income tax base, 1957 

Table 4.—Reconciliation of personal income with adjusted gross 
income and derivation of individual income tax base, 1959___- 

Table 5.—Estimated dividends not accounted for on tax returns 


Table 6.—Hstimated interest income of individuals not accounted 
for on tax returns for 1956 and 1957 
Table 7.—Estimated interest income of individuals not accounted 
for on tax returns for 1956 and 1957 
Table 8.—Itemized deductions and standard deductions taken on 
taxable returns, and tax credits shown on nontaxable returns, 
ealendar years 1957 and 1959 
Table 9.—Personal income adjusted to concept of personal income 
for tax purposes—selected years 
Table 10.—Derivation of individual income tax base from personal 
income adjusted for differences in concept—selected years___-_ 
Table 11.—Derivation of individual income tax base from personal 
income adjusted for differences in concept, assuming present 
personal exemption system had been in effect—selected years__ 
Letter dated December 17, 1959, explaining following tables which 
were enclosed 
Distribution of itemized deductions and certain income items by 
taxable income brackets, 1959 
Individual income tax returns with taxable income, 1957: Table 
1.—Frequencies and amounts for 11 selected items, by size of 
taxable income and marital status: 
Part I.—Joint returns and _ returns of _ surviving 
spouse Opposite 110 
Part II.—Separate returns of husbands and wives and of 
of single persons not head of households or surviving 
spouse Opposite 110 
Part II1I.—Returns of heads of households Opposite 110 
182 


wheth 
ona re 
heeds 
portio 





WAJOR OBJECTIVES OF AND GUIDES FOR TAX 
REFORM—THE INCOME TAX APPRAISED UNDER 
THESE OBJECTIVES 


MONDAY, NOVEMBER 16, 1959 


Houses or REPRESENTATIVES, 
CoMMITTEE ON Ways AND Means, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to notice, in the commit- 
tee hearing room, House Office Building, Hon. Wilbur D. Mills 
(chairman) presiding. 

The Carman. The committee will please be in order. 

The Committee on Ways and Means has convened for a very im- 
portant series of panel discussions dealing particularly with those 
portions of the Internal Revenue Code relating to the income tax. 

This series of discussions will cover practically every principal area 
of the income tax provisions of the code. Both the fundamental 
premises of our present income tax law and the results which flow from 
it will be carefully considered. Too often our concern has been 
directed to specific problem areas, and too rarely do we have an op- 
portunity to study the entire code in the proper perspective. 

In previous press releases which, without objection, I shall insert 
inthe record following this statement, I have stated that the Commit- 
tee on Ways and Means intends to study all of the provisions of the 
income tax laws to determine the extent, if at all, to which differential 
treatment on the basis of the source of income, or the circumstances 
of the taxpayer receiving it, are justified or required in the light of 
equity, fairness, and economic needs. 

I am confident that these discussions will demonstrate the extent 
of the erosion which has taken place in the income tax base. I am 
also confident that our study will show that such erosion of the base 
must not continue and that action should be taken to broaden the in- 
come tax base in order that there may be a reduction in the high level 
of the rates now existing. 

Thus, when we approach the question of reexamining the funda- 
mentals of the income tax law, we find that this amounts to asking 
whether or not we should raise our revenue by imposing high rates 
ona relatively small portion of income or should we meet our revenue 
needs with substantially lower tax rates imposed upon a much larger 
portion of the income. 


1 
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I have not yet had an opportunity to study all of the statements 
contained in the compendium. As I hoa stated on several occasions, 
we selected the individuals concerned because of their individual 
competence with respect to particular subjects and not as representa- 
tives of any group, association, or organization. 

I hope that in the papers, as we ao curing the siqetings, dings 
sions and comments cate based upon the experience of the indi- 
viduals and will not be designed to reflect the position of any organ- 
ization or association. 

Our first topic in this study is concerned with the general appraisal 
of the present income tax law. Members of this panel have ehdveai 
themselves to the issue of what they think the income tax should do, 
and broadly how well the present law reaches these objectives. 

The papers of all of the panelists have been made available in a 
compendium of papers on broadening the tax base. We will ask each 
of the panelists to briefly summarize his position in about 5 minutes, 
and holies that opportunity will be afforded for members of the 
committee to question the panelists during which the panelists will be 
able to sharpen their differences of opinion. 

With respect to both questions which the panelists will ask each 
other, and also with respect to questions which members may have for 
the panelists, it may be that we will have to later agree on some reason- 
able time limit in view of the fact that we do not have as much time 
as we would like for each of these most important subjects. 

(The press releases referred to by the chairman are as follows:) 


[Press release; hold for release Monday, May 18, 1959] 


CHAIRMAN Wriipur D. Mitts (DEMOCRAT, ARKANSAS), COMMITTEE ON Wars 
AND MEANS, HoUsE oF REPRESENTATIVES, ANNOUNCES COMMITTEE’S PLANS FR 
Stupy AIMED AT REVISION oF FEDERAL TAx SYSTEM 


Representative Wilbur D. Mills, chairman, Committee on Ways and Means, 
House of Representatives, announced today the committee’s plans for an exten 
sive inquiry into the opportunities for constructive reform of the Federal tax 
system. ; 

Chairman Mills in releasing these plans stated that the immediate objective of 
income tax reform is reduction in tax rates without sacrificing revenues required 
for responsible financing of Government. At the same time, tax reform must 
seek, among other things, (1) a tax climate more favorable to economic growth; 
(2) greater equity through closer adherence to the principle that equal incomes 
should bear equal tax liabilities; (3) assurance that the degree of progression 
in the distribution of tax burdens accords as closely as possible with widely held 
standards of fairness; (4) an overall tax system which contributes significantly 
to maintaining stability in the general price level and a stable and high rate of 
use of human and material resources; (5) a tax system which interferes as little 
as possible with the operation of the free market mechanism in directing re 
sources into their most productive uses; and (6) greater ease of compliance ani 
administration. 

The present income tax system, Chairman Mills pointed out, is criticized 1 
failing to achieve these objectives. To a substantial extent, he stated, this 
criticism is directed against provisions enacted over a long period in the past, 
many of them during the early years of World War II, to meet specific problem 
arising at the time. These provisions result in significant differentials in tat 
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treatment among taxpayers depending on the source of their income or the 
jrcumstances under which they receive it. In addition, these provisions have 
resulted in significant erosion of the tax base, requiring higher tax rates than 
would otherwise be necessary for responsible financing of Government. The 
major problem of constructive tax reform is to determine, in view of these conse- 
quences, Whether these provisions continue to serve the public interest under to- 
day’s conditions. ts 

The committee, therefore, will begin its study with an intensive inquiry into 
the structure of the present Federal income tax in the light of the objectives set 
forth above. A substantial part of the inquiry will be devoted to the various 
features of the income tax which serve to narrow the tax base or which provide 
differential treatment for income items included in the base. The committee will 
investigate the practical possibilities of broadening the tax base sufficiently to 
permit significant reductions in individual and corporation income tax rates, 
without sacrificing the revenues needed by the Government. Other longstanding 
problems and issues in income taxation will also be studied. 

Chairman Mills stated that in the interests of obtaining the most objective 
and well-balanced presentation possible, the committee will invite tax experts 
from colleges and universities, research organizations, business, labor, and agri- 
culture to testify in the committee’s public hearings. These hearings, which 
will begin November 2, 1959, will examine the extent to which the present Fed- 
eral income taxes meet the standards set forth above and general approaches to 
tax revision aimed at achieving these standards. 

Subsequent to these hearings, and on the basis of the information presented 
therein, the committee will seek to develop specific legislative proposals for ex- 
tensive revision of the income tax. Chairman Mills emphasized that constructive 
tax revision cannot be accomplished overnight. Extreme care and thorough- 
going analysis, therefore, will be required in order to make sure that these pro- 
posals will be practicable and will meet the needs of the American economy to- 
day. A considerable amount of time will be required by the committee in draft- 
ing these proposals, although there may be certain areas in which the committee 
will want to legislate before completing a full review of all areas. 

In the development of these proposals, the Treasury Department will cooperate 
with the committee which will also have the assistance of its staff, the staff of 
the Joint Committee on Internal Revenue Taxation, and consultants outside the 
Government to the extent that this is deemed necessary and desirable. 

The legislative proposals which will result from this review will be examined 
in public hearings, during which interested individuals and organizations will 
have full opportunity to present their views. The committee may also invite 
further testimony from the witnesses participating in its initial inquiry. 

The major topics to be considered by the committee in its November hearings 
and a list of witnesses invited to participate in these hearings will be released at 
an early date. 


[For the press; hold for release June 5, 1959, papers] 
CHAIRMAN WILpuR D. MiILLs, CoMMITTER ON Ways AND MEANS, Topay IssvuED 


List or SuBsects To Bre CovereD IN REVIEW OF THE FEDERAL INCOME TAX 
LAws 


Chairman Wilbur D. Mills (Democrat, Arkansas), Committee on Ways and 
Means, today issued a list of subjects to be included in the study by the com- 
mittee of the opportunities for constructive reform of the Federal income tax 


system. The committee’s plans for this inquiry were announced by the chair- 
man in a press release on May 18, 1959. 

_ Chairman Mills emphasized that the committee’s review and study would 
include all provisions of the income tax laws to determine the extent, if at all, 
to which differential treatment on the basis of the source of income or the cir- 
cumstances of the taxpayer receiving it is justified or required in the light 
of equity, fairness, and economic needs. The list of subjects to be covered 
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is not exhaustive but is intended to indicate the major subject matter areas with 
which the committee will be concerned. Chairman Mills also listed the major 
guidelines and criteria which will serve as a basis for study and analysis of the 
present Federal income tax. 

Public hearings in the form of panel discussions will begin on November 2 
1959. These panels will be made up of tax experts from the professions, busi. 
ness, labor, agriculture, research organizations, and colleges and universities, 
who will be invited to participate in these discussions. These experts will 
analyze the provisions of our Federal income tax laws in the light of the various 
guidelines and criteria used to determine ways in which our tax system can be 
improved in the public interest. 

Chairman Mills emphasized that these hearings on the Federal income taxes 
are the first phase of the committee’s study of tax reform. They are exploratory 
in character and are intended to determine the practical possibilities of estab. 
lishing a broader income tax base and lower rates. No legislative program will 
be undertaken by the committee with respect to these matters until interested 
persons have been afforded the opportunity to express their views in public 
hearings. 


[For the press; hold for release June 5, 1959, papers] 


OUTLINE OF Stupy By COMMITTEE ON WAYS AND MEANS OF FEDERAL INCOME 
Tax REVISION 


I. Major objectives of and guides for tar reform 


A. Appraisal of the present Federal income tax system from the point of 
view of— 
1. Equity and fairness; 
2. Progression in the distribution of tax burdens; 
3. Allowing free play of the market in allocating resources ; 
4. Providing a climate for economic growth; 
5. Ease of taxpayer compliance and administration of the law. 

B. Extent to which these objectives would be better served by Federal in- 
dividual and corporation income taxes with broader, more uniform bases and 
lower rates than at present. 

C. Extent to which the Federal Government should rely on individual and 
corporation income taxes compared with other kinds of taxes in the light of 
these objectives. 


II. Size and characteristics of the present individual and corporation income 
tax bases 


A. Kinds and amounts of income not fully subject to ordinary income tax rates 
by virtue of exclusions, deductions, or special treatment. 

B. Size of individual and corporation tax bases if a workable definition of 
taxable income meeting the standard of uniformity in tax treatment were fully 
implemented in the tax law. 

C. Extent to which tax rates could be reduced without loss in revenue, using 
revised tax bases. 


ITI. Specific features of the individual and corporation income tazres 


Among the topics which witnesses will examine are those listed below. This 
examination will be in the light of the criteria stated above. 
A. Individual income tax exclusions: 
1. Sick pay. 
2. Scholarships and fellowships. 
3. Income in kind. 
4. Imputed rent and interest. 
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5. Government transfer payments, such as unemployment compensation, 
workmen’s compensation, etc., other than retirement benefits. 

6. Other exclusions, including income earned abroad. 

B. Itemized deductions for personal expenses and standard deductions: 

1. Interest. 

. Taxes. 

. Medical expenses. 

. Contributions. 

. Care of certain dependents. 
. Casualty losses. 

. Other itemized deductions. 
. Standard deduction. 

Cc. Treatment of family income: 

1. Per capita personal exemptions, including, additional exemptions. 

2. Dependents’ income and exemptions. 

3. Joint returns for husband and wife and.sincome splitting; head of 
household ; the application of taxes in community property law States com- 
pared to common law States. 

D. Retirement income credit. 

BE. Treatment of fluctuating income. 

F. Compliance and enforcement problems: 

1. Underreporting of interest, dividends, other types of property income, 
wages, salaries, etc. 

2. Audit procedures and control, simplification of tax returns. 

G. Exclusions from individual and corporation gross income: 

1. Interest on State and local government obligations, including public 
housing bonds and industrial development bonds. 

2. Other exclusions, such as income earned within U.S. possessions, ip 
come from discharge of indebtedness, etc. 

H. Business expense deductions : 

1. Depreciation. 

2. Depletion and exploration and development costs. 

3. Research and development costs. 

4. Other trade and business expenses, including entertainment expenses. 

Ll Treatment of dividends. 

J. Treatment of capital gains and losses. 

K. Accounting provisions. 

L. Retirement and other employee benefit plans, public and private, including 
tax treatment of employers’ and employees’ contributions, pension trust earn- 
ings and benefits, stock options, ete. 

M. Special problems in corporation income taxation: 

1. Mutual financial companies (savings banks and savings and loan as- 
sociations). 

. Cooperatives. 

. Life and fire and casualty insurance companies. 
. Companies earning income abroad. 

. Business income of exempt organizations. 

. Corporate distributions and adjustments. 

. Corporations improperly accumulating surplus. 
. Personal holding companies. 

9. Regulated investment companies. 

N. Other income tax problems. 

1. Income tax treatment of estates and trusts. 

2. Income tax treatment of partnerships and partners. 


IV. Income tag rates 


A. Individual income tax rates and rate structure. 
B. Corporation income tax rates and rate structure. 
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[For the press; for immediate release Sept. 10, 1959] 


CHAIRMAN WILBUR D. MILLS, COMMITTEE ON WAYS AND MEANS, Topay Ay- 
NOUNCED REVISED SCHEDULE FOR PANEL DISCUSSIONS ON GENERAL REVENUE 
REVISION, 1959 


Chairman Wilbur D. Mills (Democrat, Arkansas), Committee on Ways and 
Means, today announced that the hearings planned by the Committee on Ways 
-and Means to begin November 2 have been postponed 2 weeks and will now 
begin November 16. This postponement was required by the extended session 
of the Congress. Under the new schedule, the hearings will run through 
Friday, December 18. 

The new schedule of topics is attached along with the names of the panelists 
appearing on each topic. There have been a few changes and additions in the 
list of panelists from the prior press release of August 17, 1959. 


PROGRAM OF PANEL DISCUSSIONS IN GENERAL REVENUE REVISION, 1959 


I. Major objectives of and guides for tax reform 


A. and B. The income tax appraised under these objectives—Monday, Noven- 
ber 16: 


Joseph Sneed, professor of law, Cornell University 

Stanley Surrey, professor of law, Harvard University 

Roswell Magill, attorney, New York City 

William Fellner, professor of economics, Yale University 

Paul Samuelson, professor of economics, MIT 

John Davidson, National Association of Manufacturers 

Stanley Ruttenberg, AFL-CIO 

Herbert Stein, Committee for Economic Development 

Geoffrey Lanning, lecturer in law, Yale University 

William L. Carey, professor of law, Columbia University 

Neil Jacoby, dean, School of Business Administration, University of 
California 

Walter J. Blum, professor of law, University of Chicago 

C. The relative role of income taxes—Tuesday, November 17, a.m. : 

Arnold Harberger, professor of economics, University of Chicago 

Gerhard Colm, National Planning Association 

Ralph Robey, National Association of Manufacturers 

Robert Nathan, Robert Nathan Associates, Washington, D.C, 

John Due, professor of economics, University of Illinois 

William McKinstry, professor of economics, Miami University, Ohio 


II. Statistical analysis of the tax base and the national income—Tuesday, No- 
vember 17, p.m. 


‘Joseph Pechman, Committee for Economic Development 
William Hellmuth, professor of economics, University of Wisconsin 


III. Specific features in the computation of tarable income 


A. Individual income tax exclusions—Wednesday, November 18: 
Melvin White, professor of economics, Brooklyn College 
Paul Strayer, professor of economics, Princeton University 
Roy Wentz, Du Pont Corp., Wilmington, Del. 
Ray Muntz, AFL-CIO, Washington, D.C. 
Joseph Guttentag, attorney, Detroit 
Lester Ponder, attorney, Indianapolis 

B. Individual income tax deductions—Thursday, November 19: 
Bruce Balch, attorney, Rock Island, Il. 
.Harvey Brazer, professor of economics, University of Michigan 
Walter Heller, professor of economics, University of Minnesota 
Melvin White, professor of economics, Brooklyn College 
Harry Kahn, National Bureau of Economic Research 
Jack Gelfand, professor of economics, Temple University 
Frank Sparks, attorney, New York 
Sam Hellenbrand, New York Central Railroad 
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Cc. Taxation of family income—Friday, November 20: 
Joseph Pechman, Committee for Economic Development 
Paul Strayer, professor of economics, Princeton University 
C. Lowell Harriss, professor of economics, Columbia University 
Martin Atlas, attorney, Washington, D.C. 
Everett Kassalow, AFL-CIO, Washington, D.C. 
D. Taxation of the aged (retirement income credit, etc.)—Monday, Novyem- © 
ber 23 
Dr. Ethel Andrus, American Association of Retired Persons, Washington, 
D.C. 
Dwight Sargent, Consolidated Edison Co., New York 
Wilbur Cohen, professor of public welfare administration, University of 
Michigan 
Eveline Burns, professor of economics, Columbia University 
Carl Schlotterbeck, Chamber of Commerce, Washington, D.C. 
RB. Taxation of fluctuating income—Monday, November 23: 
John P. Carroll, Jr., attorney, New York City 
Adrian Kragen, professor of law, University of California 
George Newman, Viking Pump Co., Cedal Falls, Iowa 
William Cromartie, attorney, Chicago, Ill. 
W. E. Dickerson, professor of accounting, Ohio State University 
Wilbur Steger, Rand Corp., Santa Monica, Calif. 
Stephen H. Hart, attorney, Denver, Colo. 
F. Exclusions from individual and business income, tax-exempt interest— 
Tuesday, November 24: 
Solomon Barkin, Textile Workers Union of America 
Harvey Brazer, professor of economics, University of Michigan 
Vance Kirby, professor of law, Northwestern University 
James Maxwell, professor of economics, Clark University 
Harry Severson, financial analyst, New York. 
Cushman McGee, financial analyst, Washington, D.C. 
Northcutt Ely, attorney, Washington, D.C. 
G. Business deductions : 
(1) Depreciation—Monday, November 30: 
Sidney Davidson, professor of accounting, University of Chicago 
Maurice Peloubet, accountant, New York 
Robert Eisner, professor of economics, Northwestern University 
Joel Barlow, attorney, Washington, D.C. 
George Kitendaugh, General Electric Co., New York 
Fred Weston, professor of economics, University of California 
Joel Dean, Joel Dean Associates, Yonkers, N.Y. 
William Paton, professor of accounting, University of Michigan 
George Terborgh, Machinery and Allied Products Institute 
James Polk, attorney, New York 
Rev: William Hogan, S.J., professor of economics, Fordham University 
(2) Percentage depletion and exploration and development costs—Tues- 
day, December 1: 
December 1: 
Richard Gonzalez, Humble Oil Co. 
Scott Lambert, Standard Oil of California 
Charles Galvin, professor of law, Southern Methodist University 
Arnold Harberger, professor of economics, University of Chicago 
Peter Steiner, professor of economics, University of Wisconsin 
John Menge, professor of economics, Dartmouth College 
Joseph Sneed, professor of law, Cornell University 
Herbert Jackson, Pickands Mather Co., Cleveland, Ohio 
L. J. Randall, Hecla Mining Co., Wallace, Idaho 
Rolla Campbell, Island Creek Coal Co. 
(3) General business expenses—Wednesday, December 2: 
Harry Rudick, attorney, New York City 
V. Henry Rothschild, attorney, New York City 
Robert Anthoine, professor of law, Columbia University 
Blisha Hanson, American Newspaper Publishers Association, Washing- 
ton, D.C. 
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Byrne Litschgi, attorney, Washington, D.C. 
Edward Schlaudt, Texaco, Inc., New York 
Henry Smith, attorney, New York 
(4) Research and development expenditures—Thursday, December 3; 
William Horne, Jr., Olin Mathieson Corp., New York 
Charles Orem, Jr., Sylvania Electric Products Corp., New York 
H. Accounting provisions—Thursday, December 3: 
Willard Graham, professor of accounting, University of North Carolin 
Harry Halstead, attorney, Los Angeles 
Don Schapiro, attorney, New York 
John M. Sullivan, attorney, Washington, D.C. 
Leslie Mills, accountant, New York 
. I. Treatment of capital gains—Friday, December 4: 
Stanley S. Surrey, professor of law, Harvard University 
Harold Groves, professor of economics, University of Wisconsin 
Reuben Clark, attorney, Washington, D.C. 
Wilbur Steger, Rand Corp., Santa Monica, Calif. 
Merle Miller, attorney, Indianapolis, Ind. 
Leonard Silverstein, attorney, Washington, D.C. 
J. Pensions and other employee benefit plans—Monday, December 7: 
Allen Marshall, General Dynamics Corp., New York . 
Daniel Holland, professor of economics, MIT 
Keith Morrison, professor of law, University of Texas 
Erwin Griswold, dean of law, Harvard University 
John McConnell, dean, Graduate School, Cornell University 
Joseph Seligman, Jr., attorney, San Francisco 
John Dyer, consulting actuary, Philadelphia . 
Leonard Lesser, AFL-CIO, Washington, D.C. 
Frank Cliffe, H. J. Heinz Co., Pittsburgh, Pa. 
K. Compliance and enforcement : 
(1) Amount of underreporting—Tuesday, December 8: 
Joseph Pechman, Committee for Economic Development 
Daniel Holland, professor of economics, MIT 
Harry Kahn, National Bureau of Economic Research 
(2) Procedures for reducing underreporting—Tuesday, December 8: 
Richard T. Boehm, attorney and accountant, Columbus, Ohio 
Thomas Atkeson, professor of taxation, William and Mary College 
Edwin Kahn, attorney, Washington, D.C. 
Spurgeon Avakian, attorney, Oakland, Calif. 
Michael Bachrach, accountant, Pittsburgh, Pa. 
Wayland Gardner, professor of economics, North Dakota Agriculturl 
College 
Russell Harrington, former Commissioner of Internal Revenue 


IV. The tawvable entity 


A. Treatment of dividends—Wednesday, December 9: 
Daniel Holland, professor of economics, MIT 
Carl Shoup, professor of economics, Columbia University 
Ralph Burgess, American Cyanamid Co. 
Paul Ziffren, attorney, Los Angeles, Calif. 
Paul Darling, professor of economics, Bowdoin College 
B. Corporate distributions and .adjustments—Thursday, December 10: 
C. Rudolf Peterson, attorney, Washington, D.C.: 
Ernest Brown, professor of law, Harvard University 
Hugh Calkins, attorney, Cleveland, Ohio 
James Lewis, attorney, New York 
_C. Treatment of investment companies—Thursday, December 10: 
Roy Moor, professor of economics, Williams College 
Edwin Cohen, attorney, New York 
‘Herbert Anderson, National Association of Investment Companies 
Harry Janin, accountant, New York City 
D. Treatment of partnerships and corporations treated like partnerships- 
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day, December 11: 
Arthur Willis, attorney, Los Angeles 
Carl Price, attorney, Washington, D.C. 
Fred Nicholson, attorney, New York City 
Joseph Driscoll, attorney, Dallas, Tex. 
Mortimer Caplin, professor of law, University of Virginia 
BE. Income of estates and trusts—Friday, December 11: 
James Johnson, attorney, Chicago, Ill. 
Norman Sugarman, attorney, Cleveland, Ohio 
Weston Vernon, attorney, New York 


’. Special problems in corporate tawvation 


A, Mutual financial companies—Monday, December 14: 
George Lent, professor of economics, Dartmouth College 
E. Gordon Keith, professor of economics, Wharton School 
Kurt Flexner, American Bankers Association, New York 
John Gurley, Brookings Institution 
August Ihlefeld, Savings Bank Trust Co., New York 
John Croteau, professor of economics, University of Notre Dame - 
B. Cooperatives—Monday, December 14: 
William Warren, dean of law, Columbia University 
Samuel J. Lanahan, attorney, Washington, D.C. 
Fred Peel, attorney, Washington, D.C. 
Wilfrid Rumble, attorney, St. Paul, Minn. 
Leo Raskind, professor of law, Vanderbilt as aaitine 
| C. Taxation of insurance companies—Tuesday, December 15: 
George Lent, professor of economics, Dartmouth College 
Roy Moor, professor of economics, Williams College 
Jobn Scott, Jr., attorney, New York 
George Haskell, American Mutual Alliance 
S. Alexauder Bell, accountant, Chicago, Il. 
D. Tax-exempt organizations—Tuesday, December 15: 
Roy Gilpin, attorney, New York 
Norman Sugarman, attorney, Cleveland 
Scott Dunham, accountant, San Francisco 
Northcutt Ely, attorney, Washington, D.C. 
Harry Mansfield, attorney, Boston 
Lewis Harris, Harris Laboratories, Lincoln, Nebr. 
BE. Foreign income— Wednesday, December 16: 
Roy Blough, professor of economics, Columbia University 
Ray Sherfy, attorney, Washington, D.C. 
Ira Wender, attorney, Chicago, Ill. 
William Patty, attorney, New York 
Donald Gleason, Corn Products Refining Co. 


I. Rates 


A. Individual rates—Thursday, December 17: 
Arthur Smithies, professor of economics, Harvard University 
Robert Lampman, professor of economics, University of Wisconsin 
Roland Bixler, JBT Instrument Co., New Haven, Conn. 
George Break, professor of economics, University of California 
Richard Musgrave, professor of economics, Johns Hopkins University 
B. Corporate rates—Thursday, December 17: 
Richard Goode, International Monetary Fund 
Slade Kendrick, Cornell University 
George Terborgh, Machinery & Allied Products Institute 
Nathaniel Goldfinger, AFL-CIO, Washington, D.C. 
C. Flexibility of revenue yield—Friday, December 18: 
Kenyon Poole, professor of economics, Northwestern University 
Richard Musgrave, professor of economics, Johns Hopkins University 
Harley Lutz, National Association of Manufacturers 
E. Cary Brown, professor of economics, MIT 
Earl Rolph, professor of economics, University of California 
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[For the press ; for release to morning papers, Wednesday, Nov. 11, 1959) 


-Hon. Witsur D. Mitts (Democrat, ARKANSAS), CHAIRMAN, COMMITTEE oy 
Ways AND MEANS, HOUSE OF REPRESENTATIVES, ANNOUNCES RELEASE OF “Ty 
REVISION COMPENDIUM” CONSISTING OF THREE VOLUMES OF Papers Svusmirm 
BY PANELISTS AS BASIS OF PANEL DISCUSSIONS ON TAX REVISION TO BE (Coy. 
DUCTED BY: THE COMMITTEE BEGINNING NOVEMBER 16, 1959 


Hon. Wilbur D. Mills (Demoerat, Arkansas), chairman of the Committee ¢ 
Ways and Means, today announced the release of three volumes of papers sub. 
mitted by panelists for the series of panel discussions before the Committee o 
Ways and Means on the possibility of broadening the tax base. 

As stated in the press release of June 5, 1959, the committee intends to study 
“all provisions of the income tax laws to determine the extent, if at all, to 
which differential treatment on the basis of the source of income or the cir. 
cumstances of the taxpayer receiving it is justified or required in. the light of 
equity, fairness, and economic needs.” The chairman stated in the press re 
lease of May 18.that the immediate objective of income tax reform is reduction 
in tax rates without sacrificing revenues required for responsible financing 
of government. ; 

The papers contained in the compendium on income tax revision will be the 
basis of a series of public panel discussions beginning Monday, November 1f, 
The schedule of topics for these panel discussions is attached. In the pand 
. discussions, each of the panelists will be asked to summarize his position ip 

about 5 minutes. There will be opportunity for the panelists to question each 
other in order to bring out more clearly the precise points at issue. In addition, 
the panelists will be questioned by the members of the full committee. 

Participation in these panel discussions will be limited to those individuals 
who have submitted papers for the tax revision compendium. The individuals 
invited to participate have been invited as experts in particular areas. They 
were not invited as spokesmen for the organization or association with whic 
they may be associated. Chairman Mills expressed his regret that the time 
limitations of the planned 5 weeks of panel sessions made it impossible to 
bring in more spokesmen on these important issues, but the primary objective 
of this set of discussions was to obtain a broad discussion of issues related t 
the income tax base. 

As he stated in the press release of May 18, the chairman repeated that, sub- 
sequent to these hearings, and on the basis of the information presented therein, 
the committee will seek to develop specific legislative proposals for extensiv 
revision of the income tax. Chairman Mills emphasized that constructive tar 
revision cannot be accomplished overnight. Extreme care and thoroughgoing 
analysis, therefore, will be required in order to make sure that these proposal 
will be practicable and will meet the needs of the American economy today. 4 
considerable amount of time will be required by the committee in drafting thes 
. proposals, although there may be certain areas in which the committee will want 

to legislate before completing a full review of all areas. 

Chairman Mills again stated that legislative proposals which will result from 
this review will be examined in public hearings, during which interested ini: 
viduals and organizations will have full opportunity to present their view 


The committee may also invite further testimony from the witnesses participat 
ing in its initial inquiry. 


SCHEDULE OF TOPICS ON BROADENING THE TAX BASE 


E, Major objectives and guides for tax reform 


. A. General appraisal of the income tax—Monday, November 16. 


B. The relative role of income taxes in the tax system—Tuesday, November I, 
a.m. 


II. Statistical analysis of the taw base and the national income—Tuesday, Ne 
vember 17, p.m. 
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. Specific elements in the computation of taxable income 
A. Individual income tax exclusions—Wednesday, November 18. 
. Individual income tax deductions—Thursday, November 19. 
. Taxation of family income—Friday, November 20. 
. Taxation of the aged—-Monday, November 23. 
. Taxation of fluctuating incomes—Monday, November 23. ‘ 
. The exemption of interest on State and local bonds—Tuesday, November 24. 
. Business deductions : 


(1) Depreciation—Monday, November 30. 

(2) Percentage depletion and exploration and development costs—Tues- 
day, December 1. Ff 

(3) General business expenses—Wednesday, December 2. 

(4) Research and development expenditures—Thursday, December 3. 


H. Accounting provisions—Thursday, December 3. 
I. Treatment of capital gains—Friday, December 4. 
J. Pensions and other employee benefit plans—Monday, December 7. 
K. Compliance and enforcement : 


(1) Amount of unreported income—Tuesday, December 8. 
(2) Procedures to improve income reporting—Tuesday, December 8. 
IV. The tawable entity 
. Treatment of dividends—Wednesday, December 9. 
. Corporate distributions and adjustments—-Thursday, December 10. 
. Treatment of investment companies—Thursday, December 10. 
. Treatment of partnerships and corporations treated like partnerships— 
Friday, December 11. , 
BE. Income of estates and trusts—Friday, December 11. 
V. Special problems in corporate taxation 
A. Mutual financial companies—Monday, December 14. 
B. Cooperatives—Monday, December 14. 
. Taxation of insurance companies—Tuesday, December 15. 
. Tax-exempt organizations—Tuesday, December 15. 
. Taxation of income from foreign investment—Wednesday, December 16. 
VI. The structure of tax rates 
A. Individual rates—Thursday, December 17. 
B. Corporate rates—Thursday, December 17. 
C. Flexibility of the revenue yield—Friday, December 18. 


The Cuarrman. Our pene this morning is made up of the following 


members, and if you will, as I call your name, take your place at the. 
table directly in front of the commitee. 

The panel members are Stanley S. Surrey, professor of law, Harvard 
University; Geoffrey J. Lanning, lecturer in law, Yale University; 
Prof. Joseph Sneed, Law School, Cornell University; Prof. Walter J. 
Blum, professor of law, University of Chicago; Roswell Magill, attor- 
hey, New York City; Herbert Stein, Committee for Economic De- 
velopment; Peter Henle, AFL-CIO; John C. Davidson, National 
Association of Manufacturers; and Dean Neil H. Jacoby, School of 
Business Administration, University of California. 
_ We are very pleased that you gentlemen have agreed to participate 
in these discussions this morning. We have had an opportunity to 
read your statements and we are very appreciative of the efforts that 
you have made in. providing the papers for the compendium and 
the very thought-provoking discussion of the issues before us. 

We will start this morning with Prof. Stanley Surrey. Mr. Surrey, 
you are recognized for 5 minutes or so to point out and summarize. 
what you did provide for us in your paper. 
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STATEMENT OF PROF. STANLEY S. SURREY, HARVARD UNIVERSITY 


Mr. Surrey. Mr. Chairman and members of the committee, it is 4 
distinct pleasure to be able to appear at hearings before this committee 
on the subject of broadening the tax base. 

_ It was not so long ago that Mr. Joseph Pechman and I and a few 
others were attempting to interest people in this subject. As a matter 
of fact, in about 1956 I wrote an article for Colliers magaine on this 
subject. Unfortunately, the magazine. went out of business shortly 
thereafter. Now this is not a fate that can befall this committee, and 
therefore, I welcome these hearings. 
__ There has been a steadily growing trend to differential tax liability 
in terms of the source of income through the preferences granted to 
articular kinds of income. This method of reducing tax burdens 
len resulted in very considerable tax inequalities. As a method of 
allocating income tax burdens it is certainly less desirable than 
changes in the overall rate structure. 

In particular: instances there may be compensating incentive ad- 
vantages for these departures from equity, but on the whole one 
needs an extreme faith in the efficacy of tax incentives to believe that 
this justification is present. The majority of these income tax differ- 
entials—both as to income and deduction items—have arisen almost 
fortuitously. They are traceable to hastily considered ad hoc solu- 
tions which have since proven defective from a technical standpoint, 
to acquiescence in well-timed and well-managed pressure drives wher 
the issues have really not been fully explored, or to decisions made 
early in our tax history under quite different conditions and on grounds 
that do not obtain today. 

The paper contains examples of these differentials. One relates 
to history alone, which is the exemption for interest on State and 
local obligations. Now, I am quite sure that if that exemption had 
not been granted originally, back in 1913, it would not be with w 
today. If you can assume that the interest on these obligations wer 
taxable today, and then the Congress was searching for a means of 
aiding State and local governments in their borrowing, I do né 
think anybody in his right mind would propose that there be m 
exemption granted for our upper bracket taxpayers on the interes 
of State and local obligations as a method of aiding State and loal 
governments. But in 1913 this was not an important issue as fa 
as the monetary effects were concerned and as far as the rates wer 
concerned, and so the exclusion as a matter of history went in fa 
constitutional reasons, and we have it today and today it is an im 
portant matter. 

So it is with a great many of these differentials, both on the incom 


and deduction side. When they first went in they were not important™, 


Today they are highly serious, for the amounts involved are vel 
large. 

One estimate has placed the total of these differential exclusiot 
and deductions in 1956 at about $43 billion, which is one-third of ot 
taxable base. If all of these omitted amounts were added to tlt 


tax base, the yield of the income tax could be increased by $12 billion ; 


or nearly 40 percent of the present yield. 
As an alternative, if only the present revenue yield were desire 
the income tax rates could be reduced by about one-quarter. Thi 
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the rate scale could run from 15 to about 65 percent, rather than as 
today from 20 to 91 percent. These figures are based on the total 
effect of all these differentials, and as discussed in my paper, it is 
unlikely that all would be changed. Even so, the. decrease in rates 
that could occur if only a few were changed would be significant. 

The result of the differentials has been a distinct narrowing of the 
tax base. Income tax rates accordingly must be pushed higher to 
maintain revenue yields. The result is our present rate scale rising 
to 91 percent. 

Yet two things stand out concerning this rate scale. First, those 
of us outside of Congress must conclude that the average Congress- 
man does not believe in the present high rates of income tax, espe- 
cially those applicable in the upper brackets. When he sees these rates 
dphed in individual cases he thinks the rates too high and therefore 
unfair. 

How else can one explain the continued congressional acquiescence 
in the provisions permitting escape for some from these high rates, 
or the steady growth in special legislation relieving a particular tax- 
payer or group of taxpayers from these rates? True believers in these 
high rates would long ago have torn down the tax shelters and resisted 
all pressures for special relief. Instead, the reverse is true. 

There do not appear to be true believers in the Congress in these 
high tax rates, because the reverse has been true. For many tax- 
payers these high rates are only paper rates and the actual burden is 
far lower—witness the. overall 46 percent average for the upper 
brackets in 1956. Second, for those taxpayers whose sources of in- 
come or whose activities are not favored by these differentials, the 
high tax rates are very real. 

If you include capital gain in taxable income, and tax-exempt in- 
terest, the average rate of tax paid in the brackets above $100,000 
was only 35 percent in 1936. Contrast that figure with the actual 
rate scale. 

As a consequence, the high rate scale is severely discriminatory. - 
Thus, in 1956 about one-fifth of the returns over $200,000 reported 
mly ordinary income and hence did not receive any advantage from 
the 25 percent capital gain rate. Many of these taxpayers must, 
therefore, have actually paid tax at very high rates. The present 
trend toward tax reduction through differentials thus means paper 
rates for some taxpayers, severely discriminatory rates for others. 

Unless we are to succumb to confirmed pessimism, it seems possible 
that a determined Treasury and a determined Congress could stop 
this trend and could eliminate many of the present differentials. 
But it is probable that any significant accomplishments in this direc- 
in as far as upper bracket taxpayers are concerned would require 
a reduction in the top rates of tax to 70 percent or 65 percent. 

The combination of such a reduction and the elimination of upper 
bracket. differentials would materially improve our income tax and 

ould not necessitate a revenue loss. As respects the differentials 
hat are significant in the middle and lower brackets, their elimination 
rould likewise be far easier in the context of a general revenue revi- 
in involving compensating decreases in rates, a splitting of the first 
bracket, or increases in exemptions. 

Certainly when any revenue reduction occurs it should be accom- 
anied by structural improvement and elimination of as many differ- 

48820—60-——3 
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entials as possible, or else the opportunity to improve our income tay 
sysem may never come. Even when tax increases are in order, every 
effort should be made to widen the base of the income tax rather thay 
simply to raise the rates and thus squeeze harder those who today 
are unfairly treated. 

_ At the same time, this change in the tax base is essential if we at 
any future time find it necessary to increase the yield of our incom 
tax. 

As a specific set of immediate goals, I would recommend the fol. 
lowing: 

1. Elimination of the exemption for the interest on State and local 
obligations. 

2. A considerable narrowing of the scope of the capital gains tax 
and an increase in its rate, with increased allowance for capital losses, 

3. Elimination of the dividend exclusion and credit. 

4. Inclusion of social security retirement payments in income and 
elimination of the retirement income credit. 

5. As respects the personal expense deductions, elimination of the 
deduction for sales and excise taxes, a maximum ceiling on the dedue- 
tion for personal interest and property taxes, and a minimum floor 
for the casualty loss deduction, with consequent changes in the stand- 
ard deduction. 

6. Withholding at the source on dividends and interest. 

7. Intensive study of the following: The treatment of the natunl 
resource industries, the treatment of fringe benefits, and the need for 
an averaging provision. 

8. Reduction of the top rates to about 65 percent. 

9. As revenue needs permit, a reduction in the lower bracket rates 
including a splitting of the first bracket. 

The important point is that the Treasury and the Congress face the 
issue and recognize the serious problems and discriminations brought 
about by the present income tax differentials. 

Moreover, they must not only reexamine the existing system, but 
they must also call a halt to new preferences. It is somewhat ironit 
to those of us on the outside to find a committee holding hearings m@ 
broadening the tax base, and at the same time being hard pressed tf 
yield to pressures in the foreign income area and open up some net 
preferences. But nevertheless, the very holding of these present hear 
ings on the tax base encourage those of us who have been urgings 
more equitable income tax. 

The Cuarrman. Mr. Lanning, you are recognized, sir. 


STATEMENT OF PROF. GEOFFREY J. LANNING, YALE UNIVER 


Mr. Lannunc. I am on the faculty of the Yale Law School, ail 
previously spent some years with the Internal Revenue Service. 

This presentation states only my personal views. I am pleased tt 
have this opportunity to come before the committee to speak in tl 
public interest. 

My paper suggests that if you seek an effective tax reform 
should take abig look atthe problem. 

First, you should formulate guiding principles on whose fri 
work the revenue revision will be cast. The work of the Subchapi 
C Advisory Group, while technically proficient, failed to addrt 
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itself to the basic principles of corporate income taxation, and so 
produced nee See that do not come to grips with the 
ral problems. It is also urged in my paper that the guiding prin- 
ciples adopted should include a reaffirmation of our traditional doc- 
trines of progressive taxation. 

Secondly, a revenue revision needs to be truly fundamental to work. 
Itshould include a continuous examination and improvement of the 
hasic tax pees 3 udicial, administrative, and legislative. 

To take an example familiar to this committee, Congress has made 
gveral efforts to halt the traffic in loss corporations. It failed because 
uothing was done to improve the taxing processes themselves. 

Old section 129 was passed in order to halt loss peddling, but judi- 
cal erosion nullified this effort, that is the courts interpreted section 
129 with such formalism that the statute was not enforced for many 
years. Administrative erosion contributed favorable rulings to those 
dealing in loss companies—as in the Botany Mills case cited in my 
paper. And legislative erosion added its shares as witnessed by stat- 
utes such as sections 381 and 382 which purported to halt loss ped- 
ding, but on their very face make it relatively easy to deal in loss 
companies. 

A similar fate may meet a revenue revision that seeks to lower tax 
rates by either broadening the income tax base or closing tax loop- 
holes without really examining and revising our fundamental tax 
processes in terms of basic principle. Such a revision may not only 
be ineffective, but it might result in shifting part of the tax burden 
from the top brackets to the general public. Indeed many of those 
uging this approach to revenue revision add the revealing recom- 
mendations that any tax relief achieved be concentrated in the upper 
brackets, 

My paper seeks to analyze the causes of tax erosion, that is, the sort 
of special tax advantage which has made our tax system quite differ- 
mt in practice from what is claimed for it. This committee knows 
well the many forms which such erosion takes from the tax advantag 

essed by the taxpayer with oil and gas income, advantages which 
ire not available to the public or businessmen generally, to the abuses 
bf the expense account or the failure of many people to report divi- 
lend or interest income. 

The paper concludes that the various forms of erosion found 
hroughout the Code are due to a basic failure to give effect to the 
laimed principle that income shall be taxed, and at progressively 

creasing rates to the person who earned it. This failure is due to 
wo factors: ; 

The first is the institutional weaknesses of each taxing process; for 
xample, the inadequate use of certiorari by the Supreme Court, exces- 
ive administration decentralization and the legislative role of lobbies. 

he second is due to certain of the ways of operation of each 
Rx process, for example formalism, in the judicial process, and admin- 
Mrative bureaucracy. These factors are examined in the paper in 
ome detail. 


Thus judicial formalism explains the way the business income 
rived from a patent license received capital gains treatment. 


mphasis was placed on the a words “make, use, and sell” in 


is transfer documents, instead of on an examination of the facts as 
)the business character of such patent income. 
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The paper stresses that the ultimate explanation for factors such 
as bureaucracy or the failure to give adequate expression to a general 
public interest, lies in departures from our basic democratic ways 
Thus, just as taxation at heart involves a sharp political conflict 
over who shall bear the tax burden, so the ultimate answers should 
be sought in the broadened democracy which produces and is produced 
by a more equitable tax system. 

Three basic assumptions underlie this analysis. 

First, the tax reform should be based on the democratic goals of 
broader production and sharing of the values men hold most dear 
power, respect, wealth, well-being. 

Second, progressive taxation 1s the taxing method most consistent 
with such democratic goals, for it can restrict the excessive privile 
and the concentration of wealth and power that are inconsistent with 
democracy without producing a stifling leveling of wealth. 

Third, this presentation has emphasized tax equity because it is 
the most difficult and most basic of this committee’s objectives of 
efficient revenue collection, economic growth, and tax fairnes 
The broader the democracy, the wider the public consent and the 
higher the voluntary payment of taxes. 

Tax equity also helps produce a healthy society and economy. And 
many techniques of fiscal policy are available to stimulate socially 
desirable forms of capital accumulation and economic growth, beside 
the indirect subsidy granted by special tax privileges. 

The usual rebuttal to these arguments is that the economy can grow 
only if special tax incentives are given to a small group of upper 
bracket taxpayers who, it is assumed, will accumulate and wisely in- 
vest the necessary capital. It is suggested in my paper that theres 
little justification for this position and that it is primarily a rational: 
zation for tax advantages. Not lack of capital assimilation so mu¢h 
as the failure to advance our own ideas explains our present positio 
in the scientific race. Indeed, if half the depletion subsidy durig 
the past 10 years—$10 to $15 billion—had been devoted to education, 
we might have a different world position now. 

In summary, I should like to submit seven major recommendations; 
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1. Appoint a broad committee, composed of social scientists as wil; 


as tax lawyers, to formulate and recommend to you the policies basi 
to a real revenue revision. 

We owe it to the public either to adopte a set of basic principle 
which will sincerely apply progressive taxation, or candidly 
to other objectives. 

2. Take steps to improve or revise the legislative, judicial, al 
administrative processes along the lines outlined in the paper. 

It is recognized that some of these suggestions are matters for tl 
political arena, are otherwise outside the powers of this committe 
or are very long range. They are included due to the need to visua 
tax reform in perspective. 
_ 3. Institute a complete redrafting of the revenue code in the pub 
interest. 

The increasing complexity of each new tax bill is a sympl 
not so much of the perversity of its draftsmen as of the increasil 
failure to have, or apply, a consistent set of tax principles, Thus 
claimed doctrine is the taxation as dividends, or Sietributions of of 
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rate earnings. But many distributions, such as partial liquidations, 
are not taxed as dividends. A decision to tax dividends as dividends 
vould eliminate more complexity, and more special advantage, than 
athousand draftsmen drafting for a thousand days. 

4, Seek an increased representation of a public interest point of 
view at every step of each taxing process. 

5. Seek to have made available to the public more and better in- 
formation as to the actual operation of the tax system. 

6. Once this full program has been put into continuous operation, 
the increased effectiveness and fairness of the entire taxing process 
should make possible a reasonable reduction of rates. 

The benefits of this reduction should not be concentrated in the 
upper brackets, but should be broadly shared consistent with the basic 
tax policies which my paper urges be adopted. 

Most of the above program could be best formulated by a task force 
such as the Hoover Commission. 

7. Finally, and as an interim, stopgap solution, increase the enforce- 
ment program of Internal Revenue, limit or cut back certain major 
abuses such as capital gains treatment, natural resources, and cor- 
porate taxation, and executive fringe benefits, and extend withholding 
to dividends and interest, meanwhile starting upon the investigations 
here recommended as a basis for an effective, and continuing, revenue 
revision. 

I thank the committee for the privilege of presenting these views. 

The CuatrmMan. Professor Sneed, you are recognized, sir. 


STATEMENT OF PROF. JOSEPH SNEED, CORNELL UNIVERSITY 


Mr. Sneep. Mr. Chairman, members of the committee, I am a pro- 
fessor of law of Cornell Law School and, of course, it is with great 
pleasure that I appear here this morning. 

Any serious thought about the Federal income tax structure must 
commence with some conception of its fundamental character. My 
view is that the structure is a reflection of the society a majority, who 
ure substantially motivated by deep-seated and ancient notions of 
ustice, wish to exist tomorrow. This means the income tax law will 
never be perfect or permanent; that tax laws cannot be considered in 
isolation from other policies of Government ; that an expert in taxation 
properly can be asked to describe his view of what tomorrow should 

¢; that disagreements about what tomorrow should be are also 
elected in the tax structure, and that Congress should not delegate 
he function of making tax law to experts. 

My hope for tomorrow, and thus the bedrock upon which my views 
of taxation are based, is that the individual will be permitted to enjoy 
ksubstantial amount of liberty. To me this is best attained in a society 
n which the allocation of material and human resources is accom- 
lished predominately by a free market. 

The present income tax law is not one which best promotes this end. 
Lgeneral, it presents a pattern of rates which are unreasonably pro- 
pressive, a base which has been eroded substantially, and many forms 
bf Income characterized as capital gain. These features result in 

chnical complexity, tremendous administrative costs and the chan- 
ling of resources into activities which afford taxpayers the most 
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favorable after tax return. The combined effect is an allocation of 
resources grossly inconsistent with that which would have been 4. 
complished by ya market operating freely. 

In many instances, the undesirable features of the present income 
tax are not of recent origin. For example, the tax has never possessed 
a reasonably simple and comprehensive averaging technique. [js 
absence has caused a distortion of normal accounting procedures and 
considerable maneuvering by taxpayers and the Government designed 
to affect the timing of items. In addition, there has never existed , 
provision making death or gift a time for realization of gain or los, 
The omission of these two features creates a substantial amount of th 
pressure for extensive nonrecognition provisions and the preferential 

rate for capital gains. Most of the complexity of the present code js 
attributable to such nonrecognition provisions and the preferential 
rate for capital gains. 

Two other characteristics, dating from the inception of the tay, 
tend to produce technical complexit y. They are: 

1. The tax upon business earnings, when the business is conducted 
in the corporate form, at the business level when earned and the 
shareholder level when distributed ; and 

2. The progressive rate itself. 

The revenue importance of the tax on corporate income, the w- 
certainty about the proper alternative technique for taking cor. 
porate earnings, the disagreement about the incidence of the tax and 
certain political considerations suggest that earnings of businesses 
conducted in the corporate form w ill continue to be taxed substantia: 
ly as at present. The progressive rates engender the technical prob- 
lems of identifying the proper taxpayer and taxable unit and prob- 
ably encourage many to question the fundamental equity of the tax. 

The objective of the progressive rate is to reduce economic inequal- 
ity. It is somewhat difficult to harmonize this objective with a gen- 
eral belief, such as I have, in the justice accorded by a freely operat: 
ing market. Nonetheless, I believe that a moderately progressive 
rate is necessary as a corrective to the defects of a market oriented 
economy. Those who share the views of Keynes and his followers 
have no such difficulty in accepting the principle of progression. To 
them progression is necessary to provide the full utilization of the 
resources of the economy. 

These observations suggest the changes which should be made in 
our present tax law and the problems which deserve further investigi- 
tion and study. First, the rate of progression should be made con- 
siderably less steep than at, present. Second, each dollar of income to 
a taxpayer should be fully included in the tax base, irrespective of 
its source, except where administrative convenience requires otherwise. 
The Simons definition of income should be used as the ideal. Third, 
an administratively feasible averaging device available to all tax- 
payers, if such can ‘be designed, should be adopted. Fourth, the man- 
ner in which income is spent should not determine too frequently 
whether such income is to be taxed. Ordinary and necessary busi- 
ness expenses are one thing; charitable contributions, medical ex- 
penses, and certain nonrecognition provisions are another. Fifth, 
serious consideration should ‘be given to the possibility of adopting 
the technique used in the United Kingdom for the taxation of cor- 
porate dividends. 
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[ am rather pessimistic, however, about the possibility of ac- 
wmplishing these changes. The reason for this is that it appears 
the American people are coming to believe that the Federal Govern- 
ment should play an increasing role in the direction, as well as regu- 
lation, of the economic life of the Nation and that the income tax 
must be coordinated with the economic ends and goals established 
by that Government. ‘This means that tax equity will consist of con- 
formity with these goals. No longer will equity be described as the 
taxation of each dollar of gain the same as any other dollar. Also, 
complexity will increase because, fundamentally, it can be minimized 
oly by rather rigid adherence to the traditional “a dollar is a dollar” 
concept of equity. 

The type of income tax which seems destined for tomorrow will 
function best when there is widespread agreement with the economic 
objectives established by Government and a substantial number of 
competent and alert tax advisers available to all taxpayers. Perhaps 
our growing conformity and facelessness, together with our daily 
peril, real and imagined, will furnish the required unity of thought. 
Although in my case it is done with heavy heart, I and other profes- 
srs of taxation are laboring manfully to produce the advisers. 

The CHARMAN. Professor Blum, you are recognized, sir. 


STATEMENT OF PROF. WALTER J. BLUM, UNIVERSITY OF CHICAGO 


Mr. Buum. Mr. Chairman, members of the committee, I am Walter 
J.Blum, professor of law at the University of Chicago. 
It is a privilege to appear before this committee and participate 


in this endeavor. 

My published statement is set within the framework of the follow- 
ing thoughts: 

It often seems more practical to speculate about particular economic 
consequences of tax policy than to emphasize more general matters. 
This is especially so when the productivity of our economy is in the 
headines because there is concern over the ability of another economic 
system to outproduce us. 

But, in the long run, we are likely to find that our standards of 
fairness and our principles for organizing society are more reliable 
guides in setting tax policy. We actually know very little about the 
impact of our tax system on economic productivity. 

_ While we think that relatively lighter taxes on middle and high 
income people would increase total savings and investment, we are 
hot certain of this and we have no way of gaging the magnitudes 
involved. ' 

These, and other particular economic considerations should be as- 
signed a minor role in tax policy. 

Instead, we should concentrate on improving the fairness of our tax 
system and eradicating those elements which are inimical to the or- 
derly development of a society which is organized mainly around pri- 
vately owned enterprises and free markets. 

_When our Federal income tax is reviewed in this light, it is impera- 
tive that the rate structure be subjected to close scrutiny. The crucial 
question, which should be faced directly, can be stated very simply: 
Have our high rates so retarded the accumulation and utilization of 
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private wealth as to jeopardize the vitality and centrality of our pr. 
vate enterprise system ? Experience in other countries should digpe| 
any complacency that we might otherwise have on this score, 

Closely related is the problem of the tax base for our persona] jp. 
come tax. For years students of taxation have pointed out that its 
many preferential elements result in a most unfair and unjustifiable 
distribution of tax burden. 

But they have had to admit, although reluctantly, that the many 
intentional preferences were needed to prevent the high rates from 
having disastrous repercussions on our economic and social system, 

It is only in the past few years that there has been a growing reali- 
zation that it might be possible, in a single program, to both improye 
the fairness of the tax and make the rate more compatible with a 
private enterprise society. 

The program consists of trading surtax reduction for elimination of 
preferences. This is a program which deserves attention and imple. 
mentation; there is no surer path to improving our income tax. 

However, it might be tempting to conclude that if surtax rates are 
brought down we need not be concerned with the preferences since 
they will then be less important to taxpayers. 

While this observation is correct, it is only part of the truth. It 
is equally true that as surtax rates come down there is correspond- 
ingly less need to immunize our private enterprise society from the 
full thrust of the rates. The case for removing preferences would be 
at least as strong even if rates were to be reduced substantially from 
present levels. 

I, therefore, urge that income tax reform move simultaneously in 
two directions: Reduce surtax rates and eliminate the preferential 
aspects of the tax base. 

I thank you, sir. 

The Cuamman. Mr. Magill, you are recognized. 


STATEMENT OF ROSWELL MAGILL, ATTORNEY, NEW YORK CITY 


Mr. Macru. Mr. Chairman, members of the committee, my name 
is Roswell Magill. I appear as president of the Tax Foundation. | 
am a New York attorney, a member of the law firm of Cravath, Swaine 
& Moore, New York, N.Y. 

You have before you in the compendium a long statement of the 
topics which I wish to discuss this morning. I put in your hands 
this morning a somewhat shorter statement. I think, however, that 
the best way for me to use my time is to speak to you directly, al- 
though what I will say is very much the same as what you have in 
the shorter statement. 

First of all, the committee deserves the great thanks of the Amer- 
can people for having scheduled these hearings. 

I do not know when as comprehensive a collection of papers as 
those contained in this compendium has been produced for the general 
information of students of taxation. 

It is a very remarkable job. We are confronted by very heavy 
taxation rates these days and there are many complaints about them. 

For your committee to be willing to take the time to analyze so long 
a compendium as this and to hear the views of the various people 
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sho will appear before you, which will be conflicting views, to ana- 
lyze them and to work out appropriate solutions to promote economic 
progress and growth, is a very remarkable job and you are to be 
greatly commended for engaging in it. 

We had a revision of the tax law in 1954, but at that time no such 
task as you are embarking upon today was envisaged or accomplished. 

You need only to look at the three volumes of the compendium to see 
what an enormous task it is. But I am sure that with the aid of the 
staff you will be able to analyze the various problems which are here 
presented and will be able to work out solutions which will, as you have 
emphasized in announcing these hearings, promote that economic 
progress and growth of the country which is so greatly needed not 
merely for the production of additional revenues, but also to aid us in 
the continuing contest for economic supremacy in which we are cur- 
rently engaged. 

The key of my paper and the key of what I want to say to you 
today really consists in two related points. 

In the first place, the Bureau of the Census has brought to our at- 
tention what some of us suspected already, that in the course of the 
next 15 years it will be necessary for our economy to take care of some 
9) million additional working employees. About 20 million addi- 
tional people will come to working age during that time. 

At the present time we have something like 67 million people already 
employed. So we must take care not merely of the 67 million and 
maintain their jobs, but we must provide jobs for some 20 million 
more. 

That, it seems to me, poses the great problem which confronts your 
committee. 

We are all aware of the fact that we must have heavy taxes in order 
to produce vast amounts of revenue. Currently there is a story in the 
paper, this morning, I believe, to the effect that the current budget, the 
udget for the ensuing fiscal year, which you gentlemen will confront 
shortly, will probably be at least $80 billion and may well be a few 
billion dollars more than that. 

That requires the collection of a tremendous amount of money and 
so we look at the tax system for that purpose primarily and that is an 
enormous purpose, to work out a tax system which will conform to the 
usual standards of equity and simplicity and ease of administration, 
and will still produce a vast amount of money, $80 billion or so. 

At the same time, we are aware of the fact that the tax system not 
merely produces this enormous revenue but also has an enormous 
impact upon the businesses of the country, upon the economic growth 
of the country. Hence, the system must be looked at not merely from 
the point of view of producing all this money, but whether or not the 
tax system promotes economic growth or permits economic growth to 
occur. 

I am not sure that a tax system ever promotes economic growth or 
promotes anything else, but at least the system must permit economic 
growth and progress. 

Now, on that point the No. 1 consideration is the rate structure of 
the income tax. 

At the present time, I think almost no one, and you see that in the 
papers which are collected before you today, almost no one would 
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contend that the rate and bracket structure of the income tax is wel] 
designed to permit or to foster economic growth. 

We know that the present bracket structure is essentially inherited 
from 1942 to 1944. At that time what we were trying to do above ql 
else was to prevent activity in nondefense fields tre to prevent the 
accumulation of large fortunes and to prevent, indeed, the accum- 
lation of very much savings because being in the midst of a war econ: 
omy we wanted to keep the economy in “check, keep it closely unde 
control. 

Today our needs are very different. Today we know that in orde 
to produce one job, of these 20 million about which I have spoken, we 
need about $14,000 of capital investment behind the job. 

Where is that money to come from? The only place that it can com 
from so far as I am aware is from savings after taxes. 

Consequently, it would appear that the best way in which economic 
growth can be stimulated will be for Congress to give individuals the 
encouragement to promote their businesses and to have some savings 
_ which can be used to foster the new jobs which we badly need to 

sate in the next few years. 

"T submit to you that that is about the best way available to you of 
producing the vastly increased sums of mony which we are going to 
need for the budgets which the Federal Government will present to 
you in the course of the next few years. 

If we are right in supposing that readjustment of the bracket struc. 
ture to broaden the brackets and to reduce the rates somewhat all 
along the line, not merely to top rates, but the lower and middle rates, 
too, that some readjustment of the structure will increase economic 
activity, we know then that the Treasury will be an important gainer 
as well as the taxed individuals. You can think of the Treasury thes 
days as sharing at least to the extent of half in whatever income any 
individual may have. 

I want to emphasize again that these readjustments should not be 
limited, as has been suggested here once or twice, to the top rates. The 
progression is too steep. There are too many brackets. 

The brackets are not broad enough, but the revision ought to be all 
along the line. 

At the present time, as you know, the great part of the revenue whieh 
we obtain, some 87 percent, I believe, is obtained from that first bracket 

of 20 percent and yet, as I have pointed out in my paper, there is very 
little differentiation between earners of different amounts of money 
within that first bracket. 

The first bracket ought to be split up so that there is some differ- 
entiation between the individu: il who earns, let us say, $3,000 and the 
individual who earns, let us say, § $7, 000. 

I have not too much confidence in the idea of producing much addi- 
tional revenue by closing loopholes and eliminating tax erosion. The 
term “stopping loopholes” has been used to cover, as you know, a great 
variety of tax provisions. 

Most of the items which are mentioned in connection with closing 
loopholes and producing vast additional billions of dollars of revenue 
are items which Congress has seriously adopted after long considera- 


tion, and I am sure you gentlemen do not wish to reverse the field at 
this particular time. 


mornir 
In tl 
rests 01 
conflict 
with tl 
The 
ment ¢ 
record 
Mr. 
(Th 


My rn 
researc 
Moore, 
paper a 

I wa 
wisdon 
writter 
permit 
live. § 
criticis 
Preser’ 
widely 
in whi 
the co1 
are in 
nate f. 

Dur 
young 
maint: 
capab! 
it tak 
only p 
the sa 
that C 
notin; 





well 


rited 
@ all 
the 
imt- 
CON 
nder 


rder 
1, We 


Come 


omic 
S the 
v1 ngs 


ad to 


yu of 
ig to 


nt to 


true- 
t all 
rates, 
omic 
ainer 
these 
> any 


ot be 
The 


be all 


vhich 
acket 
| very 
1oney 


i ffer- 
d the 


addi- 
The 
great 


osing 
venue 
dera- 
ald at 


INCOME TAX REVISION 17 


It may be as is always in your power, that after reconsidering the 
plitting of income, after reconsidering capital gains, after reconsid- 
wing percentage depletion, and so on, you gentlemen may well decide 
that modifications are in order. 

But bear in mind that each of those items is not really a loophole. 
Bach of those provisions is a provision which has been adopted after 
long and thoughtful consideration by your committee as well as by the 
Congress. They cannot lightly be eliminated at this point. The 
dimination of items of this kind certainly affords no guarantee of 
promoting economic growth. 

So far as one can tell, the elimination of such things as the split- 
ting of income would simply give rise to additional controversies, and, 
far from promoting economic growth, would be much more likely 
tostop it. 

I i up as I began by thanking your committee very much for 
engaging in this inquiry. Iam not sure how much help you are going 
to get from us this morning, but I am sure that any of us here this 
morning will be glad to answer any specific questions that you have. 

In the last analysis, as you very well know, the burden very much 
rests on you to hold the scales even betwen all of these multitudinous 
wnflicting considerations which will come before you in connection 
with this enormous task of raising $80 billion. 

The Cuatrman. Mr. Magill, since you did not utilize your state- 
ment oe November 16, without objection, you may insert it in the 
record. 


Mr. Maetxy. I would like it to be inserted in the record, sir. 
(The formal statement referred to follows :) 


STATEMENT OF ROSWELL MAGILL 


My name is Roswell Magill. I am president of Tax Foundation, a nonprofit 
rsearch organization, and a partner in the law firm of Cravath, Swaine & 
Moore, 15 Broad Street, New York City. The views expressed here and in the 
paper already submitted are my own. 

I want to preface my remarks by thanking the committee for its foresight and 
wisdom in scheduling these hearings. Many of our citizens have spoken and 
written to the effect, that our Federal tax structure is not well designed to 
permit the growth and development of our economy in the world in which we 
live. Sinee our taxes are currently so heavy, it is important that thoughtful 
criticisms should be thoroughly considered, and so far as possible, resolved. 
Prescriptions for remedies which will be presented to this committee will vary 
widely. The committee is performing a great service by offering a public forum 
in which divergent views can be presented for the consideration and analysis of 
the committee. We know that the committee is quite as much concerned as we 
are in the continued growth and prosperity of the country, on which our ulti- 
mate fate as a nation, as well as our annual revenues, must depend. 

During the next 16 years, we need to create 20 million new jobs for the 
young men who will come to working age during that period. We must also 
maintain the jobs of 67 million presently employed. Economic expansion 
capable of creating 20 million jobs will not come automatically. For one thing, 
It takes about $14,000 in new capital to create one new job in industry. The 
only possible source of that money is savings after taxes. Moreover, to persuade 
the saver to invest his money in a new business, he needs the encouragement 
that Congress can give him; the reassurance that Congress is interested in pro- 
noting vigorous private enterprise, and will permit investors to retain for 
themselves a fair share of the profits that the new enterprise produces. 

Therefore, I want to focus my remarks on tax reform for economic growth— 
the kind of growth that will enable our Nation to compete successfully with any 
other nation. Growth that will provide for our own young men more than a 
nillion new jobs a year for the indefinite future as well as maintain 67 million 
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existing jobs. In my view the most important test of every proposal for tay 
revision is: does it remove or lower some barrier to essential economic growth) 
If it does not, in my view, it loses priority and importance. 

This does not mean that we can ignore such basic considerations as the equity 
of the tax system. Certainly, the tax system should be made more equitable 
The present individual income tax structure is seriously inequitable, as well as 
damaging to personal incentives and economic growth. It certainly can be 
greatly improved. Tax rates that take up to 91 cents of every extra dollar earned 
are both inequitable and destructive of incentives to produce and expand. At 
the other end of the rate scale, it is inequitable to subject a family of four 
(a married couple with two children) with an income of $3,000 to the same 
marginal tax rate as a similar family with an income of $7,000. 

(1) The rate and the bracket structure is the key to reform of the individyal 
income tax to promote economic growth. Except for income splitting, the present 
bracket structure is essentially the same as it was under the wartime Revenve 
Acts of 1942 and 1944. The first bracket rate is now 20 percent on the first 
$2,000 of taxable income, compared to 19 percent in 1942. The top bracket rate 
is 91 percent today compared to 94 percent at its World War peak. The 
exemption for a married couple is now $1,200—the same as in 1942. In other 
words, we are still paying wartime income tax rates. 

During the war, the income tax was used to supplement the program of 
wartime controls—it served to limit incomes. Moreover, the wartime structure 
was built on the existing structure created in the 1930’s to redistribute income 
as a method of attack on the economic power of high income groups, in keeping 
with the then prevalent economic philosophy. 

Although use of the tax system for such purposes as Government control over 
income has no general acceptance today, we remain saddled with a rate and 
bracket structure set up with these purposes in mind. It is hard to envisage 
any worse characteristics in a tax structure that aims at economic growth. 

We urgently need wholesale changes in the rate and bracket structure to permit 
economic expansion. I have suggested some details in the paper already pre 
sented. I would like to stress here the most urgent need of all—lower surtax 
rates. If all the higher rates above 20 percent were eliminated, we would lose 
only 13 percent of present revenue or about $4.6 billion. On the other hand, 
the present steeply progressive rates seriously weaken the incentive to climb 
up the economic ladder and thus reduce potential income tax revenues. Ifa 
person does work hard and finally reaches the top, he is penalized severely. 

A reduction of the highest bracket rates would permit faster economic growth 
and involve little, if any, revenue loss. It would reduce the distorting effects 
of the income tax and lessen pressures to provide escape valves. It would also 
produce a tax structure more in accord with general notions of relative equity. 

A forthcoming study by the Tax Foundation of the rate and bracket structure 
of the individual income tax suggests several alternative methods for spreading 
the income brackets and reducing rates; for example, one alternative would 
split the first income bracket and levy rates ranging from 16 percent to # 
percent. 

The kind of revision I am proposing will mean some tax reduction. It is 
doubtful that any significant tax revision for economic growth can be accom- 
plished without some reduction of the tax burden. This was the case with tar 
changes in 1948 and 1954. It was apparently the case with the substantial revi- 
sions accomplished in the Canadian income tax since World War II. It is fur 
ther true as our history has shown, that a reduction in rates which stimulates 
economic growth produces more, not less, money for the U.S. Treasury. 

(2) Some people argue that tax rates could be substantially reduced without 
revenue loss by closing “loopholes” and “broadening the tax base.” An examina- 
tion of the most widely discussed “loopholes” indicates that this word is applied 
by advocates of change not to unintended benefits, but to well-considered fea- 
tures of the tax law of which the speaker does not approve. Thus, income splitting 
percentage depletion, taxing of capital gains, and the dividend credit are thrown 
by some into the category of “leakages” and “loopholes.” Proposed revisions i0 
the treatment of these items account for most of the revenue that is said to be 
obtainable from “broadening the tax base.” 

All of these features were adopted by Congress after due consideration and 
for what Congress concluded were good and sufficient reasons. They are not 
cases of income inadvertently or unjustifiably removed from the tax base 
deductions casually granted. If Congress decides to alter these provisions, It 
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will do so for what now seem good and sufficient reasons, and as a result of the 
kind of thoughtful study now being undertaken by your committee. Misleading 
md partisan use of the epithet “loophole” adds nothing constructive to the testi- 
nony of witnesses or to your deliberations. 

(3) “Erosion of the tax base” is another widely used phrase. A survey of 
income outside the tax base indicates that the base has been growing instead of 
drinking in relation to personal income. Much of the income outside the tax 
hase is accounted for by what Congress has considered justifiable differences 
tween definitions of personal income and of income reportable for tax purposes. 
a reduction of tax rates as at obtaining new revenues for expanded Federal 
ipoome nor in absolute amount. 

(4) Many proponents of broadening the tax base are aiming not so much at 
areduction of tax rates as at obtaining new revenues for expanded Federal 
gending programs. As this committee has found, closing of real loopholes— 
mintended benefits and hardships—gains very little revenue. As recently as 
during the consideration of the Technical Amendments Act of 1958, the staff of 
jour committee found it impossible to prepare detailed estimates of the revenue 
fect. The Senate Finance Committee report concluded that “it appears doubt- 
fll whether this bill will have any significant effect on revenues.” 

On the other hand, income splitting and the several other provisions above 
nentioned, involve several billion dollars of revenue. Congress may change any 
of these provisions, of course, at any time. My own view is that all or most 
of them should remain in the law, with such modifications as your committee 
may deem wise. But, in any case, the decision to retain or modify any of 
these provisions should be made on its merits, with due consideration of the 
rasons why your committee recommended and the Congress initially enacted 
these provisions; as well as the applicability of those reasons today. The issue 
should not be: distorted by loose use of the unsavory word, “loophole.” The 
latter can only bring controversy and put into serious jeopardy what should be 
the major concern of tax reform at this time: economic growth. 

Assuming a good program of tax reform for economic growth can be decided 
won, the question then arises, when can this blueprint be applied? I believe 
this date should be determined in the light of one significant point in recent 
fiscal history, namely, that in any competition between tax reduction and ex- 
penditure increase, tax reduction usually comes in a poor second. Since the last 
tax reduction in 1954, net budget receipts have increased (through fiscal 1960) 
by almost $20 billion. Nevertheless, expenditures have increased so much that 
the total budget deficit in that period amounts to $16 billion, and the national 
debt has increased by $13 billion. 

For the kind of economic expansion needed, we cannot continue to give in- 
teased expenditures prior claim on growing Federal revenues, especially since 
far more than half of recent expenditure increases have been in nondefense 
areas whose essentiality has been seriously questioned. After defense, our 
nost important priority should be major tax reform, which can be accomplished 
substantially only if the President and Congress maintain and strengthen the 
fmm resistance to costly new spending programs demonstrated during this 
year’s session of Congress. 

It is evident from the recent course of Federal revenues that merely holding 
the line on Federal expenditures will in the course of ordinary growth provide 
iample margin for the kind of tax revision and reduction we need. The kind 
of tax revision we need will further provide a great stimulus to further eco- 
tonic growth. It is my earnest hope that such tax revision can be recommended 
by this committee, and made effective next year. These hearings will have 
accomplished wonders if that is their result. 


The Crarrman. Mr. Stein, you are recognized. 


STATEMENT OF HERBERT STEIN, RESEARCH DIRECTOR, 
COMMITTEE FOR ECONOMIC DEVELOPMENT 


Mr. Srery. Thank you, Mr. Chairman. 

My name is Herbert Stein. I am research director for the Com- 
mittee for Economic Development. 

I do not appear here today on behalf of the Committee for Economic 

velopment. The Committee for Economic Development has made 
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ublic its views on tax problems in the past and will do so again in the 
uture. 

I would also like to congratulate the committee and its staff on 
having produced this very valuable compendium of papers. 

I did not at the beginning believe that another good compendium 
on this subject could be extracted from the fraternity of tax experts, 
but I apparently underestimated the productivity of my lawyer 
friends. 

I have tried to ask myself what is the real and serious damage that 
the existing tax system is doing or might do in the future to the 
American economy and society. 

The conclusion to which I have come is that the one thing most 
clearly and seriously wrong with the present Federal tax system is 
that it does not permit us to raise the proper amount of revenue and 
make the proper amount of expenditures. 

This is really the whole point of my paper. 

Let me hasten to say that the proper amount of revenues and ex- 
penditures does not necessarily mean “more.” 

Starting with the present tax system it is extraordinarily difficult 
to reach and carry through a decision either to reduce revenues and 
expenditures or to raise them. 

We have a tax system that yields a large amount of revenue. Its 
yield rises with the growth of the economy as well as with inflation, 
We find it easy, tempting, even irresistible to spend the large and 
growing yield of this tax system. 

Perhaps we should spend this much. But I think we are unabk 
to make a free and unprejudiced choice between higher expenditures 
and lower taxes. 

Even situations where there might be general agreement that some 
kind of tax reduction would be preferable to higher expenditures, 
there would be little agreement about the proper kind of tax reduction. 

The desire for tax reduction is dissipated by disagreement about 
the kind of tax reduction and does not carry its full weight in the 
making of expenditure decisions. 

Similarly, we accept the yield of the present tax system as a ceiling 
on revenues. This is not because there may not be purposes for 
which we would be willing to pay higher taxes. It is because the 
willingness of each of us to pay higher taxes is contingent upon the 
tax increase being of a kind we like. 

Circumstances may arise in which it would be desirable to makes 
large, temporary tax cut as an antirecession measure. If this doe 
happen, speed in making the tax cut will be important. 

But with our present tax system a long debate and delay would kk 
inevitable, and any decision at all quite unlikely unless the circum 
stances were extreme. 

The existing tax system is not a flexible instrument of policy, ast 
should be, but a prison within which we operate. 

As a result, budget policy, which should be the mutual adjustment 
of revenues and expenditures, is the one-sided accommodation of 
expenditures to the yield of the existing tax system. We would not 
expect or want continuous variation of taxes. But we do need much 
more freedom to decide to change taxes than the existing system 
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There are two main reasons for the great rigidity of our tax system: 

First, a great many people hold the firm opinion that the existing 
x system is basically unfair, inimical to progress or otherwise seri- 
usly defective, but they have varying and contradictory views of the 
nature of the difficulty. 

Each of several groups believes that the tax system must be 
hanged, but their ideas of the necessary changes are inconsistent 
vith each other. None of these groups has sufficient strength in our 
ountry or in the Government to force through the tax ‘reform it 
yants, but several are strong enough to prevent any tax change that 
does not satisfy their ideas of reform. 

The existing tax system persists, not because we are agreed in sup- 
port of it, but because we are unable to agree on how to change it. 

Any opening up of the tax question, such as would be involved in 
an attempt to increase or decrease the revenue, would open up the wide 
disagreements about the existing system. 

No one could foretell what the outcome of the inevitable struggle 
vould be and there is a kind of tacit agreement not to precipitate such 
sfight, but to stick with what we have. 

Second, our existing tax system makes innumerable distinctions 
among sourees of income and uses of income. It distinguishes among 
income in the form of wages and dividends, and capital gains, and 
ieferred retirement benefits and so on and so on. It distinguishes 
umong uses of income for mortgage interest, for local taxes, for rent, 
fr charitable contributions, for medical care, and so on. In fact, 
inreading a couple hundred pages of this compendium that I have so 
fur read I have discovered many more angles to this than I was previ- 
ously aware of. 

Now, even if by some miracle we were all to agree that all of these 
distinctions were perfectly fair and otherwise appropriate, this would 
lean extremely difficult tax system to raise or lower. What might 
vem to be a simple increase or decrease of rates would change the 
significance of these distinctions. It would raise a large number of 
complicated and controversial questions. 

For example, if it is fair that the maximum capital gains rates 
would be 25 percent when the first bracket rate on ordinary income 
20 percent, is the capital gains rate still fair and necessary when 
the first bracket rate is changed to 15 percent or 25 percent ? 

It is not possible with our system to keep everything else constant 
ud change the rates, because changing the rates changes the signifi- 
cance of too many dist inctions in the tax system, 

These two conditions flow from a common source. We expect too 
much from our tax system. We expect it to make too many and too 
ine adaptations to special cases, for the sake of fairness and economic 
effect. 

This excessive expectation is reflected both in the tax system and 
nthe standards we apply to it. 

It has given us a tax system that is enormously complicated and 
wmaneuverable. 

If the refinements in our tax system have contributed to equity, 
tliciency and progress—which, on the whole, I doubt—they have not 
ontributed to its acceptability. They have removed the tax system 
too far from intuitive ideas of fairness. 
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At the same time, we apply to this tax system standards of evalu. 
ation that are quite unrealistic and unworkable. We expect the sys. 
tem to conform in detail to our private opinions about what is fair and 
to private hunches—they are hardly more—about how the economy 
works. 

At this level of detail, general agreement is not achievable. And 
each of us then elevates his opinions and hunches into principles for 
which he will stand firm and which he will do his utmost to get in- 
corporated in any change of the tax system. 

We need to put ourselves in a position where we can raise taxes 
because we need more money or cut taxes because we need less money 
without getting trapped each time in fundamental disputes about 
equity and economic efficiency. 

In order to do this we need a basic change in our attitude toward 
the tax system. We should each recognize that we can say little with 
confidence, except at the most general level, about what constitutes 
justice and economic wisdom in taxation. 

Therefore, we may be wrong in thinking that particular aspects of 
the tax system are unfair or economically harmful. But even if we 
are sure we are right, we should recognize that some unfairness, some 
economic distortion or damage, is inevitable in a tax system. 

The never-ending insistence upon reform of the tax system is not 
only never ending; it is also an obstacle to flexible adjustment of the 
tax system to yield the necessary and proper revenues. 

What I am saying is that we must accept the tax system, and not 
be constantly at war with it. But I would also say something else, 
which is partially contradictory and needs to be reconciled with this 
proposition. 

For we also should, if we can, put our tax system into a shape that 
will deserve and receive more acceptance than the present one can 
hope for. 

We need to subordinate our criticism of the present tax system and 
our insistence upon its reform enough so that they do not stand in 
the way of clearly necessary changes in the revenue. 

But I do not think a tax system that makes as many distinctions 
as ours does in the treatment of different taxpayers will ever have 
enough acceptance to permit us to deal cleanly with the revenue prob- 
lem. Every distinction is a bone of contention. In a system riddled 
with distinctions, we forfeit the only convincing defense against the 
claim of unfair treatment, which is the impossibility of achieving 
more than very rough justce. 

The only system that will command sufficient acceptance, in my 
opinion, is one that adheres consistently, even mechanically and 
crudely, to a few, simple and intuitively appealing rules. These rules, 
whatever they are, will leave some, perhaps many, taxpayers dis- 
satisfied. 

There might not be more dissatisfaction than under the present 
system, however, and it would be possible to explain that no one had 
been singled out for discrimination. .There would be no pretense that 
the tax system was going to take care of every inequity, anomaly and 
grievance. 

People will accept the answer, “There, that’s the way the ball 
bounces,” to many complaints if it is clear that the ball is not being 
made to bounce against them and in favor of someone else. 
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INCOME TAX REVISION 


The CuarrmMan. Mr. Henle, you are recognized. 


STATEMENT OF PETER HENLE, ASSISTANT DIRECTOR OF 
RESEARCH, AFL-CIO 


Mr. Henxie. May I, too, make clear to the committee that I am 
peaking only for myself, and not for my organization, the American 
Federation of Labor and Congress of Industrial Organizations. 

The paper I have contributed is frankly written from the viewpoint 
of the American worker in an attempt to examine how he is faring 
uder today’s income tax code. 

Have recent changes in income tax laws favored him by reducing 
his taxload, or have they left him carrying an even greater share than 
other groups in the economy ? 

It is my contention that under the present income tax code, Ameri- 
an workers and the wage income they receive are required to bear a 
disproportionately large share of the tax burden. 

What evidence can be adduced to support this assertion? Surely 
the same provisions of the tax code that apply to workers also apply 
toindependent businessmen, farmers, and investors. 

The same rates that apply to taxable wage income obviously also 
apply to taxable investment and entrepreneurial income. 

Where, then, is there any possible discrimination ? 

Discrimination does exist because increasingly over the years Con- 
gress, either by enacting specific changes in the law or by failing to 
take corrective action, has put its stamp of approval on numerous 
special tax provisions which have gradually made it easier for the in- 
dividual in higher income brackets to avoid paying his scheduled tax. 
These provisions grant special immunities to particular types of in- 
come and to particular types of payments received only by those in 
the higher income brackets. 

The net effect of these provisions has been to open the way for many 
types of tax avoidance for the upper income taxpayer compared to 
which any special tax benefits available to a worker whose income 
comes almost entirely from wages appear very small indeed. 

The most serious of these special tax provisions are the following: 


TREATMENT OF DIVIDEND AND CAPITAL GAINS INCOME 


In 1954 Congress provided two special benefits for dividend income; 
an exclusion of the first $50 of dividends received—$100 in the case 
of a married couple—and a tax credit of 4 percent of all dividends 
received. 

The 1956 statistics of income giving information regarding the 
dividend exclusion and credits shows that for all taxpayers with ad- 
justed gross income under $3,000, only 3 percent claimed the dividend 
exclusion benefit, saving themselves an additional $10 in taxes. Only 
2 percent of this group claimed any credit for dividends received, with 
the average tax credit being $17. 

These percentages and the amount of tax saving increase sharply 
with rising income. In the $50,000 to $100,000 bracket, 87 percent of 


all returns claimed a dividend exclusion with an average tax saving 
of $53. 


48820—60——4 





24 INCOME TAX REVISION 


Credit for dividends received was claimed by 83 percent of the tax. 
payers in this bracket with an average tax saving of $632. 

In the highest bracket of $1 million and over, the proportion claim. 
ing dividend exclusion and credits was above 90 percent and the aver. 
age saving in tax was over $33,000. 

With regard to capital gains, the story is similar. For all taxpay- 
ers reporting under $3,000 of adjusted gross income, only 2.4 percent 
reported any long-term capital gains. 

In the $50,000 to $100,000 bracket, over 60 percent of all returns 
reported long-term capital gains income, and at the highest levels of 
income, at $1 million and over, 81 percent of the returns reported 
capital gains income. 

Total tax loss for 1956 represented by the capital gains provision 
amounts to $2.6 billion. 

Admittedly, this is a somewhat exaggerated figure, since if long. 
term capital gains had been fully taxed at the normal rates, it is quite 
likely some of these capital gains would not have been realized or 
would have been only partially realized. 

Nevertheless, these calculations are indicative of the enormous 
benefit that wealthy individuals can reap from the preferential tax 
treatment accorded to capital gains. 


DEPLETION ALLOWANCES 


The average worker is not the proud owner of any oil wells. He 
cannot avail himself of the very generous depletion allowance provi- 
sions of the tax law. Nor is he the owner of an establishment engaged 
in extraction of any type of mineral and metal, ranging alphabeti- 
cally from asbestos to zircon, to say nothing of brick, sulfur, gravel, 
and oyster shells—all of which are now covered in one form or another 
by similar, if not quite as generous, depletion allowances 

The benefits derived from today’s depletion allowances are quite 
sizable. Total deductions for depletion by corporations in 1956 
«mounted to over $3 billion. 

It has been estimated that the total loss in revenue on such excessive 
depletion allowances might amount to over $1) billion. 

If to this amount is added the revenue lost because such allowances 
are also available to individuals, the total may well exceed $11, billion. 


SPLIT INCOME 


The split-income provision, of course, is open to all married persons, 
but very few workers and their families are in any position to gain 
any substantial advantage from it. 

Any income tax return with less than $2,000 of taxable income— 
about $4,900 total income per family of four—receives no tax advan- 

‘tage whatsoever from the 1948 enactment. 

The significance of the split-income provision to upper income fam- 
ilies becomes particularly marked for families whose taxable income 
falls above $12,000, : 

Assume, for example, a family with $20,000 total income and $16,000 


taxable income. Under today’s joint return, the total tax bill would 
be $3,920. | 
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For a single person, the tax on the same amount of taxable income 
yould be $5,200 or 33 percent greater. 

In the very highest income brackets, the amount of tax saving un- 
der this provision continues to rise, although the proportion of tax 
saved declines. 

COLLECTING THE TAX 


When the time comes to pay his income tax, the average worker 
can be pardoned for thinking occasionally the operation of the income 
tax laws a mite too efficient. Even before he sits down to calculate 
his income tax, the worker knows that Uncle Sam has managed to ob- 
tain his tax money as it has been earned. The efliciency of the with- 
holding system has meant that the worker never sees the income 
which has been used to pay his income tax. 

Moreover, excessive taxes are withheld from many workers, par- 
ticularly those who become unemployed at some time during the year, 
part- time workers, et cetera. More than 30 million workers were 
entitled to refunds on their taxes in 1956. These workers, in effect, 
helped finance the public debt by giving Uncle Sam an interest-free 
loan for periods ranging from sev eral months up to a year. 

The total amount of tax overpayments, resulting in refund—or 
credit on next year’s tax—was $4 billion. Over half of this was owed 
to persons with adjusted gross incomes of less than $5,000. Refunds 
of over a half a billion dollars, had to be made to nearly 8 million 
persons whose final returns were not even taxable. 

It should be strictly noted, however, that this model of efficiency 
in tax collection applies only to income earned in the form of wages 
and salaries. 

There is no withholding system with respect to dividends, interest, 
or any other type of income. The result is that only a very minute 
peepee of wage income is not reported to the Treasury, and most 
of this is paid to domestic servants and farm laborers whose low 
wages are not subject to withholding. 

The Treasury sustains a far greater loss because it cannot collect 
all the taxes due on other types of income—dividends, interest, and 
earnings of the self-employed. 

Income earned by self-employed persons such as professional per- 
sons and small businessmen, is traditionally most difficult to tax. 
Since these individuals maintain their own records and carry out 
their own business transactions, there is a certain degree of discretion 
which is available to them in deciding how much of the money they 
receive should be recorded as income. 

In addition, there is a sizable portion of dividend and interest in- 
come which escapes taxation. 

Recently, the Treasury estimated that $1.5 billion in dividends and 
over $3 billion in interest payments went unreported on 1956 returns. 

These figures demonstrate the necessity of applying an efficient 
Ww ithholding system to other types of income. 

Practical proposals have been made that could readily be placed 
in effect for interest and dividend income. Increased appropriations 
from the Congress for enforcement work would enable the Internal 
Revenue Service to make a more critical examination of the tax re- 
turns for the self-employed to insure that a greater proportion of 
their income was fully reported. 
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While American workers recognize the necessity for the very efficient 
withholding system, they would appreciate it more if the same degree 
of efficiency in tax collection could be applied to all types of} income, 


TAX PRIVILEGES FOR HIGHER SALARIED EXECUTIVES 


Salaries of corporation executives are fully as subject to the with. 
holding system and the progressive tax schedule as the wages of the 
corporation’s production workers. 

owever, such executives normally occupy positions where other 
aspects of the tax system provide them with various nontaxable 
benefits. 

Examples of such benefits are liberal expense allowances, deferred 
compensation plans, the use of company automobiles, airplanes, or 
other vehicles, and the use of other company facilities. 

Another, less well known, type of preferential tax treatment for 
higher corporate executives is the stock option plan. The growth of 
these stock option plans and their preferential treatment under the tax 
laws may now constitute the single most important tax advantage 
available to high-ranking corporate executives. 

Under today’ s tax laws, any and all profit which an individual may 
make by exercising his option to buy his company’s stock is now tax- 
able as capital gains and thus subject to a maximum of 25 percent rate 
instead of the applicable rate under the tax schedule. 

One example may be sufficient to illustrate the operation of the stock 
option plan and the magnitude of the gains possible under it. 

The plan at the Aluminum Co. of America has been in existence since 
1952. Through the end of 1958, executives, officers, and key employees 
of that corporation had exercised stock options at a total cost to them- 
selves of $20.4 million. 

As of September 1959, this stock was worth $117.2 million, or nearly 
six times what was paid for it. 

In addition, the value of all shares for which options were still out- 
standing on December 31, 1958, was more than double the $16.5 million 
it would cost Alcoa executives. é' 

Alcoa’s chairman of the board, Mr. I. W. Wilson, has personally 
made something more than a modest fortune out of his stock option 
operations, parlaying an investment of $679,201 into a holding worth 
more than $4 million. 

Defenders of the stock option device frequently cite declines in the 

market price of the stock as evidence that these plans do not always 
work to the advantage of the corporate executive. 

In the case of Alcoa, the chain of events in 1957-58 proves quite 
revealing. At that time market prices dropped well below the $117.25 
price on.193,000 shares offered for option in 1956. The price of Alcoa 
stock dropped to a low of $76 in 1957 and continued to drop in 1958. 

On March 8, 1958, the company simply revoked the options for stock 
at a price-of $117.25 and granted new ones—at a price of $68.50. 

Last Thursday, November 12, the price of Alcoa stock closed at 
$98 a share. 

There can be no hesitation in stating that today’s tax system is not 
performing the functions for which it was designed. Because of the 
numerous escape provisions, the income tax system is not carrying out 
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the first principle of taxation, namely, that of levying an assessment 
yeording to the principle of ability to pay. It is siphoning much- 
needed revenue from a Federal Government that finds itself hard 
ressed to meet the increasing requirements of a growing population. 
i is inhibiting the growth of the American economy by cutting back 
the purchasing power available to low and moderate income families. 
It is deceiving the public at large which still tends to believe that 
America has a progressive tax system. 

What can be done about this state of affairs? Nothing less than a 
complete overhauling of the tax structure can do the job. The em- 
phasis must be on the necessity for bringing back into the income tax 
system much of the income that has been removed, and restoring the 
principle of ability to pay. 

In such a wholesale revamping of the tax structure, one of the issues 
vill be a possible revision of the present scheduled tax rates. For 
many years business groups have clamored that the rates applying to 
the higher levels of taxable income are unjust and confiscatory. 

While it is clearly possible to justify a rate of even as high as 91 
percent in a progressive tax schedule—after all, does a man with $1 
nillion income need to retain any more than 9 percent of any addi- 
tional income, it is only a matter of reality to recognize that in the tax 
system as it is operating today the high scheduled rates are not ful- 
filling their functions. 1 

As a practical matter, it is clear that these high rates have been a 
major factor working to open new loopholes and to widen existing 
ones. 

Those who would normally be affected by the high rates have tried, 
generally successfully, to persuade Congress to enact legislation that 
in one way or another would provide a special umbrella for at least a 
substantial part of their high income. 

It would, therefore, be sensible and realistic to consider reductions 
in the upper income tax rates. However, any changes in upper in- 
come tax rates must be an integral part of a general revision of the tax 
structure. 

More specifically, any revision of upper bracket rates should be 
accompanied by : 

(1) Tax relief for low and moderate income families; and 

(2) Closing numerous tax escape devices. 

By itself, any rate reduction will reduce revenue. The Federal 
Government can ill afford any reduction in revenue.at the present 
time. Any general reduction in rates will be welcomed by all tax- 
payers, but the trick will be to raise the same—or even more—revenue 
by bringing into the income tax base much of the income which today 
remains outside. 

_ This job cannot be approached with an attitude of timidity. Merely 
tinkering with a few minor amendments will not get the job done. 
Nothing but a drastic major operation on the body of the tax structure 
can produce a healthy vital income tax structure. 

As an immediate program to build up the tax base, the following is 
suggested : . 

(1) The dividend tax exclusion and credit granted in 1954 should 
be repealed. 
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(2) The withholding system should be adopted for sources of jp. 
come other than wages, at least for the payment of dividends and 
interest. 

&) The tax provisions applying to capital gains income should bk 
radically revised. The most feasible program would seem to include; 

(a) The closing of the loophole which allows accumulated capital 
gains to go untaxed upon transfer as a result of death or gift; 

(b) All realized capital gains should be included as income and 
taxed at the normal rate; an 
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(ce) The impact of taxing realized capital gains accumulating over a oe > 
period of longer than 1 years should be moderated by allowing the ne 
owner to average out the gain over the length of time the asset was 0 
held. as 
(4) The system of depletion allowances should be repealed so that - a 
individuals and corporations in the mineral industries are permitted Tow 
to deduct only actual business expenses. eat 
(5) The effects of the split-income provisions should be repealed. . ae 
(6) The law and its enforcement for business expenses should be ‘ie a 
more tightly construed and a top limit placed upon the amount of such Yor 
expenses allowed as a deduction. hatin 
(7) A whole host of other items should be reexamined including the Sidon , 
tax exemption for interest from State and local bonds, the deduction altar 


for medical care and child care, and the exclusion from income of sick 
pay 


streng 








This program has not been conceived in any spirit of soak the rich. oe 
In fact, for most wealthy individuals this program should be attrac- @ uct 
tive because it would permit them to retain a reasonable amount of all @ 5.01: 
income which is theirs in any one year. The guiding principle that It ; 
should be applied to all, rich and poor alike, is that with certain limited @ 5.0, 
exceptions, all income should be subject to a genuinely progressive in- Gi 
come tax structure. on | 

The Cuarrman. Mr. Davidson, you are recognized. a j 
STATEMENT OF JOHN C. DAVIDSON,:- VICE PRESIDENT, GOVERN- = 

MENT FINANCE DIVISION, NATIONAL ASSOCIATION OF MANU- Ww 

FACTURERS belie 

Mr. Davipson. Thank you, Mr. Chairman. I, too, welcome the op- the 
portunity to participate in this important panel. of c: 

After examination of the papers followed by my distinguished col- § {q)j< 
league, I have felt my best contribution today would be to emphasize T 
the relation of tax rate reform to economic progress. My overall thesis § dow 
is that while we are faced with a tax problem of tremendous debt, it is mur 
not a complicated problem in regard to solution when attacked at its V 
source. ' 

Thorough tax-rate reform should in about 8 years mean a step-up nT 
of total personal income, over what may be expected under present tax eco! 
rates, at least equal to the current personal tax bill. leac 

If we should surmount the lingering myths of outmoded economic con 
and social thought which restrain the natural growth forces of our anc 
free economy, we must think ahead; nowhere is this admonition more cay 


pertinent than in regard to Federal tax policy. 
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It is impossible to think about tax-rate reform today without giving 
onsideration to what this would mean in relation to what is happen- 
ing in the rest of the world. , 

We should not blink the fact that the economic strength of this 
Nation, in relation to other nations, has been declining over recent 
years. 

‘To the extent that decline in our relative position is based on the 
resurgence of economic growth in free nations, and even of economic 
progress made in the Communist bloc, we have no cause for dismay. 

Now and in the future we must be cheered and happy that free 
nations are prospering and increasing the well-being of their citizens. 

Even in regard to the Communist bloc, we must welcome progress 
toward reaching a better life, because this, and not the continued 
emphasis on military might, is the route to peace among nations. 

However, to the extent that relative decline in the economic strength 
of our Nation is based on the failure of our economy to achieve opti- 
mum economic growth, we have every reason to be disturbed. 

In significant measure, we must concede this failure. 

For too long we have been content to rest on, or even gloat over, our 
relative economic strength from the standpoint of achieved strength, 
instead of the dynamics of strength. We are still way ahead in 
achieved strength, but we are slipping behind in the dynamics of 
strength which can be measured only in relative growth. 

We do not need to look beyond the tax-rate structure to find the 
source of our problem. All progress is dependent upon capital, which 
must be saved out of current income, and the existence of reward 
incentives. 

It is the tax rates which restrict capital accumulation and restrain 
incentives. 

Since the end of World War IT, the hallmark of our foreign policy 
has been to help and encourage the building of capital supply and 
use in all countries outside of the Communist orbit. We have ex- 
ported tens of billions of taxpayer dollars to this end, and we have 
encouraged private investmnt to go abroad. 

When Khrushchev boasts of burying us, he is boasting of what he 
believes is the ability of a government-owned and directed economy 
to generate and use effectively more capital and more incentives for 
the individual than a free economy; and when he foresees the decline 
of capitalism, he means free capitalism as contrasted to state capi- 
talism. 

The modern-day Communist attack is not on capitalism, but on free- 
dom, and its arsenal for this attack is capital formation and the maxi- 
mum encouragement. 

We are hardly in a position to question that capital in maximum 
quantity and incentives are good for the rest of the world. 

Let us not take seriously any thought that in seeking maximum 
economic growth at home, that in preserving our position of world 
leadership against the Communist challenge, and that in meeting the 
competition of the revived and dynamic economies of Western Europe 
and elsewhere we should settle for anything less than maximum | 


capital accumulation and use at home and for the freest possible play 
of incentives. 
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The Russian Communists are proving that they can gain a great 
deal by copying us in regard to capital formation and reward incen. 
tives. They cannot however, copy our freedom, and remain Con- 
munist. 

A free people can gain nothing by copying the ways of an enslaved 
people. Nor can we continue to artificially restrain capital formation 
and incentives and reap the full benefit and strength of freedom. 

The impediment to growth inherent in Federal tax rates cannot be 
measured precisely in dollars or physical units. This does not change: 
the fact that the impediment is there. ‘To confirm this fact, we need 
only look at two points. 

The first is that the fundamental philosophy underlying the present 
tax system is the notion that the overtaxation of the successful proteets 
the interests of the less successful. 

With this psychological thrust aided by the nature economy com. 
plex of the 1930’s, it is understandable why we allowed the present 
kind of a tax rate system to develop. 

It is not so easy to understand why we have allowed its continu. 
ance into this period of greater economic sophistication. 

The extreme pessimism of the 1930’s has given way to careless op- 
timism for the future. We know that steep tax rates are incompatible 
with this optimism; that the bounds of growth are the bounds of 
capital accumulation, and that a tax system designed, in disregard 
of reward incentives, to drain off capital in one era, will impose no 
less a drain on capital, and restraint on incentives in another. . 

This conclusion is confirmed by the second point; namely, that over 
recent years our economy has not been growing rapidly enough either 
to meet the needs of a growing population straining for higher living 
standards, nor to maintain our relative position of economic strength 
and leadership in the world. 

Over recent years, our growth rate has averaged only about 3 per- 
cent annually, or approximately three-quarters of the historic rate of 
growth preceding the depression in the 1930’s. 

Under the present tax-rate structure, there is no reason to believe 
that we can do any better in growth, or perhaps even as well, over the 
years ahead. 

While we must look ahead to visualize the full benefits which would 
be reaped from fundamental tax rate reform, this past record pro- 
vides ample evidence that our economy has been seriously handi- 
capped by inadequate savings for a number of years. 

he basic indicator of future growth is the trend of business invest- 
ment in plant and equipment in 1960 which may reach the $37 billion 
average of 1957, but not quite the peak rate achieved in that year. 

We know that the rate achieved in 1957 was artificially high, not 
because it was not needed for economic growth, but because the con- 
temporary rate of savings could not possibly continuously support 
such a rate. 

At the present time, we find evidence on every side of a tightening 
of capital supply in relation to demand. -We have no reason to be- 
lieve that the plant and equipment rate projected for 1960 could be 
maintained for long without the freshening in capital supply which 
would come from tax-rate reform. 


_ The beginning of an inflow of new capital is needed as quickly as 
it can be brought about. 
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Under a reformed tax-rate structure, there certainly would seem 
to be no reason why the growth rate should not average, or perhaps 
significa antly exceed, 4 percent annually over the years ahead. 

Starting from the present, a 4 percent instead of a 3 percent growth 
rate W ould mean an annual addition to total personal income equal to 
the present $40 billion personal tax bill in about 8 years. If the aver- 
ie growth rate should go as high as 5 percent, in 8 years the addition 
to personal income would equal the present total Feder ‘al tax bill of 
nearly $80 billion. 

With our sights lifted toward such goals, we cannot escape the 
conclusion that fundamental tax-rate reform is a matter which should 
have top priority in national Std both in regard to time and in 
regard to thoroughness. 

In regard to time, delay in action can only mean further slippage 
inthe dynamics and relative strength of our economy 

In regard to thoroughness, potential tax reduction dollars are pre- 
ous items. They should not be dissipated or used in any manner 
which does not contribute directly and concretely to release of the 
tax-rate drags on economic progress. 

Attitudes involved in these hearings obviously pose threats in both _ 
of these respects. 

If the hearings should serve to keep alive the notion that reform 
of tax rates is dependent upon, or should.not take place in advance of, 
acleanup job on present code provisions, delay would be inevitable 
perhaps even to the extent of never achieving fundamental tax-rate 
reform. 

On the other hand, if the hearings should serve to demonstrate that 
the problems of rate reform, and of reformation of the code, are 
eparate and distinct, and that thorough rate reform would itself 
diminish the significance of many problems which now appear trouble- 
some, they will have served a mighty purpose in the public interest. 

The tax problem of which comes first might be likened to the prob- 
lem of a farmer whose once-rich acres had been so abused that he was 
sending more time fighting weeds than in growing corn. If he 
waited until he had licked the weed problem to use hybrid seed, lots 
of fertilizer, and moisture-conserving practices, he probably would 
not be in business today, even with price supports, I might add. 

By doing first things first, he has found that corn growth has over- 
rn his weed problem. So it would be with the Federal tax structure 
if we would give top priority now to fundamental thoroughgoing 
tax-rate reform. 

The need for broadening the tax base has been given as the justifica- 
tion for tackling first what some might describe as the Federal tax 
weed patch. 

However, the most fanciful and extreme analysis of base broaden- 
ing through incorporating in the tax base items which are now ex- 
dudable, deductible or the subject of credits, which I have seen, would 
add a total of only $60 billion to that base. 

I do not. believe there is reason to expect that even a significant 
fraction of such base broadening will take place in the foreseeable 
future. If it did, it would amount to no more than a shifting of tax 
liabilities which, in a trading of rates against tax burdens, might 
vell result in substantial increase in the actual tax burdens where 
these burdens now impose the greatest restraint on economic progress. 
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It is, of course, always appropriate and desirable for a tax-writing 
committee to reexamine any provisions of the tax law which are 
considered suspect. Sweeping expressions of suspicions, however, 
may divert attention from more important problems. 

The current obsession with the so-called theory of equal tax op 
equal incomes has served, temporarily, we may hope, to divert atten- 
tion from the major, overriding problem of grossly unequal tax rates 
on unequal incomes. 

As I demonstrated in my filed paper, there would be little prob- 
lem of inequality on tax on equal incomes except for the unequal tax 
rates on unequal incomes. The source problem is the inequality in 
rates. 

The drive to achieve what is said would be equal tax on equal 
incomes seems to be principally directed at two areas of suspicion: 

First, distortions in relative tax liability among high income people 
because some such people can or do take advantage of special provi- 
sions and others cannot, or do not; and 

Second, the marital as against the single tax status up the income 
line. 

The fact that the concern in both respects seems to reflect. desire to 
force payment of more tax where excessive tax burdens now imperil 
the Nation’s economic strength and security should be enough to 
cause rethinking of the equal tax theory. 

However that. may be, the complaint about inequality or equal in- 
comes in high income groups does not seem to come from these groups. 
Instead, because people in these groups understand the relation of 
capital increase to human betterment, they are much more concerned 
with the national need for rate moderation than whether or not they 
pay more tax than their income counterparts. 

In regard to married taxpayers, the apparency of their advantage 
over single taxpayers attributed to income splitting is entirely a 
product of unequal tax rates. Under equal tax rates, there would be 
tax equality, whether the single taxpayer is matched against the 
family as a whole or separate members of the family. 

With unequal tax rates, the family is at a disadvantage when the 
comparison is made on what I consider to be the fair basis of human 
beings in the family. 

By contrast with the dubious prospects of significant base broad- 
ening involving shifting in tax liabilities, economic growth will result 
in certain and large additions to the tax base. Over 8 years, 3 per- 
cent growth alone would add approximately $60 billion to the per- 
sonal tax base; 4 percent growth would increase the total gain to 
nearly $90 billion, and 5 percent growth would increase it further 
to nearly $120 billion. 

Just as tax-rate reform will unlock the door to optimum economic 
growth in America, so is it the means to achieving the most rapid 
increase in the tax base in the shortest possible time. 

Turning to the thoroughness of tax-rate reform, we again have 
to make certain not to emphasize the wrong things, in order to make 
certain that tax reduction dollars are applied to the priority task. 

Over recent years, the increasing of exemptions has become dis- 
credited as a means for giving general tax relief because it drops tax- 
payers from the tax rolls and erodes the tax base. 
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In its place, however, there seems to have developed what, if not 
checked, could become a concerted drive to achieve much the same 
result by splitting the first bracket of taxable income. 

Such action would run counter to fundamental tax-rate. reform, 
for quite a number of reasons set forth in the appendix to these 
remarks. 

Suffice it to say here that splitting the first bracket would divert tax 
reduction dollars to giving excessive relief where the tax burden is 
now the lightest, both in absolute and in relative terms, at the expense 
ofrate reform for growth. 

There remain two questions: 

First, what would be thorough tax-rate reforms; and, second, how 
would it be financed. 
The critical component of thorough tax-rate reform is substantial 
compression of the entire range of rate graduation through the middle 
and higher brackets. Rate reform could include significant, but not 
drastic, reduction in the first bracket rate, and it should include sig- 

nificant reduction in the combined top rate of corporate tax. 

The fact that graduation is not just a problem of the very high rates 
is indicated by the chart, “Rate jump by income bracket,” attached, 
which shows the sharp upward sweep of rates through the middle 
brackets, an upward sweep so rapid that half of the entire amount of 
tax-rate progression is reached at the taxable income level of $20,000— 
$22,000, where the rate is 56 percent. 

This includes the basic rate of 20 percent, and the graduated element 
of 36 percent, which is slightly more than half of the entire spread of 
gradation of 71 percentage points, top rate of 91 percent minus the 
basic rate of 20 percent. 

This chart illustrates a condition which is often overlooked, gradu- 
ition discriminates against many more than just the very successful. 
The rates increase with particular severity over the range of incomes 
which are usual among the great number of small businessmen, key 
executives and professional people and many farmers, salesmen, tech- 
licians, supervisors, and skilled craftsmen. 

When a young man looks from the bottom up at the vicious gradu- 
ation of the rate scale, it is a wonder that he would make the effort for 
extra training achievement and success, or ever seek to venture with 
tax-limited hard-won savings. 

Since the graduated part of the rate structure provides only 13 
percent of the revenue from the individual tax, or $4.6 billion in 
1957, as shown in the attached table, revenue considerations are not 
dominant in determining how far compression should go in a rate re- 
form program. 

Under a thorough program, there is no reason why an unincorpo- 
rated business, a professional person, or any other individual, should 
nd up with a higher top rate of tax than the combined top corporate 
rate. 

The means for financing through tax-rate reform is the revenue 
gain from economic growth. This gain should be preempted through 
forward scheduled reductions for tax-rate reform, instead of being 
wed for increased spending. 

A revenue gain of approximately $1 billion comes from each per- 
tentage point of economic growth. As the foundation of a forward- 
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scheduled legislative program, it would be safe to assume that the 
economy would grow in the order of 4 percent a year. This would 
provide a margin of up to $4 billion for tax-rate reform. 

Over a relatively few years, such an annual margin would finance 
a rate-reform program which might, for example, thoroughly con- 
press all progressive rates, reducing the top rate of both the indi. 
vidual and corporate tax to the zone of the top corporate rate between 
World War II and the Korean war—38 percent, and also make signi- 
ficant reduction in the first bracket rate of individual tax. 

To safeguard against deficits, a postponement procedure neces- 
sarily would be combined with forward scheduling to be brought into 
play if spending threatened to overrun the revenue gain. 

Such a provision would provide the greatest assurance that the 
revenue gain would not be spent, since the public and the Government 
would have a clear choice each year between reaping the benefits of 
further moderation in rates or of enduring more spending. 

The greatest pressures for more spending are generally associated 
with the objective of higher national growth. At this state of our 
history, it is abundantly clear that greater growth in Government can 
only be at the expense of greater growth in the private economy. 
Thus, fundamental tax-rate reform provides a banner around whieh 
all the advocates of higher growth can rally. 

Let us make no mistake about what the renourishment of the sub- 
stance of progress will mean. It is the weaker sectors of the econ- 
omy—the people who stand to benefit the most from new and better 
jobs, the enterprises which don’t get started or can’t keep going or 
growing because of lack of adequate financing, the areas of the country 
in which incomes and living standards are on the lower side of the scale, 
the States which cannot hold their well trained young men and women 
because of greater opportunity elswhere—who and which stand to 
benefit the most from the freshening in capital supply, and the rein- 
vigoration of incentives, which inevitably would come with transfor- 
mation of the tax-rate scale into one which is moderate and reasonable 
at all points. 

As so often happens, a problem which appears of awesome com- 
plexity when approached in roundabout fashion, becomes amazingly 
simple when dealt with at source. So it is with the Federal income 
tax structure. 

We cannot go far in improving the structure without thorough 
compression of the graduated rates. Such compression would itself 
diminish the significance of many phases of the tax law which now 
appear so troublesome. Whether the objective be equity and fairness 
between individuals, the free play of market forces, a climate of suit- 
able to maximum economic growth, avoidance of further problems of 
compliance and administration, or a broadened tax base itself, or all 
of these objectives taken together, the shortest route to correction is 
fundamental tax-rate reform. 

Fundamental tax-rate reform is within quick reach by the simple 
process of preempting the revenue gain from economic growth for 
the purpose. 

All we have to do is to think ahead to make the decision that it will 
be done. 

Thank you. 
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(The table, chart, and appendix referred to follow :) 


Distribution of taw rates and yields by basic and progressive elements of rate 
structure, calendar year 1957 


[Tax amounts in millions] 





Revenue Revenue 
Taxable Present from Progres- from pro- Total 
Taxable income brackets income rates basic sive rate gressive revenue 
(thousands) rate 
element 


$107, 627 $21, 525 $21, 525 

24, 027 2% 4, 805 ‘ 5, 286 

7, 071 1,414 2: 1, 838 

3, 529 < 706 35 1, 059 

$8 to $10 2, 158 432 302 734 

DET: cannascosianenuadamiial 1, 576 315 28 599 

1, 227 : 245 R 28% 527 

948 190 256 446 

BED Bis < cocustvensoconsmance 758 g a ‘ 2: 379 

$18 to $20- -- i aid 534 x 10 3: 76 283 
87 d 2 

132 26 389 

5 133 412 

$2 to $38 ‘ : 9 280 

$38 to $44 ‘ ; g 199 

0 ee ee 42 6 151 

6 f ‘ 180 


NON io ors ch ni 
$150 to $200 
$200 and over 


PO Eiidicccdinanachdes 





Percentoo 


Source: Taxable income by brackets taken from table 17, p. 185, ““The Federal Revenue System: Facts 
and Problems, 1959— Materials Assembled by the Committee Staff for the Joint Economic Committee, 
Congress of the United States,’ 86th Cong., 1st sess., joint committee print. Capital gains subject to 
capital gains rate excluded. 
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TAXABLE INCOME BRACKET 
“Half of the progression (Thousands of Dollars) 
occurs in the first 10% 
of income range. 


APPENDIX TO ORAL REMARKS, JOHN C. DavIDSsON 
THE CASE AGAINST SPLITTING THE FIRST BRACKET OF TAXABLE INCOME 


Even if the revenue gain from economic growth is not usurped for increased 
spending, there is danger of dissipation of tax reduction dollars in procedures 
which would be inimical to the rate-reform objective of greater growth. The 
most apparent danger lies in the proposal for splitting the first bracket of tax- 
able income. For whatever reason, splitting the first bracket has not received 
analytical attention in contemporary tax literature. No advocate of this course 
has presented a clear case for splitting, tested against the criteria for evalv- 
ating the income tax employed in these hearings. There has from time to time 
been some rationalization of the proposal on the basis that it would improve 
the so-called built-in flexibility of the income tax. There also have been ut- 
documented statements to the effect that splitting would improve the equity of 
the income tax. On the whole however not much of a case has been made out 


for the proposal, and this probably accounts for the fact that it has never been 
held up to critical review. 
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The questions of built-in flexibility, and equity, will be dealt with later in this 
appendix. At the outset, it seems important to bring the proposal into focus 
iprelation to some overriding considerations. 

The fundamental problem we are dealing with is graduation itself. Except 
for graduation in rates there would not now be problems of penalizing effort 
aid achievement, of stifling incentives, of restricting job creation and better- 
nent, of restraining increase in living standards, nor in the overall of holding 
hack America’s potential for economic growth and strengthened leadership in 
the face of the Soviet challenge and the competition of other free world 
economies. In addition, the problems of enforcement and compliance would be 
reduced to a minimum, and the problem of base would take care of itself. These 
observations do not mean that any of us expect that graduation will be elimi- 
pated from the tax scheme of things within the foreseeable future, but they 
certainly do justify the conclusion that compression of graduation is not just a 
natter of priority, but should be a matter of exclusiveness. No action should 
be undertaken which goes opposite to compression, which is what splitting the 
frst bracket would do. 

Despite the existing graduation, the problem of steeply climbing, punitive rates 
can be resolved within the framework of a thorough, internally consistent rate- 
rform program. This is because graduation, as now used, provides only 13 
percent of the revenue from the individual tax, or about 8 percent of total 
Federal revenues. Hence, revenue effect is no bar to thoroughgoing compres- 
sion of the graduated rates. 

This point may be emphasized in reverse. Since graduation provides only 
13 percent of the revenue, the first bracket rate applied across the board to all 
taxable income yields 87 percent of the revenue from the individual tax. The 
saving grace of the individual tax structure is that the taxable income of all 
taxpayers, and all of the taxable income of most taxpayers, is subject to what 
is obviously a relatively high starting rate. As long as this basic situation is 
not fundamentally altered, resolution of the problem of steep, punitive rates 
of graduation is essentially one of decision. 

Such a decision, however, would become complicated, if not thwarted, if the 
first bracket were actually split. To illuminate this point, some background is 
appropriate. 

For many years, steep graduation was quite generally justified on the basis 
of revenue need. Facts were not available to refute this claim, until in 1951, 
Mr. John M. Snyder, then Secretary of the Treasury, released a statistical 
analysis showing that graduation at that time provided only about 16 percent 
of the revenue from the personal tax. It was about then that the idea of 
splitting the first bracket began to grow. As the increasing of exemptions as a 
means for general tax relief has become generally discredited, because it would 
drop taxpayers from the rolls and further erode the tax base, the idea of splitting 
the first bracket has seemed to gain ground. 

In 1957, there was approximately $108 billion in the first bracket of taxable 
income, and $45 billion in the higher brackets subject to graduated rates. If the 
first bracket had been split into two brackets of $1,000 each, there would have 
been only $70 billion of taxable income in the first bracket, and $83 billion in 
the graduated brackets. From this point, the damage done by splitting the 
bracket would depend on rates of tax. 

As a hypothetical proposition, however, let us assume that in 1957 the first 
bracket had been split into two equal brackets, with a 15 percent rate applying 
to the new first bracket, and no change in other rates. Such an action would 
have reduced revenues by $3.5 billion, or from $35.2 billion to $31.7 billion. The 
most significant byproduct would have been that the proportion of revenue derived 
from the basic rate across the board would have decreased from 87 to 73 percent, 
with the percentage of revenue derived from the graduated part of the structure 
increasing from 13 to 27 percent. If graduated rates were increased to prevent 
loss of revenue, the percentage of revenue derived from graduation would have 
gone up to 35 percent. Either way a lot of punch would have been pulled from 
the case that graduation is not of much importance from the revenue standpoint. 

There follows an appraisal of the proposal for splitting the first bracket from 
the point of view of the criteria included in the outline released by the chairman 
on June 5. 


Equity and fairness 


The equity or fairness of a rate structure may be evaluated both from the direct 
and indirect effects of tax imposts. 
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From the standpoint of direct tax burden, the existing graduation is unfaij; 
in that it penalizes any person who, by extra effort, achievement or thrif 
increases his taxable income so that he moves into a higher bracket. In othe, 
words, as compared with others who have not made such great effort, or achieved 
so much, or deprived themselves of current consumption in order to save, hg 
would in regard to that part of his taxable income falling in the higher bracke 
be subjected to a higher tax rate. It is no more fair for the Government to ley 
a tax penalty on increasing earnings, than it would be for an employer to decrease 
the rate of pay as an employee works harder, or longer, and produces more. 

Splitting the first bracket would mean that a tax penalty would then be applied 
beginning after the first $1,000 of taxable income instead of the second $1,0%j, 
There thus would be a new zone of income in regard to which the psychologica 
disincentive of “getting into another tax bracket” would apply. 

This proposition might be countered by saying that taxpayers whose taxable 
income extended into the new second, and higher graduated brackets, would 
also pay at the lower rate on the new first bracket of taxable income. This js 
true, but after the adjustment to the new bracket had become a thing of the 
past, both the penalty and the psychology disincentive of the second bracket rate 
would be fully in evidence. 

However, even at the time of the initial reduction, the existing unfairness of 
graduation would have been accentuated in the division of tax reduction dollars, 

For example, taking the $3.5 billion involved in splitting the first bracket, and 
reducing the rate on this bracket from 20 to 15 percent, a taxpayer with $1,0H 
of taxable income would have his tax bill reduced by 25 percent; with $200 
of income the reduction would be only 12% percent; or with $3,000 of taxable 
income, only 8.33 percent. The same amount of revenue dollars applied to 
reducing the first bracket rate alone, without splitting the bracket, would have 
effected an average reduction of approximately 11.5 percent at each of thes 
levels. In other words, for a given number of tax reduction dollars, only tar 
payers with taxable incomes up to slightly above $2,000 would gain as compara 
with reducing the first rate without disturbing the bracket. Above this point, 
splitting the first bracket would increase the unfairness of graduation as meas 
ured by actual tax burdens as well as by marginal rates. 

If the same amount of revenue dollars were confined to compressing the grad- 
uated part of the tax structure, 70 percent of graduation would be wiped out. 

Or, if the same amount of revenue dollars were utilized in a program involving 
an across-the-board cut in rates, plus compression of progression, there could 
be a general reduction of approximately 8 percent plus reduction in the graduated 
part alone of approximately 15 percent. 

No matter how approached, splitting the first bracket cannot be justified or 
raticnalized on the basis of increasing the equity of the individual tax. Instead, 
it would increase the unfairness and inequity of the tax. 


Progression in the distribution of the tax burden 


Splitting the first bracket of taxable income would extend graduation into 
new zone of the rate structure, and thus be in contradiction of the case for 
compression of rates in order to release incentives, and permit greater capital 
accumulation to serve the urgent national need for greater economic growth 

In fundamental character, splitting the first bracket would be the diret 
opposite of the split-income provision for married taxpayers. The split-income 
provision insured that less income, of many fewer people, would be subject 
to graduation. By contrast, splitting the first bracket would mean that more 
income, of many more people, would become subject to the penalizing effects o 
rate graduation. 

The split-income provision not only put married taxpayers on equal footing 
regardless of State or residence, but also reduced the relative disadvantage of 
the family in regard to tax liabilties reduced to a per-member-of-the-family 
basis. 

The split-income provision had the great virtue of significant compression of 
effective graduation, except in the highest income levels. Splitting the first 
bracket would reimpose the harmful and discouraging effects of progression il 
the $2,000 to $4,000 bracket where it was eliminated by the split-income provisi0, 
and extend these effects to single taxpayers further down the income scale. 


Free play of market 


The greatest tax interference with the free play of the market is founl 
in the graduated rates of individual income tax. Thoroughgoing compres 
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jon of the graduated rates is the only means to minimizing this interference. 
wlitting the first bracket would set up a new zone of interference. 


flimate for economic growth 


The tax impact on the climate for economic growth is a matter of both 
eward incentives and capital. Again, substantial compression of the graduated 
ntes is the key to assuring a better tax climate. However, even after thorough 
ompression, graduation would still impose some restraint on incentives and 
gme restriction on capital accumulation. Splitting the first bracket would 
yid to the restraints and the restrictions still remaining. To the extent that 
glitting the first bracket involved use of tax reduction dollars which other- 
yise would be applied to compression of the graduated rates, or reduction of 
the excessive combined top rate or corporate tax, the principal sufferers would 
y the weaker sectors of the economy, including workers who need the oppor- 
tunity of new and improved jobs, which and who have the most to gain from 
stepped-up capital input. It’s time to stop kidding ourselves that we promote the 
well-being of the weak by continued overtaxation of the strong. 


Tar compliance and administration 


Splitting the first bracket of taxable income obviously would introduce new 
problems of compliance and administration on a large scale measured against 
the number of taxpayers involved. Of all the human elements which are in- 
volved in a so-called voluntary system of tax assessments, none can be compared 
with the sense of futility and irritation which results in the realization that 
«xtra effort has served to put the individual into a higher tax bracket. The 
psychological disincentive undoubtedly is much greater in regard to the con- 
fscatory rates in the highest brackets, but the sense of unfairness may be as 
great down the line. It is these factors which have led to the analogy of citizen 
reaction to graduated taxation as being similar to the attitude in regard to 
the prohibition amendment. A new zone of graduation inevitably would mean a 
greater burden of review and audit of tax returns in order to insure that the 
Government gets its properly calculated toll. 

Splitting the first bracket obviously would involve a two-bracket, instead of 
a one-bracket, withholding system, since otherwise the whole purpose of with- 
holding would be substantially defeated. Two-bracket withholding would involve 
transitional costs, and perhaps some other problems, but the total burden 
apparently would not be prohibitive, if the national interest were to be served 
by this course of action. 

However, unless two-bracket withholding, and the procedures for taxpayer 
reporting were designed to hide from the individual the fact that he is subject 
to graduated rates, the great number of taxpayers would find a new complexity 
as well as perplexity in preparing and completing their returns. 


Built-in flexibility of the revenue system 

As indicated earlier, the principal case so far made for splitting the first 
bracket of taxable income has been on the basis that it would increase the so- 
called built-in flexibility of the revenue system. This technical phraseology is 
just a way for attributing virtue to instability in revenue flow. The asserted 
virtue is that instability would widen the range of deficits in recession, and in- 
crease the range of surpluses in prosperity. Fortunately, in light of the agonizing 
problems of debt management caused by the $13 billion deficit in the recession 
fiscal year of 1959, many authorities who have gone along with the notion that 
the tax system should be planned toward greater pump priming in recession are 
taking a second look. It seems evident that the problem in recession is too little 
revenue, instead of too much. We are beginning to get recognition that the tax 
system should not be specifically designed to perform the function of the Federal 
Reserve Board system, which has the responsibility of permitting the generation 
of adequate credit and money under all circumstances. 

The strongest indictment that can be made of the theory of “built-in flexibility” 
is that it is used to rationalize and justify a tax system which restrains eco- 
nomic activity under all circumstances. Since the level of revenues inevitably 
reflects the level of economic activity, the theory actually produces a bias toward 
lower revenues under all circumstances. The greatest flow of revenue, during 
prosperity as well as during recession, would come from a tax system under 
which rate moderation and a minimum of graduation were present at all times. 

It is time to throw off the boom-and-bust complex in regard to the tax 
system, and concentrate on reforming the rates so as to provide the least possible 
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impediment to economic progress under all circumstances. We need a tax systey 
which would best serve the national interest in sturdy and consistent economic 
growth, not one which is side angled for the expectation of recession ag the 
characteristic pattern of American economic life. 

The personal tax base 


It is somewhat strange that there would be the possibility of advocacy of 
splitting the first bracket of taxable income growing out of hearings which haye 
been promoted as being principally concerned with broadening the base of the 
personal tax. 

It seems inconsistent to the point of being futile to seek to broaden the tax 
base on one hand, and then seek to thin out on the other that part of the base 
which is and must remain the bedrock of an individual tax system. That is what 
splitting the first bracket would do. 

Despite all the criticism, justified and otherwise, which is now levied at the tax 
base, the great virtue of the base is that it is combined with a realistically 
broad first bracket of taxable income, and a relatively high starting rate. If this 
were not the case, the range of graduation would be steeper and more punitive 
than at present, or other sources of additional revenue would have had to be 
developed, or spending would have had to be less, or we inevitably would have run 
higher deficits over the past 25 years and now would be confronted with a higher 
total debt. Moreover, if the alternative of steeper and more punitive graduated 
rates of individual tax had been in effect, the result undoubtedly would have 
been less revenue instead of more. 

Conclusion 


In short, splitting the first bracket would not conform with any of the sound 
objectives of tax-rate reform, would be contrary to all of the specific criteria set 
forth for evaluating the tax system in this panel, and thus would be inimical to 
the national interest. 


The Cuarrman. Mr. Jacoby, you are recognized. 


STATEMENT OF NEIL H. JACOBY, DEAN, GRADUATE SCHOOL OF 
BUSINESS ADMINISTRATION, UNIVERSITY OF CALIFORNIA, 108 
ANGELES, CALIF. 


Mr. Jacospy. Mr. Chairman, my name is Neil H. Jacoby. I am pro- 
fessor of business economics and policy in the Graduate School of 
Business Administration in the University of California, Los Angeles. 

I feel a great responsibility in being “anchor man” on your panel 
this morning, but I am sure I was placed in this position, not with the 
idea that I would carry the ball down the field of tax reform through 
the goal posts, but rather to be sure that all the significant things about 
the subject. would be said by my predecessors before you came to me. 

My assignment is to state the economic goals or objectives to be 
sought in any fundamental reform of the structure of our income tax 
laws. The thesis that is set out in my paper, which I should now like 
to summarize for you extemporaneously, is a simple one. 

It is that the particular objectives that should guide structural re- 
form of the income taxes, and the priorities that ought to be assigned 
to each of the factors are relative to the political and economic environ- 
ment and tasks of the Nation. 

I raise the general question: What are the probable economic tasks 
of the United States in the coming decade? Upon a basis of the con- 
siderations that appear to me to be salient, the conclusion is reached 
that a stronger and a better sustained rate of growth in the real prod- 
uct of our economy is the consideratum that ought to guide us. 

This is not a new thesis, by any means, but I believe that the con- 
siderations that impel us to this conclusion have assumed a new wI- 
gency and importance. 
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I would like to speak about this briefly. 

It has always been true that the goals we seek in our tax structure 
ie framed to meet the presumed tasks of the Nation. An income tax 
¢ructure appropriate to wartime is not well adapted to the goals of 
peacetime. ; 

One framed to meet the needs of an undeveloped economy will not 
grve an advanced economy. 

One structured for a society of concentrated wealth and income will 
probably not be applicable toa more egalitarian society. é 

One designed to stimulate consumption will not foster saving. 

If we look at the history of tax thought, which I do briefly in my 
paper, beginning with the classical writers, we see this idea exemplified. 

For example, the famous maxims of Adam Smith apply the criteria 
of equity and simplicity and convenience and certainty to taxes, be- 
cause When Smith wrote around 1775 the British revenue system con- 
sisted almost entirely of customs duties and excise and real property 
taxes. It was shot through with smuggling, evasion, uncertainty, and, 
of course, it was highly regressive in its incidence. 

Adam Smith’s demand at that time—that taxes on individuals 
should be “proportional to the revenues they enjoy”—was quite radi- 
al for its time, representing as it did a protest against the heavy 
taxation of landless workers and tenant farmers to finance public 
expenditures made primarily for the benefit of the landed gentry. 

sut with changes in conditions came changing goals. 

During the 19th century and the early part of this century, eco- 
nomic thought about the appropriate guidelines of taxation came to be 
increasingly preoccupied with problems of equity in the distribution 
of the tax burden. 

With the development of free markets and strong governmental 
administration and better accounting records, the older problems of 
tax enforcement and smuggling and arbitrary action by tax officials 
sank in the relative scale of values. 

Meanwhile, of course, industrialization was creating great wealth 
for a few, while the mass of workers had not acquired much property. 

It was in these circumstances, then, that emphasis shifted to the 
formulation of theories of equity and progressivity in taxation, and 
we saw increasingly progressive tax rates introduced. 

Now, coming to our own times, we find a new set of values emerging. 
American society has become much more egalitarian in the distribu- 
tion of income and wealth and economic power during this century. 
largely, may I say, this was not a result of progressive taxation, but 
a result of the equalization of personal opportunities to become pro- 
ductive through education, the decay of prejudice, mobility, and var- 
ious other means, 

Progressive taxation plays a miniscule part, as I see it, in the equali- 
zation of wealth and economic power. 

It is personal opportunity to become more productive that plays 
the larger role. 

In our own time we have come to appreciate the impact of taxes on 
the cyclical behavior of our economy, upon business fluctuations, and 
upon the rate of growth in output through time. 

It is true that there is much we do not understand about these sub- 
jects, but there are many relations that we do understand. 





42 INCOME TAX REVISION 


Now, looking ahead to the next decade, which seems to be an appro. 
priate horizon of thinking for this committee, what are some of the 
salient features we see in the world at large and in our country, whict; 
may form guidelines for the restructuring of our income taxes? 

I have traced some of these factors in my paper and I will just name 
them here without explanation : 

(1) Very rapid growth of population which will probably add 10 
million new families during the 1960’s, and 15 million or so workers 
to the working group which will give rise to expanding markets for 
housing, consumer equipment, as well as business equipment necessary 
to make these additions to the work force productive. 

(2) Rising levels of private expenditures on scientific research and 
development, now running around $10 billion a year, may reach $2 
billion a year by 1970. The impact of this will be to accelerate the 
rate of obsolescence of the existing stock of capital equipment and 
to magnify the demand for new kinds of plant and equipment. 

(3) Startling advances in science and industrial technology will 
require a much higher level of formal education and technical train- 
ing, and will, of course, reduce demand for relatively unskilled manual 
and clerical personnel as a result of automation of repetitive processes, 
Expenditures, both public and private, on education and training 
investment in human resources, will, as I see it, expand enormously 
in the coming decade. 

(4) Looking outside the United States we see an explosive growth 
of population, as death rates fall and birth rates remain high. The 
rising nationalism and ambition for economic improvement among the 
Latin-American, African, and Asian nations, combined with the rapid 
population growth, will, I am afraid, defeat or frustrate efforts to 
raise per capita incomes quickly and will create a great deal of polit- 
ical instability in the world. 

(5) International tensions will, therefore, continue to be high, if 
not higher than, present levels. The United States will be obliged 
to maintain strong mobile military forces throughout the world, as 
well as to compete with the Soviet Union for supremacy in the con- 
mand of outer space. 

(6) So we see national security expenses probably continuing to 
expand. We see also growth in the efficiency of economies with which 
our own competes, which makes it highly important that we maintain 
a very high state of efficiency. 

All of these oncoming developments, I believe, emphasize the need 
for an income-tax structure that fosters more saving and risk-taking 
investment, larger capital formation and, as a result, more rapid and 
better sustained growth of our economy. 

I do not think we can afford to be neutral or uncertain in our atti- 
tude toward this problem. It is not enough to say that we have had 
growth since the Second World War at an average annual rate of 
3 percent with our present tax structure. 

The point is that we have not had a rapid enough rate of growth. 
It would be folly to assume that our tax structure is perfectly neutral 
in its influence on the growth rate of the economy. 

In my paper I summarize the reasons why a better sustained growth 
rate is desirable during the 1960’s in this way: We need growth to 
supply 10 million new households with a complement of durable and 
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yndurable goods and services, and to supply an additional $12,000 
of assets to make each addition to our work force productive. 

We need growth to obliterate the remaining pockets of substandard 
ving in our country. 

We need growth to support massive scientific research and devel- 
opment efforts, and to make a huge enlargement of our investment in 
human resources. 

We need growth to provide our industries with the most efficient 
ajuipment that will make it capable of meeting more intense competi- 
tion from abroad. A McGraw-Hill survey of last year disclosed that 
itwould then cost some $95 million merely to replace industrial equip- 
nent then outmoded. That is equal to about 3 years of business plant 
and equipment spending. 

We need growth to supply the new capital goods that will enable 
our country to take advantage of the burgeoning body of scientific 
knowledge; to enlarge the outflow of American investment; to reduce 
the danger of inflation by making the supply of goods and services 
nore adequate, and finally, to provide an example to the world of a 
iynamic economy based on open markets and private enterprise. 

Gentlemen, if this vision of the coming decade is not inaccurate and 
ve should place strong emphasis on the objective of rapid and sus- 
tained growth, I think there are certain lines of structural reform in 
our income taxes that are indicated. 

First, reduction in the progressivity of the personal income tax; 

Secondly, the elimination of many exclusions, deductions and ex- 
mptions from taxable income. 

Here I would like to associate myself with Surrey. 

Third, we should introduce an averaging of personal income for 
determining tax liability. 

Fourth, I suggest we should scale the tax rate on capital gains to 
the holding period of assets. 

Fifth, we must reduce the tax rate on corporate income—which is 
till at the wartime level—and ultimately seek some formula of inte- 
grating the corporate tax with the personal tax. 

Finally, I believe that we should liberalize the depreciation allow- 
ances on business assets in order to recognize the more rapid pace of 
technological development. 

Thank you very much. 

The Cuatrrman. I want to thank you again for the contribution 
which you have made certainly to my understanding of the objectives 
and guides that might be followed in any program undertaken by this 
committee in the direction of any reform of our income tax structure. 

I not only want to thank you for the very fine papers that you con- 
tributed to the compendium, but for your appearance this morning in 
summarizing of those papers. 

Your statements, both in the compendium and this morning, I am 
sure, are very helpful to all of us. 

Let me see if I may determine, whether or not in spite of some of 
the conflicts in statements that I detect this morning, whether there 
sany common meeting ground. 

The subject of your discussions this morning has to do with the 
general appraisal of the income tax as we now have it. 
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Perhaps my own thinking isinerror. I want to be corrected if I an 
wrong. 

I have thought for some time—and it is largely, I think, becang 
of the desire that I have to look to the entire code and all of its pro. 
visions—that a system of taxation that has grown up over the years, 
as ours has grown up, may not be the type of tax system that is most 
conducive to raising the revenues required by Government in the era 
that lies ahead. 

Are any of you of the opinion that we are thoroughly justified in 
relying for this period ahead on the provisions of the Internal Revenue 
Code as we now have them without perhaps jeopardizing the oppor. 
tunities that lie ahead for the Nation in greater degree than possibly 
any of us can envision at the moment ? 

Is there any feeling on the part of any of you that we should be 
thoroughly and completely reconciled to go ahead with the income 
tax law as it is today without seeking opportunities for improvement! 

Mr. Davinson. Mr. Chairman, do I understand when you refer to 
the code you are referring to the parts of the code other than the rates! 

The CHarrman. I am referring to the entire code, rates and all. 

Mr. Davinson. On reforming the rates we agree. 

The Cuatrman. Are you satisfied with everything in the code except 
the rates? 

Mr. Davinson. No, not always. 

The Cuarmman. Are you in agreement with the implication of my 
question, that improvement can be made not only with respect to rates, 
but also with respect to provisions ? 

Mr. Davipson. Mr. Chairman, I would not want my remark to be 
misunderstood. I don’t see much purpose in reforming the code so 
as to make more people pay unfair rates. I still stand on the position 
that there are many things in the code which could be improved. 

The Cuarrman. I do not know that anybody has any such purpose 
in mind. 

Let me ask you this: Do you reach your conclusions that. efforts 
should be made to improve the income tax law as you appraise it today 
because of the feeling that you have that the entire tax law as we have 
it today is not as fair as the law should be in its treatment of 
taxpayers ? 

Is ita fair 

Mr. Davinson. Mr. Chairman, may I comment on that? 

None of the papers which I have seen would add up to what 1 
would consider to be a more fair tax system. 

Again I say that there may be many things that should be changed, 
but I do not see that the net effect of the proposals for reshuffling or 
reshifting would make the system any fairer. 

I do not say that there are not any things that could not be proved. 
T could make a longer comment if you wanted it, but I think you 
want to deal with the general proposition. 

The Cuatrman. I am trying to find out generally, before we get to 
the details where you differ, as to whether or not there are some com- 
mon grounds of agreement with respect to some broader general 
objectives that perhaps we might consider in connection with any 
undertaking of tax reform. 
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Mr. Surrey. I would suppose that this group to the right, as viewed 
bythe committee, pretty solidly feels that the present system is unfair. 
‘[ gather we are joined in that respect by Mr. Stein and Mr. Henle 
and I think Mr. Jacoby, and I hope also Mr. Magill. 

So I would have thought that the panel as a whole would have said 
‘ves” to your statement. 

‘The Cuarrman. I thought that. I thought that is what I read in 
the papers from all of you—that there was a degree of fairness that 
ould be added to the law that perhaps does not now exist within 
the law. 

Mr. Davinson. Mr. Chairman, I am sorry to interrupt again, but I 
yould like to make my point a little clearer. 

It is the general emphasis on what would make the tax law more 
fair with which I am in disagreement. 

The CuarrmMan. Pardon me for interrupting you, but you are not 
taking the position in your appearance this morning that the income- 
tax law as we have it today is entirely fair in all respects to all tax- 
payers ? 

Mr. Davinson. No, sir; but I think the unfairness is up the income 
line and not down. 

The Cuatrman. I am not talking about where it is. It is in the 
law; and if it applies to the upper-bracket taxpayer or low-bracket 
taxpayer, it is still in the law. 

What we will try to do at subsequent meetings is find out more 
about where the unfairness lies. But, then, is there a general feeling 
othe part of every one of you that efforts should be made to reform 
the law in the interest of greater fairness in the application of the 
tax burdens that are being levied ? 

Mr. Jacopy. Mr. Chairman, I certainly believe that there are large 
opportunities for increasing the fairness of the law, while, at the same 
time, modifying the whole structure in the interest of simplicity and 
in the fostering of growth, stronger incentive, means of financial 
growth. 

It would be a mistake to believe that the requirements of fairness 
or equity are in conflict with those of growth. They are in harmony. 
_The present $600 reduction for dependents is a most unfair provi- 
sion and an anomolous one in many ways. 

A poor taxpayer in the 20-percent bracket, in effect, is given $120 
bonus from the Government for having a dependent, whereas a rich 
taxpayer in the 80-percent bracket gets a $480 bonus. 

It would be much better to cut out the deduction entirely and have 
the Government pay a flat sum to every taxpayer for each dependent. 

Mr. Davipson. Mr. Chairman, I would just like to make a point, if 
[could, that in my opinion the overriding unfairness of the tax code 
is in the rates, the steeply climbing rates. It is a question of what 
the word “unfairness” covers. 

The Cuarrman. I think there are a lot of people that agree with 
me that it is basically unfair to take everything you make through 

taxation. It becomes more unfair the more you take. 

I think most everybody agrees with that thought. I am thinking 
about some of the distinctions that exist in the law and the differences 
in treatment of income, as well as the rates, as to whether or not some 
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of those distinctions and differences may constitute a degree of unfair. 
ness that should not be permitted to continue within the » law. 

Now let me ask this question : 

Is the panel unanimous in its thinking that the present law is go 
simple that it does not need to be improved in the direction of elimi- 
nating some complications and such other factors as may be possible! 

Does the panel believe that efforts should be made to reform the 
income tax law in the interest of simplicity ? 

Mr. Davinson. Mr. Chairman, I would like to comment to the effect 
that I think it isa matter of timing. I think the rate job is first. 

It can be done in a hurry. I “think the committee and Congress 
should always be concerned with improving the structure of the in. 
come tax law. 

The Cuamman. It is appropriate at any time, is it not, to try to 
toate the law, to reform the law in the interest. of simplicity and 
fairness ? 

Mr. Davinson. Right. 

The Cuatrman. Although we levy taxes primarily of course—and 
I like to think, basically and exclusively—for the purpose of develop- 
ing the revenues which are required to meet a given level of Govern- 
ment spending, from time to time, we must recognize that the way 
we levy taxes may have some economic effect upon the economy as a 
whole. Is that not true even though we do pride ourselves in beliey- 
ing that the primary purpose of taxation is to get revenue to defray 
the costs of Government from time to time? 

Should we be concerned, then, with the way the present income tax 
law develops the revenue requirements of the Government from the 
point of view of the effect that it may have upon the economy and 
upon the economic growth ? 

Would everyone agree that is one of the things we should be con- 
cerned about ? 

Mr. SNEED. Let me make one comment in connection with that. 

I think we should be concerned with the economic growth. We 
should be concerned with the economic impact of taxation. 

I do think, as I indicated in my statement, that we should be con- 
cerned and demonstrate it by determining what tax structure will best 
operate in a freely operating market economy, and we should not 
employ a tax structure to promote economic growth in industry X, Y, 
or Z. 

The CHAIRMAN. You were coming to my next question. 

Is there any difference of opinion among the panelists on the point 
made by Professor Sneed ¢ 

Mr. Brum. Mr. Chairman, I should like to add to the point made 
by Professor Sneed. ‘The very same considerations that he calls to 
mind in connection with economic consequences operate to destroy the 
simplicity in the tax structure. I think we will find it is these dis 
tinctions to these differentiations in the law—which tend both to cause 
the tax structure to be unneutral economically and to add to its com- 
plexity. 

I believe that by eliminating many of these unneutralities in the 
law we can get a tax structure which is very much more simple, a tax 
structure which will promote the economic interests of the country, 
and at the same time one which will better foster a sense of tax jus 
tice among those under the system. 
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The CuatrMANn. Let me ask you this general question, then: 

Is it not true that the unfairness that you find in the present law, 
the complication which you find in the present law, and the possible 
adverse effect upon economic growth as between types of industry 
aid so forth, result from so-called preferences that have been written 
into the law over the years or distinctions that have been made in the 
jaw in the way certain income is to be treated depending on its source, 
its disposition, and so on ? 

Mr. Lannina. Before you come to this question of preferences, I 
vould like to say that I do have some differences from the positions 
just expressed as to the role of the tax system in economic growth. 

In the first place, any kind of a realistic look at the tax system must 
recognize its intimate connection with our entire political structure. 
The role of the tax system in dividing up the tax burden plays a vital 
part in determining the extent and the nature of our democracy. This 
san even more important issue than the question of economic growth, 
ilthough economic growth is part of the whole problem. 

In our struggle with the Soviets, one of the most important weapons 
that we have is the structure of our democracy, and we should not 
mit the contribution of our progressive tax system to that. Most of 
the remarks I have heard, not all of them, but some of them, assume 
that we are living in a purely free market society and economy, that 
the old philosophies about laissez faire and the abstract effect of the 
lax system upon incentives and economic growth can be applied with- 
out considering the facts of economic life. That is not sound. We 
have a very different kind of economy now. We have a mixture of 
the pure old-fashioned capitalism and welfare activity on the part of 
Government. 

As you know, many of the Members of this Congress were elected on 
programs of performance of various types of welfare activity such as 
housing, medical research, education, et cetera. Both Adlai Stevenson 
and Professor Galbraith in his book, “The Affluent Society,” have 
made the point that one of the important functions of a taxing system 
isto take a certain amount of revenue and income from private sources 
and see that it gets devoted to the important welfare purposes that 
are not fully and satisfactorily served by the abstract functioning of 
amarket economy. 

The CHamman. I do not think that anybody would question the 
tate of progress that we have made in that direction in the last 30 or 
4) years. We have been taking quite a bit for some purposes. 

I am trying to get some judgment on these problems that re find 
existing within the present tax law, in your general appraisal of that 
aw. Are they not due to provisions that have been written into the 
law over the years which make a distinction with respect to dollars 
for tax purposes or provide some exclusion from tax of certain dollars? 
Aside from Mr. Davidson’s point, on which I agree, that the rates 
are very high and we want to try to get them down, do you not find that 
the root of the trouble that you see in the tax law is in this special 
provision or that special provision that has been written into the law 
(lo change the meaning of the first sentence in the income tax law? 
Mr. Srer. Mr. Chairman, I believe I would accept this formula- 
tion of the proposition, but I would like to comment on your earlier 
formulation, asking whether these difficulties we see are the result of 
preferences in the tax law. 
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They are certainly the result of preferences in part, but in part they 
are the result of discrimination in the tax base. ; 

The Cuairman. That is what I am talking about. 

Mr. Srern. There is a great deal of concentration on loopholes, go 
called, which run in favor of the taxpayer, there are also some loop- 
holes which run in the favor of the Treasury. iT 

In my opinion, the most important is the discriminatory excessive 
taxation of capital implicit in the corporate profits tax. 

So I don’t think we should leave the impression that the difficulties 
arise entirely from preferences granted to taxpayers. 

The CHarrman. I did not have that in mind at all, because I am 
concerned with the discussion of the distinctions that we make in tax 
treatment. I would not want to take the time of the panel or the com- 
mittee or anyone else to catalog the great number of them that come 
immediately to mind, and they are not all just with respect to the top 
bracket taxpayers. I might say, Mr. Henle that these distinctions in 
the treatment of income go through the entire tax law. 

If then we find most of our trouble springing or developing from 
these distinctions that we have made in the treatment of tax dollars, 
is not any tax for the future that would be satisfactory to us going 
to have to take into consideration changes with respect to these distine- 
tions in tax treatment ? 

Mr. Davinson. Mr. Chairman, I think I should agree with you as 
far as rates are concerned. I have never meant to imply you have not 
put more emphasis than I have. 

But to take the three questions which you have asked, it seems to 
me we are dealing with the problem of cause and effect and that the 
special provisions in the tax law are simply the effect of the basic 
problem, the disparate rates. 

It does not mean that we can correct these disparate rates establish- 
ing equal rates on corporations and individuals, with an offset for 
dividends. However, it is when we depart from that basic principle 
of equal rates that we get into trouble. 

The point I do want to make in terms of trying to deal with the 
structure as a whole is that I am not at all sure that if everything was 
done, as suggested in the papers, filed in these hearings, that you would 
have a fairer tax structure. 

I am not sure you would have one fairer than it is now. 

The Cuatrman. I am not, either. 

We are trying to find today whether the existing tax law is so con- 
plex as to justify reform, whether it is so unfair in these distinctions 
as to justify reform; and, whether or not it is so repressive on eco 
nomic growth as to justify reform. 

Now, you keep getting to the details about which way we go, but! 
would like to call your attention to the fact that there is no difference 
of opinion in your thinking and mine with respect to the desirability 
of reducing rates. 

I have tried to be, I think, very realistic in the approach to what it 
would take to reduce rates of taxation at the moment. 

You have suggested that we reduce rates first and depend upon eco 
nomic growth to replace the revenues that would be immediately lost 
as a result of reducing the rates. 

Mr. Davinson. That is right. 
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The CuarrMAN. I am suggesting this, that it is desirable to reduce 
rites but, at the same time, that we reduce the rates, it might also be 
iesirable to take out of the law some of the special distinctions that 
ye have written into the law which prevent certain income from reach- 
ing those rates at the moment. We should not leave in the law, after 
reducing the rates, these things that were written in because the rates 
vere higher. 

How to do these things at the same time. That is a question of 
technique that will later have to be developed by our committee. 

At that time we will consider the question of corn and weeds, that 
i, what do we want to do about it. Today I am trying to find out 
fom you gentlemen whether or not it is your considered judgment 
that these factors you talk about are of sufficient moment as to cause 
this committee to undertake what will be a long, drawn out, pains- 
tuking study of this entire matter in the hope that we could establish 
shigher degree of fairness or a higher degree of acceptance by tax- 
payers by bringing to the law a degree of simplicity that does not 
aist today and possibly achieving even better administration of the 
law because it is less complex and yet produce a law that might per- 
nit a more uniform growth in theeconomy. Now, if we are in agree- 
ment on those things, we should undertake this study, go further than 
merely this panel discussion this morning, and those that will follow. 

That is what I am trying to find out. That is what I wanted you 
gentlemen to be able to tell us today and I think you have told us in 
avery fine manner and a very convincing one that we should go ahead, 
because at the moment we are not satisfied that existing law does the 
test job it can in any one of these directions that we mention. 

Mr. Maerz. Mr. Chairman, I think each of your three proposi- 
tions is correct. I think each of them is vitally important. We have 
not had during the long history of the income tax any such examina- 
tion as you are now embarking upon. 

You have made an excellent start on it and I have great confidence 
that the committee will find each of these matters of tremendous mag- 
nitude and is well worth the time you expect to spend on them. 

The Cuairman. The committee could well find, as you can _recog- 
nize from having been before the committee on so many occasions in 
the past and having been always welcomed and been very helpful to 
the committee, that many of these things that are suggested to us are 
of such public interest and so important because of some other public 
objective that even on the basis of the type of tax situation we see 
wfolding for the future, we would still want to make a distinction 
with respect to that particular income. 

If the committee pursues this matter, that will be something that the 
committee in time will have to decide, but the only way you can tell 
with respect to whether anything should continue is to examine each 
mdeverything. Is that not correct? 

Mr. Surrey. I suppose, Mr. Chairman, we would agree with that. 
_I think some of us would underline that by stating, as I think you 
imply, that as an initial proposition the source of the income should 
be immaterial. 

Consequently, any particular item of income coming from a source 
that claims special treatment bears a very high burden of proof that 
itis entitled to that special treatment. 
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In addition, the mere fact that in the past it may have persuaded | 


a Congress that it had borne that burden of proof does not put that 
decision at rest forever, but in the nature of an income tax these 
decisions as to special treatment must be reexamined from time to 
time to see if the initial reasons still prevail. 


The Cuarrman. Well, the point is this, as I understand, and then | 


I will yield. Under our existing law, without criticizing any par. 
ticular provision of it, the net effect in any given year is that the tax 
rates are applied to less than 50 percent of the total income derived by 
the individuals of the country during such year. 

I have thought that we might look to see whether or not our present 
situation justifies a continuation of a law that allows over half of our 
income to be free of income tax and which subjects the remainder of 
it to what I consider to be inordinately high rates of taxation. 

Those are problems that we are looking into now. 

Mr. Davidson says that the rates are the greatest point of unfair. 
ness in the law. I am sure that there are a great many people who 
will feel that the rates are the most unfair thing in the law. So even 
if we could do what we are exploring here, we would also satisfy your 
thought of eliminating the most unfair thing in the law. 

Mr. Areer. You asked something earlier and I would like to have 
the panel correct me if I am wrong: 

The only similarity of viewpoints is that every man here has testi- 
fied that the top rate is too high. Mr. Henel had different reasons 
for it. 

Now, that is the most agreement I can find. 

The Cuarrman. Now, you are getting into particulars. I was not 
interested in seeing whether we could get agreement that this partic- 
ular distinction should be eliminated. That we will discuss later on 
with subsequent panels. But we have agreement this morning on the 
part of all of them that our present situation is not what we want for 
the future and they suggest to us that in striving to improve our tax 
laws we try tomake them simpler, that we try to make them fairer, that 
we try to make them more compatible with the economic need of the 
future. 

Mr. Mason. 

Mr. Mason. I have this observation to make: 

We have been provided with a three-volume compendium of theses 
by tax experts and we have been given 5-minute extracts of those 
theses. 

They constitute a postgraduate course in taxation, a comprehensive 
one, that I feel I should pay for the privilege of getting instead of 
being paid for attending these meetings because as a man who has had 
a little contact with taxation over 50 years, I can realize what this 
means. 

When one of the panel says “There are angles in here that I did not 
know about or did not comprehend before,” I want to say that there 
are many angles here that I do not know about. 

You have been furnishing us with a very complicated analysis of 
the problems and the inequities and the loopholes of our tax system. 
My digestive apparatus cannot absorb and digest it immediately. | 
_ will have to ponder over these things before I can ask any intelligent 

questions about it, but I want to say this: 
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You are all agreed that our tax system is not fair in the overall pic- 
jure and more fairness is desirable, that our tax picture is a very com- 
plicated tax picture and more simplicity is desirable. 

From our standpoint one of the fundamental things we have to con- 
jder is to raise enough revenue now to meet expenditures and do it 
rith the least possible impact or detriment to our economic life and to 
wir people alk that is where the pinch comes, is to raise the necessary 
rvenue and do it with the least possible detriment. 

That is quite a complicated problem. That is all, Mr. Chairman. 

Mr. Byrnes. I would like to make one comment. 

The area of agreement with respect to the need for equity and fair- 
wss and simplicity does not come with any great shock to me. 

My mail has not indicated any general satisfaction in any of these 
weas, and I am not surprised we find dissatisfaction here. 

The CuamrMan. I am sure that your mail is like mine. 

Mr. Baker. 

Mr. Baxer. Mr. Chairman, the entire field, of course, is going to be 
gne into. I was a little surprised that at least in discussing tax re- 
iorm generally apparently no reference was given to section 501. 

It may be in the printed volumes. I am talking about tax exempt 
wrganizations. Has anyone commented on that in his thesis? 

Mr. Maatiu. It is in the compendium, sir. At a later point I think 
you are going to spend a whole day on tax exemption. 

Mr. Baxer. I know there is to be, but in neither summary was that 
ield mentioned here this morning. 

How much money is involved in that field, Mr. Magill? The whole 
ield, corporations, trusts, foundations. 

Mr. Maeitt. That is certainly one item that deserves very intensive 
study. I presume the reason it was not spoken of this morning is 
eause we had other, if I may say, more general points which we 
wished to make, but it certainly is a subject which will need your 
intensive consideration. 

Mr. Baxer. Well, there was a little bit mentioned. Can anybody 
ill me about how much money is involved in that whole field? 

Do you know, Mr. Magill ? 

Mr. Maeriu. I don’t have a figure in mind, sir, but the properties 
_ endowments of tax-exempt organizations must aggregate billions 
a dollars. 

_Mr. Surrey. I might say that Mr. Peckman’s figures on property 
income of nonprofit organizations show $700 million as the base, and . 
hot the tax. 

Mr. Baxer. That is $700 million ? 

Mr. Surrey. Yes. You are dealing now with universities when you 
talk about nonprofit organizations. You are dealing with churches 
ind tax-exempt organizations, and so on. 

Mr. Mason. That is just on property taxation ? 

Mr. Surrey. No, income from property. That includes dividends 
ind the like, 

Mr. Baxer. Well, that is under 501(c) there. That lists various 
irganizations there such as labor, agriculture, and business organiza- 
tions and fraternal societies and clubs. I would think surely it would 
Spillane and billions of dollars of income, and surely not $700 
million. 
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Mr. Surrey. In a good many of these organizations, the major part 
of the income comes from dues. If you are going to count that as 
income you would have one figure, and if you were not to count that 
as income you would have another figure. 

Mr. Baxer. I am not putting my finger on anything in particular, 
I go back to section 1 of the code, and you levy a specific tax on indi- 
viduals. If you go to section 2 you levy a specific tax on corpora- 
tions. Then, of course, we start taking away from that base, but 
that is the base. We have deductions, and we have exemptions and 
mostly we have talked about deductions here this morning, as I gather 
it, such as depletion and tax on dividends and various things. I am 
talking about what Congress has made wholly exempt away from 
sections 1 and 2. 

It seems that that ought to be a field that should be gone into most 
seriously and probably to some extent. Taking an illustration, the 
Ford Foundation, to reach up there and get one, how much money is 
involved in that ? 

Mr. Jacony. I think that is about $50 million a year. 

Mr. Srer. Their annual income from investments is of the order 
of $90 million a year. 

Mr. Baxer. That relates to investments only, of course. Well, this 
isn’t the time, of course, to go into specific things, but that was a 
generality with me, that when you impose a tax on individuals and 
corporations in the first two or three pages of the code, then we have 
all the rest of the code taking away. It seems like the first thing that 
you ought to study is what is completely exempt, and then partially 
exempt, and then deductions and the like. Certainly that would be 
immediately reflected in rates. 

The Cuarrman. Mr. Alger will inquire. 

Mr. Ateer. Mr. Chairman, at a time when we are locked in world 
ideological warfare with that half of the world that believes in taxing 
each according to his ability to pay, as Mr. Henke pointed out, and 
giving to each according to his needs, I would very much like an ex- 
change of viewpoints between the gentlemen present here. I think 
any study of tax laws is unrealistic until that is done—how far we 
go in maintaining a private enterprise free market system, or man- 
fully and realistically accept this doctrine “from each according to 
his ability, to each according to his need.” 

From where I sit, it makes any agreement between us illusory until 
that principle is debated, not that that will be the subject of this hear- 
ing. In deference to the combined brilliance of the men here, I cer- 
tainly would appreciate if I could get more information on this sub- 
ject which Mr. Henke really put his finger on. He said we have got 
to restate our belief that taxes have got to be taken on this basis of 
ability to pay. Then, if you follow that to a logical conclusion, ob 
viously 91 percent isn’t too high a bracket, and total confiscation above 
$25,000, as President Roosevelt requested, might be justified, follow- 
ing it logically. I just throw that out, Mr. Chairman. It is something 
that has troubled me deeply, and I hope you will accept in that light. 
I am very troubled about trying to resolve in my own mind which 
way we are going to go, free enterprise, or take this “to each according 
to his needs.” 

The Cuamman. One of the primary objections to existing law, ! 
think, Mr. Alger, is that it doesn’t always permit the free market 
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wperations to make the decisions. I know some very good tax counsel 
that tell me that before individuals could make a move on certain 
xeasions and under many occasions they have to consult the tax law 
rst. That is one of the first things that we are looking at here in 
these discussions. 

Mr. Snzep. Mr. Chairman, I would like to say that I lave a good 
ial of sympathy for the remarks of Mr. Alger and for that reason 
[inserted my views about the tax system in the framework of my 
iliefs about the proper economic and social structure. 

Mr. Averr. I will make a point of studying that. 

Mr. Henxe. I just wanted to clear up any possible conception, Mr. 
(Congressman. ‘The thing that concerns me a little bit in, sur remarks 
syour feeling that the recent income tax laws substantially affect the 
jistribution of income in the United States. We have carefully 
yatched this particular problem and I just wanted to assure you that 
wen though the high rates in the tax schedule may seem oppressive 
orconfiseatory, they have had very little if any effect on the distribu- 
tion of income in the United States. The figures of the Department 
if Commerce show very clearly that in the last 15 years, the distribu- 
tion of income has remained approximately static. In other words, 
if you divide total income among the family units and arrange the 
family units from the lowest to the highest, you find as the Commerce 
Department has done, that the proportion of the total income going to 
the top fifth and the lowest fifth has remained roughly the same. 

Mr. Surrey. If I may add, Mr. Alger, we can all agree with you in 
general. I think what some of us are trying to point out here today 
the highly erratic nature of the contribution that people are called 
upon to make today to meet the goals of our society. If I am a per- 
wn that receives tax exempt interest, and that is where my income 
comes from, my rate of tax is zero percent. If Iam a person who has 
isalary in the high brackets, my rate of tax and my contribution to 
the society may be 80 percent or more. 

If my income comes from capital gains, my rate of tax is 25 percent. 

So it goes through a series of highly erratic rates. Thus take a 
married couple over the age of 65. ‘They can have property or stocks 
of $135,000 and pay absolutely no income tax, with an income of $6,100. 
lf that married couple receives their income from salaries, they will 
be paying a tax of $800. 

What we are saying is that in the problems our society faces today, 

you cannot have these erratic and irrational contributions made to 
lefray the expenditures of our society. That is what most of us are 
protesting. 
_Mr. Jacosy. I was not sure, Mr. Alger, what point you were seek- 
ing to establish in mentioning the Communist maxim. It should be 
pointed out, of course, that the official Russian economic philosophy, 
’s I understand it, is that they are in a phase of socialism. They 
haven’t yet reached communism, when the maxim you have mentioned 
ssupposed to go into effect. 

But in the interim, I believe it is very well established that the 
Soviet system of taxation has given such great importance to per- 
nal incentives. A far higher fraction of the aggregate revenue 
of the Soviet Government comes from sales and turnover taxes, a far 
maller fraction comes from income taxes, and such income taxes as 
they have carry a much lesser rate of progression than do ours. 
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Mr. Davinson. Mr. Chairman, pence | Mr. Alger’s question, I would 
like to make a comment. This probably relates to what Mr. Henle 
said. Nothing is good which does not work well. The problem we 
are dealing with is the problem of progression. We are trying to 
pretend that progression is a virtue when it is the source of all of the 
problems we are dealing with. Obviously, we can’t get rid of progres- 
sion, but our problem is to see if we can’t find a way to live with pro- 
gression, and obviously the lower we can get the rates the better able 
we will be to live with it. 

I would like to make one point because Mr. Henle referred to ability 
to pay in his paper. I would like to suggest to you, Mr. Henle, that 
“ability to pay” in its application actually reduced the worker’s ability 
to earn, because the worker’s ability to earn is based on capital, and it 
is progressive taxation which has done more than anything else to 
destroy the capital means for increasing and bettering the jobs that 
workers have. 

Mr. Lannino. If I may comment on the point that Mr. Alger has 
raised, I think it raises a question as to your assumption that the views 
of this panel are as uniform as you suggest. It may be true that the 
panel considers that there are large areas of unfairness in the code, 
but that word “unfairness” is a very large word and a very ambiguous 
word. 

Mr. Alger’s question puts a finger right on the basic differences 
here on this panel. Mr. Davidson, for example, feels that the pro- 
gressive tax is the essence of the unfairness. In my opinion, in the 
kind of democratic society that we have, we will always have a con- 
tinuing compromise and balance between the operation of a free econ- 
omy and the various forms of political democracy that have always 
been our ideal. Progressive taxation is a weapon for helping to attain 
that balance. 

That is why I suggest that one of the important things for this 
committee to do is to include very early in its studies an examina- 
tion into such points as what do we, as a country, consider to be the 
important standards of fairness. I do not see how you can write a 
tax revision except in such terms. 

The Cuatrman. Mr. Henle, you were trying to make a comment. 

Mr. Henue. Let me say this to Mr. Davidson: I certainly do agree 
that when we look at the workings of the American economy—and 
let me assure you that the American labor movement is as wedded 
and devoted to the ideals of the American system as any other group 
and I am sure you realize this—we see very clearly that the economy 
is an interaction of many different types of forces in our society. You 
particularly have emphasized the importance of capital, and it cer- 
tainly is true that the growth of capital has been an important factor 
in making our economy work and in its growth. 

Nevertheless, there are other factors. There is our educational sys 
tem and there is our whole effort by people individually and together 
as groups, to raise their incomes. Certainly insofar as making new 
investments is concerned, those who want to use capital productively in 
new investment have to look first to see if there is going to be a market 
for the particular product or service that they have in mind. That 
mass market which is unique here in America is something that has 
been built not just by people in upper income groups but it is some 
thing that has resulted because the income of all of us, from the lowest 


io the h 
indispe 
Mr. | 
ountry 
That 
Mr. ! 
The ¢ 
Mr. I 
the ame 
question 
ng opi 
you we 
way Vi 
amply 
apply 
isthe o 
So I 
nagres 
Mr. - 
ers of 
vould 
nembe 
on sale: 
isa she 
tax. I 
ship th 
group. 
avoidex 
I thi 
0pposi 
Mr. 
The m: 
that it 
have a 
policy. 
income 
be hea 
Mason 
20-per 
itis no 
Ith 
Mr. 
ing op 
of the 
admin 
also w 
think 
being 
incom: 
Ineom: 
ressive 
anyth 
trang 
4 





ty 


ity 
dit 


s to | 


hat 


has 
ews 


the | 


ode, 
ous 


nces 
DT 0- 

the 
‘on- 
“On- 
rays 
tain 


this 
ina- 
the 
te a 


ent. 
gree 
and 
ded 
‘oup 
omy 
You 
cer- 
ctor 


Sys- 
ther 
new 
ly in 
rket 
[hat 

has 
yme- 
west 


INCOME TAX REVISION 55 


the highest, has been rising, it is this mass market which is just as 
indispe nsable as capital. 

Mr. Baxer. I do feel that you represent the finest thinking in the 
ountry,, and do any of you recommend abolition of the income tax? 
That is repeal of the income tax? I want to be sure about that. 

Mr. Mason. Not one of those nine would recommend that. 

The CHatrMaNn. They are shaking their heads. 

Mr. Baxer. I take it that you are in agreement. We have to rely on 
he amendment to the Constitution, and if so I would not ask the next 
yestion, of what you would substitute for it. You might have differ- 
ng opinions on that. There is quite a school of thought growing, as 
joa well know in the United States, by people of the ability to do 
wway with the age-old story of “ability to pay,” and that it should 
imply be repealed and some other method or methods adopted to 
apply the requirements of the Federal Government which to my mind 
sthe only justification for a tax. 

So I suppose we could start out today with the theory that you are 
agreement on that. 

Mr. Lannine. I, of course, am in agreement with the other mem- 
irs of the panel, that the income tax should not be abolished. I 
rould like to add the point that the very fact that one distinguished 
nember of the panel points out that Russia puts a heavy emphasis 
msales tax and much less emphasis on a progressive income tax really 
sa sharp illustration of the democratic arguments for a progressive 
tx. Here is the most ruthless dictatorship in the world, a dictator- 
ship that is ruled by a very small clique in the interests of a very small 
moup. They haxe fixed upon a widespread sales tax, and they have 
woided a progressive income tax. 

I think the Russian example actually is a clear illustration for the 
»pposite point from that suggested by the dean. 

Mr. Baxer. I have one more question and then Iam through. 
The main objection has always been to a sales tax, as I understand it, 
that it hits too heavily the lower income people. That is the way I 
iave always understood it from the standpoint of economics and 
policy. Yet, as Mr. Magill so well pointed out, 87 percent of our entire 
income tax yield comes from that group of people. Would the burden 
be heavier by a larger tax at the manufacturers’ level, such as Mr. 
Mason has repeatedly advocated, and a consequent reduction in the 
0-percent bracket, and all other brackets? Would it be fairer than 
itis now ? 
I think it is going to the heart of the story when you get into that. 
Mr. Mason. I want to say that it is my observation that this grow- 
ing opposition to the income tax comes mainly not from the principle 
of the income tax but from the inequities and the lack of a proper 
idministration and so forth that has brought it into disfavor. I 
iso want to say this about your progressive income tax, that you 
think of a general sales tax applied at the manufacturers’ level as 
being a tax which does apply to the follow who has to spend his whole 
income for his family needs much more than it does to the upper 
income brackets. However, if you put alongside of that our prog- 
ressive income tax, one is a triangle and at the top there is hardly 
mything and at the bottom there is a great deal. The other is the 
triangle, upside down. Then you have what I call a well-balanced 
48820606 
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tax system, and the emphasis on either one without being on the other, | 


is certainly going to provide an unbalanced tax system. 

Mr. Jacozsy. I would like to clear up an apparent misconception on 
the part of one of my colleagues. I did not cite the characteristics 
of the Soviet fiscal system because I believe in them, but because the 


have obviously denied the application of their own principle of “from | 


each according to his ability, to each according to his need.” 

I oppose the Soviet system, and may I say explicitly that I would 
oppose any reduction in the reliance of our own fiscal system upon 
income taxation. The problem we face is not one of reducing the 


relative importance of income tax revenues in the fiscal system, but | 


one of reaching a simpler and more uniform and more equitable ap- 
plication of that tax that will produce about the same amount of 
revenue. 

Obviously, when we are taxing only 35 percent of the personal in- 
come of our country, according to the Department of Commerce esti- 
mate, the opportunities for making great progress in that field are 
very large. 

Mr. Davinson. Mr. Chairman, I didn’t want to let this section go 


without answering Mr. Henle again. It seems to me that he has 


set. education off against capital formation. My impression is that 
the more capital formation you have, the richer and better and stronger 
financed educational system you will have. I don’t think that they 
are opposites, I think they are one and the same thing. 

He did bring in the question of purchasing power. It seems to 
me that our very problem today is that we have had the ascendency 
of the purchasing power theory for 30 years, and we have inflation 
and we haven’t had enough capital and we haven’t had enough 
growth. At this period in our history, certainly the need is to re 
verse that emphasis and put the emphasis in terms of increasing pro 
duction which must precede consumption. 

The Cuarrman. Are there any further questions? 

Do any of you gentlemen have a question of one of the other mem- 
bers of the panel ? 

Are there any further questions by members? 

If not, the hearing for today is concluded, and the committee will 
reconvene in the morning at 10 o’clock. 

(Whereupon, at 12:40 p.m. the hearing was recessed, to reconvene 
at 10 a.m., Tuesday, November 17, 1959.) 
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yAJOR OBJECTIVES OF AND GUIDES FOR TAX RE- 
FORM—THE RELATIVE ROLE OF INCOME TAXES IN 
THE TAX SYSTEM: STATISTICAL ANALYSIS OF THE 
TAX BASE AND THE NATIONAL INCOME 


TUESDAY, NOVEMBER 17, 1959 


Houses or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D, Mills (chair- 
nan) presiding. 

The CuatrMAN. The committee will please be in order. 

This morning our topic is the relative role of income taxes in the tax 
ystem, and our panelists are Gerhard Colm, National Planning Asso- 
uation; Walter W. Heller, professor of economics, University of Min- 
wsota; Prof. William Fellner, Yale University; Prof. John F. Due, 
University of Illinois; Prof. William J. McKinstry, Miami Univer- 
ity; Mr. Ralph Robey, National Association of Manufacturers; and 
Mr. Robert Nathan, Robert Nathan Associates. 

Prof. Arnold C. Harberger, from the University of Chicago, who 
wntributed a paper to the compendium on this topic, is unable to be 
here. 

We appreciate very much having you gentlemen participate in the 
evelopment of the compendium, and being present this morning to 
sive us briefly a summation of your paper in the compendium, and to 
isk questions of yourselves and to answer questions propounded by 
nembers of the committee. 

We will recognize each member of the panel for approximately 5 
ninutes to summarize his paper. 

Mr. Colm, you are recognized. 


STATEMENT OF GERHARD COLM, NATIONAL PLANNING 
ASSOCIATION 


Mr. Com. Mr. Chairman, it is a great privilege to take part in this 
very interesting and ambitious enterprise of a reexamination of our 
lax structure, particularly of the income tax. 

In the paper prepared for the Ways and Means Committee, I have 
pointed out why I suggest that the committee give consideration to 
gent and important aspects of tax revision, although I do not believe 
that a drastic reform of the basic tax structure of the Federal Govern- 
nent is called for at this time. 

As long as no substantial overall reduction in revenues appears 
feasible, I doubt particularly that we could or should move toward 
dimination of the corporate income tas or its consolidation with the 
ndividual income tax. 

ol 
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I picked that out because I know other panel members have q 
different view on this point. 

While the corporate tax is not an “ideal” tax by any measure, ] 
advance three main reasons in this defense: 

1. The corporate income tax is now integrated into the existing 
price and cost structure; its elimination would create unjustified 
windfall gains. 

2. The corporate tax—or rather, the exemptions and deductions 
from taxable profits—presents a forceful factor in promoting 
business research and development activities. 

3. A reduction in corporate taxes would necessitate adoption 
of other tax measures to make up for the whole or a part of the 
revenue losses. Surveying such possible substitute tax measures, 
it seems to me that they are likely to be more harmful from the 
aspect of economic impact and/or equity than the corporate 
tax. 

That refers particularly to proposals made on the adoption of a 
sales tax as a part substitute for the income tax. 

This skeptical view about the usefulness of a drastic tax reform is, 
however, no argument for postponing very important and overdue tax 
revisions. I am recommending in my paper a critical appraisal of 
all tax provisions which tend to narrow the tax base. I believe a 
broadening of the income and especially of the estate tax base would 
make possible some reduction in the top bracket rates of the individual 


income and estate taxes. This would reduce an annoying irritant 

and also increase the equity in the treatment of income receivers who 

can and those who cannot avail themselves of special tax provisions. 
On the other hand, I have warned against a policy which at- 


tempts to eliminate all special tax provisions. Individual and cor- 


porate income taxes permit some degree of adjustment to special cir- | 


cumstances, such as the number of dependents, extraordinary medical 
expenses, and so on. Special tax provisions also promote outlays for 
economically, socially, or culturally desirable purposes, such as out- 
lays for research, education, and philanthropic purposes. 

I think that I am the only one of the panelists whose papers | 
read who would be in favor of adding at Teast one item to the per- 
missible tax deductions; namely expenses for training and retrain- 
ing purposes. 

In some cases, tax provisions can promote social and economic objec- 
tives which might otherwise require more direct Government inter- 
vention. However, these national objectives are sometimes used 
merely as a rationalization for the pursuit of selfish interests. I dis- 
cuss in my paper the question of whether tax provisions should be 
used to encourage or discourage business investments depending on 
economic conditions. 

Such a tax mechanism may appear desirable in order to supplement 
the effects of changes in the interest rate which are not very effective 
in influencing business investments. I recommend that a study be 
initiated of the manner in which business investments can be influenced 
by tax provisions, but I do not propose adoption of such measures at 
the present time. 

I suggest that when in doubt, uniformity of taxes for taxpayers 
with the same income level is preferable to tax differentiation and that 
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gecial tax benefits should be maintained if that is the best available 
geans for supporting social or economic objectives. It requires a 
neat degree of integrity and wisdom to separate tax privileges which 
ye justified from those which are not justified in the pursuit of na- 
ional economic and social objectives, but tax revision cannot be suc- 
esful without facing up to this difficult task. 

The Cuatrman. Thank you, Dr. Colm. 

Our next panelist is Walter W. Heller, professor of economics at the 
[niversity of Minnesota. 


SATEMENT OF WALTER W. HELLER, PROFESSOR OF ECONOMICS, 
UNIVERSITY OF MINNESOTA 


Mr. Heiter. Mr. Chairman and members of the committee, it is a 
pleasure to participate in these hearings. 

My paper looks at the role of the income tax in terms of (a) its 
ihree basic functions and (b) the great variety of supplementary jobs 
ye have assigned to this tax. It questions the appropriateness of 
sing the income tax to carry the burden of these additional assign- 
nents. 

We have loaded a startling variety of jobs on the broad back of the 
Federal income tax. 

First of all, Federal fiscal policy relies on this tax above all others 
forthe three central jobs of : 

1. Placing resources at the Government’s disposal in a non- 
inflationary way ; 

2. Offsetting fluctuations in the private economy ; and 

3. Bringing the distribution of income more closely into line 
with public preferences. 

But beyond these three basic functions, we have also assigned the 
income tax a long list of chores aimed at particular economic and social 
ends, 

For economic ends, we have built into the income tax a series of tax 
idvantages and concessions: 

(a) To enlarge the flow of resources into particular industries 
or channels in pursuit of specific national policies, e.g., into do- 
mestic oil and gas exploration, presumably for national defense 
purposes, and into underdeveloped countries; for foreign policy 
purposes. 

(6) To help invigorate the competitive system, e.g., by tax 
stimulants to small business and cooperatives. 

(ce) To promote economic growth, e.g., through accelerated de- 
preciation, expensing of research and development costs, and 
preferential treatment of capital gains. 

Superimposed on tax differentials for economic ends are a host of 
ax reliefs to serve various social and humanitarian objectives. Each 
year, billions of dollars of indirect financial support in the form of 
axrelief are granted: 

(a) To the blind and the aged, via additional tax exemptions, 
retirement credits, and exclusions of social security payments. 

_ (6) To home owners, via exclusions of imputed rent and deduc- 
tions for mortgage interest and taxes. 

_(¢) To private religious, charitable, and educational institu- 
tions, via deductions for contributions. 
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(d) To veterans and servicemen, via exclusions of military pen. 
sions, subsistence allowances, terminal leave, and the like. 

(e) To victims of illness or accident, via medical expense de- 
ductions, and exclusions of sick pay and injury compensation, 

(f) To wage and salary earners, via exclusion of employer 
contributions to retirement, insurance, and welfare funds. 

(g) To the unemployed and indigent, via exclusions of unen- 
ployment compensation and public assistance payments. 

(h) To other selected groups and activities. . 

All these objectives are to be attained within the almost axiomatic 
confines of tax equity, simplicity, and neutrality. 

It cannot, of course, be done. We are forced to choose between: 

1. A reasonably fair, straightforward, and evenhanded income 
tax structure, and 

2. A structure that has been warped and weakened by the in- 
trusion of external demands which range from sincere attempts 
to accomplish legitimate public ends to crass pursuit of private 
tax advantage. 

In setting up an agenda for tax reform, we need to subject each of 
these demands on the income tax to two stern tests: 

1. Is the tax concession directed toward a legitimate public 
purpose ¢ 

2. Are income tax concessions the proper way to serve this pur- 
pose, given the revenue costs, inequities, and complexities they 
introduce ? 

Applying these tests will, of course, expose some tax preferences 
whose present day economic or social rationale is difficult or impossible 
to discern, let alone defend. 

Various capital gains features illustrate this category, e.g., nonreal- 
ization of gains at death; conversion of ordinary income into capital 
gains directly via definition—for example, coal and timber—or in- 
directly via depreciation on business personal property; and asysm- 
metrical treatment of banks’ gains and losses on securities. 

Tax evasion made possible by unnecessary gaps in administration 
is perhaps the most harmful and senseless inequity of all. One of the 
least necessary and most costly of all the erosions is tax evasion on 
interest and dividends. 

A simple system of withholding developed by the Internal Reve- 
nue Service and approved by this committee and the House of Rep- 
resentatives in 1951 could end this evasion overnight, adding nearly 
a billion dollars a year to Treasury revenues at trifling costs to tax- 
payers and Government. 

Temporizing with halfway measures when an easy remedy is at 
hand, and especially when wages and salaries are already subject to 
withholding, strikes me as difficult to comprehend and impossible to 
justify. : 

Turning to special income tax provisions aimed at legitimate social 
and economic goals, we may ask: 

Does it make sense to promote economic growth through income tax 
differentials ? 

Many students and policymakers in the field of taxation appear 
ready to canonize this objective and give it equal rank with equity 
and simplicity. 
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Before we proceed to entrench existing tax differentials or intro- 
jue new ones in the name of economic growth—before we range 
‘romotion of economic growth” side by side with “ability to pay”, 
sa protective shield behind which taxpayers seek special privileges 
yeneed to recognize the limitations of our knowledge concerning the 
gurces of growth and the precise methods of accelerating it. 

For example, recent findings of the National Bureau of Economic 
Research strongly suggest that investments in brain capacity through 
aducation and training measures may be considerably more important 
in bringing about national economic growth than investments in 
lant capacity. 

Within the limits of existing knowledge, the growth objective pro- 
rides more support for eliminating existing differentials than for 
ntroducing new ones. For whatever else we may say for or against 
sch tax concessions as percentage depletion, favorable capital gains 
ieatment, and generous tax-free reserves for mutual savings associa- 
tions, this much is clear: these tax preferences pull resources away 
fom the optimal uses to which they would be channeled by the free 
workings of the market mechanism, the optimal uses which yield 
maximum value output per unit of input, which is the royal road to 
xonomic growth. 

Even where the objective is defensible and the path to it is clear, 
wlatively few tax concessions can clear the remaining hurdles. Few 
lax concessions can meet the tests of — 

(a) Being narrowly limited to those who engage in the desired 
activity ; aaa 

(6) Stimulating more expansion of that activity than other 
Government programs which would grant equivalent financial 
advantages. 

Finally, even if the concession, taken by itself, is an efficient and 
fective means of achieving a valid economic objective, it still in- 
imdes upon the equity, neutrality, and simplicity of the income tax. 

At this stage, the battlelines are clearly drawn between the im- 
portance of the external objectives and the importance of repairing 
ind maintaining the internal integrity of the income tax. 

Tangible economic benefits of the tax concession must be balanced 
wainst the intangible costs of impairing the income tax structure. 

Not many preferential rovisions can survive the rigors of these 
slecessive tests as to validity of objectives, efficiency of means, and 
wst benefit balance. Yet they survive, and even thrive on, the rigors 
ifthe political process. Why is this? 

In part, the answer is a reasonable one from both a philosophical 
ind a practical point of view; subsidies in the form of tax concessions 
we self-administering, involve no expensive bureaucracy or human 
wror, and follow the traditions of a government of laws, not men. 

In larger part, however, the answer is reasonable only in terms of 
the path of least political resistance. The back door to Government 
ubsidies marked “Tax relief” is easier to push open than the front 
lor marked “Expenditures” or the side doors marked “Loans, guar- 
intees, and insurance.” 

Rather than run the gantlet of the Budget Bureau and the con- 
gressional Appropriations Committees, groups seeking subsidies turn 
o the taxing committees of Congress for Government support with- 
out Government interference. 
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The very groups that use this back door are often among the mos) 
insistent advocates of responsible and informed Government budget. 
ing. Yet here is a whole catacomb of Government benefits which are 
largely hidden from public view, let alone, periodic review. 

Once imbedded in the tax structure, the preferential provisions are| 
treated as inalienable vested rights, impervious to change in tax rates,! 
economic policy, and technology. 

The current Ways and Means Committee hearings are reassuring 
evidence, first of a willingness to challenge vested special interests 
on behalf of the long neglected general interest in taxation, second, of 
an appreciation of the advantages that will accrue to the economy 
as a whole by withdrawing special advantages from selected groups, 
and third, of a determination to maintain and strengthen the income 
tax as our fairest and most powerful fiscal instrument. 

Economic logic, tax justice, and the public interest are on the com-| 
mittee’s side. The crucial test will be to convert them into votes. 

The Cuarrman. Thank you, Professor Heller. 

Our next panelist is Prof. William Fellner, professor of economics, 
Yale University. 


STATEMENT OF WILLIAM FELLNER, PROFESSOR OF ECONOMICS) 
YALE UNIVERSITY 


Mr. Feiner. I would like to suggest that the problem of growth 
without inflation is the main problem of American economic policy. 
If we should be unable to develop adequate growth rates, the Com- 
munist bloc will gain economic supremacy ; and if we should be unable 
to reconcile our general price stability objectives with our growth 


objectives, our economy may have to be subjected to comprehensive 
administrative controls, with the result that we may lose a large part 
of our economic and social freedom. 

So I should like to ask myself the question here: 

How can tax reform promote growth without inflation ? 

I realize, of course, that decisions of this sort must at the end be 
based on value judgments and that economists should consider it their 
task to present and analyze problems rather than to pose as experts 
in making value judgments. What I am going to say subordinates 
other objectives to growth objectives to some extent, and while I do 
not believe that other objectives would suffer appreciably, it is not for 
the professional economist to express categoric views about the rank- 
ing of social values. 

I shall start with a suggestion concerning the general type of 
change in tax policy, which, I think, deserves consideration. Subse- 
quently, I shall make some explanatory observations which relate to 
the principles underlying these and similar suggestions. 

1. The following package of changes would on balance neither re- 
duce nor increase the Federal tax revenue by any appreciable margin: 

(a) Increase each exemption to which the taxpayer is entitl 
by $100—approximate cost, $3 billion. 
(6) Reduce each bracket rate in the individual income tax 
saerere by 15 percent of the rate itself—approximate cost, % 
illion. 
(c) Make the bracket rate subject to a ceiling of 50 percent— 
cost negligible. 
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(d) Levy a sales tax at the rate of 7 percent on approximately 
40 percent of the national “consumption expenditure,” excluding 
from the tax base foodstuffs, rent, and other items which are 
particularly significant in the low income budgets, but including 
into the tax base some services sold in “establishments”—approx1- 
mate yield, $9 billion. 

[think this would make the tax come out somewhere between what 
we Would call a sales tax and what one woulr. call a luxury tax. 

The idea so far is to substitute for part of the income tax burden 
jsales tax at a moderate rate, with a kind of selectivity that protects 
ielow income groups. 

This is what matters in the foregoing part of my suggestions. The 
pails serve merely the purpose of illustration. 

[ would like to add three more suggestions : 

(e) As the tax base and the potential tax revenue grow along 
with the GNP, use some of this potential surplus for reducing 
the corporate income tax rates in general—and, of course, use 
another part of the potential surplus for increasing growth 
oriented Government expenditures ; 

(f) Reduce the tax rate on reinvested profits below the general 
corporate rate, but with some provision which avoids creating 
incentives for an unduly high reinvestment ratio—for details see 
the panel paper which I submitted to this committee in September. 

(7) Last, but not least, attempt to reach agreement between the 
two major political parties concerning a gradual elimination of 
the farm price subsidy program which is a significant impedi- 
ment to a reasonable fiscal policy. 

2. This package of changes—or some similar package incorporat- 
ng the same general ideas—would increase incentives. It would pro- 
note savings and capital formation, and it would strengthen growth 
mends. 

The criticism that a package of this sort is antisocial would, I 
ink, be unjustified. Not even the standard of living of those low 
mome recipients would be reduced who, for some reason, might 
move wholly unable to respond to the incentives created by these 
hanges, provided that certain types of relief expenditure were in- 
mased to an insignificant extent. I am adding this because a relief 
hmily, paying no income tax, might occasionally have to acquire 
axed items. 

For details, I would again like to refer to the panel paper which 

submitted earlier. 

A comment should be added on the basic principles about which it 
Bhecessary to make up one’s mind in the appraisal of alternative 
higgestions. 

Economic theory teaches us that all taxes that can be used as a 
atter of practical policy introduce undesirable selectivity; in the 
aguage of the theorist, they all carry an excess burden. 
Inthe event of an income tax this undesirable selectivity manifests 
telf in the penalization of effort and risk taking and in the relative 
ubsidization of inactivity of the tax avoiding type of activity. 
ithe event of selective consumption taxes the undesirable selectivity 
Sin part of the same kind, and in part it expresses itself in the 
fnalization of certain uses of income relative to other uses. 
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These are undesirable selectivity effects, because they prevent the 
taxpayer from adjusting to the inevitable burden of the tax—that jg 
to the withdrawal of resources from him—according to his genuine 
tastes and preferences. 

These undesirable selectivity effects “push the taxpayer around,” g 
to speak, instead of letting him adjust in an optimum fashion. 

These undesirable selectivity effects are accepted largely because 
it is impossible to avoid them if we insist on a desired kind of sele. 
tivity ; namely, on protecting the less fortunate members of society, 

For example, in practice it is impossible to protect the poor without 
making it more difficult for people to get ahead economically, and 
without thus suppressing part of the free adjustment to tax burdens— 
namely, the adjustment through greater effort. 

But while undesirable selectivity is inevitable, since it comes ina 
package with desired selectivity, the kind of undesirable selectivity 
which we build into the tax structure is nevertheless a matter of 
deliberate decision. 

We cannot avoid pushing the taxpayer around, but we have a range 
of choice as to the direction in which we push him. 

My main point is that the present tax structure pushes the taxpayer 
too much in a direction which is particularly harmful for an economy 
whose main problem it is to develop adequate growth rates without 
inflation. 

The present tax structure pushes the public too strongly toward 
low-saving ratio, reduced risk taking and reduced useful effort—con- 
bined with increased tax avoidance effort. 

The package of changes I have submitted for consideration would 
push taxpayers less in these particular harmful directions, without 
reducing the desired selectivity of the tax structure—i.e., without 
hitting the low-income group. 

But, as I said in the beginning, the ultimate decision must depend 
on value judgments in addition to what an economist can say in 
his professional capacity. 

3. I will add briefly that I feel skeptical about the possibility of 
significantly reducing tax rates merely by closing loopholes. 

But, obviously, I would find it highly desirable to close as many 
loopholes as is possible, unless reasonable growth promoting measures 
were classified as loopholes. 

It seems to me also that major urgery on deductions would havea 
highly arbitrary impact; but here, too, I suspect that some adjustments 
might have a beneficial effect. 

In particular, I fee 1 that something should be done about busines 
expenses for entertainment and the like, although I would agree with 
what Mr. Pechman said in this panel paper that this would seem 
to be mainly a question of how Internal Revenue proceeds in this 
matter rather than a problem of additional legislation. 

But I do think something should be done about that aspect of the 
deductions problem. 

Thank you, gentlemen. 

The Cuarrman. Thank you, Professor Fellner. 

Our next panelist is Mr. John F. Due, professor of economics 
the University of Illinois. 
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STATEMENT OF JOHN F. DUE, PROFESSOR OF ECONOMICS, 
UNIVERSITY OF ILLINOIS 


Mr. Dur. Mr. Chairman, members of the committee, in terms of the 
bjectives of tax reform which have been established as the basis for 
ihis study, increased reliance upon commodity taxation cannot be 
rgarded as desirable, and reduced use of this form of taxation has 
substantial merit. 

Extension of excise taxes would increase the undesirable effects 
of this form of tax without gaining such advantages as a sales tax 
yould offer, and is not worthy of serious consideration. 

Any significant increase in reliance upon commodity taxation must 

take the form of a general sales tax or, as it is sometimes called, a 
general excise tax. 
To the extent that a sales tax replaced present excises, the discrim- 
ination inherent in an excise system would be lessened. Beyond this, 
the primary advantage claimed for a sales tax as a partial substitute 
for income taxation is the lessened effect upon incentives, particu- 
larly those for expansion of business firms. 

There is some possible validity, of course, to this argument. But 
there are two major questions about its significance. 

First, business expansion depends in large part upon volume of 
sles, and to the extent to which a sales tax curtails consumption more 
than an income tax, per dollar of revenue, the repressive effect of the 
siles tax on expansion may exceed that of an income tax. 

Secondly, and of greater importance, the greater adverse effect. of 
the income tax is primarily a product of the degree of progression 
of the income tax, not the use of the income basis, as such. 

If somewhat less progression in the higher brackets is regarded as 
desirable, either to lessen adverse incentive effects or in terms of 
quity, this result can be obtained by adjustments in the income tax 
itself, without the introduction of the basically inferior sales tax. 

The sales tax is subject to a number of inherent limitations. Not 
oly can the burden not be adjusted in terms of such factors as num- 
bers of dependents which affect tax capacity, but the tax discriminates 
against all persons whose circumstances compel them to spend rela- 
tively high percentage of their incomes, under the assumption that the 
tax is primarily shifted forward to the consumer in the form of higher 
prices. 

Older persons living off pensions, large families compared to small, 
and the lower income groups generally are subjected to relatively 
heavy tax burden. While higher income groups would still be reached 
by the progressive income tax, the sales tax would probably make the 
tax structure regressive for the large number of taxpayers subject 
only to the basic income tax rate. 

Tn part the tax may not shift forward, and thus it will rest in a 
discriminatory fashion on workers or the owners of business firms. 

One of the serious limitations of any sales tax is the indeterminable 
aid probably in large measure capricious distribution of tax burden 
imong various persons. 

In terms of economic effects, a sales tax would not produce reallo- 
tation of resources among goods to the same extent as an excise system. 
But there would be some effect, particularly because some producers’ 
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goods would almost inevitably be subject to tax, and some consumers’ 
expenditures would not be reached. 

A sales tax is administratively feasible, but would require an ex. 
tensive audit staff distinct from that of the income tax. 

A retail sales tax would have the largest number of taxpayers, but 
would avoid some of the troublesome problems of the manufacturers 
tax relating to taxable price and other questions, as well as the hidden 
character of this tax and the possible pyramiding. 

One of the most significant arguments against a sales tax is the en- 
trance of the Federal Government into the chief tax field of the States, 
This intervention would, in effect, occur even if the Federal Gover. 
ment placed the tax at the manufacturing level. 

In several respects the Federal tax structure would be improved by 
reduced reliance on excises—outside of those employed to finance the 
Federal highway program. These taxes are discriminatory against 
individuals on the basis of consumption preferences and against firms 
in the industries involved, and produce misallocation of resources of 
a form likely to be objectionable. 

Several of these levies are probably as regressive as a general sales 
tax. 

Careful reappraisal of the excise tax structure is necessary to select 
those which are most objectionable. Even casual observation sug- 
gests one obvious candidate for repeal, that on passenger transporta- 
tion, in the light of the difficulties of insuring adequate public passer- 
ger transport and of the need for mitigating highway congestion. 

In conclusion, sales and excise taxes are relatively crude methods of 
raising tax revenues, ones which conform to a much lesser extent to 
usual standards of taxation than income and other levies. 


Extension of their use would lessen the overall equity of tho Fed- 
eral tax structure and encroach on primary State tax sources, and is 
unnecessary to avoid ete adverse effects of the present income tax 


structure, which can be eliminated by income tax reforms. 
The Cuatrman. Thank you, Professor Due. 


Our next panelist is Prof. William J. McKinstry, professor of 
economics at Miami University. 


STATEMENT OF WILLIAM J. McKINSTRY, PROFESSOR OF 
ECONOMICS, MIAMI UNIVERSITY 


Mr. McKinstry. Mr. Chairman and members of the committee, that 
there is an undercurrent of dissatisfaction with the present system of 
Federal income taxation is generally agreed. 

Questions about the specific sources of this feeling, and its extent, 
command somewhat less agreement, however. 

The most frequently raised questions regarding Federal income 
taxes seem to fall into two categories: Economic effects, and fairnes. 

Ultimately, these are not exclusive categories, because every ec 
nomic effect involves distributive consequences, and every value judg: 
ment about economic effects necessarily involves questions of distribt- 
tive justice. 

Nevertheless, it is useful to separate them for purposes of discussi0l. 

The chief questions raised about the economic effects of Feder 
income taxes center around their impact on incentives to work and 
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invest. Economic theory leads one to expect that decisions in these 
yeas Will be distorted in favor of leisure and smaller investment out- 
ys) Such empirical investigation as has been done on these prob- 
jms, however, has been remarkable for showing the absence rather 
than the presence, of these effects. 

The lack of evidence of damage to work incentives probably must 
be explained in terms of important motivational factors of a non- 
eeunlary—and thus nontaxable—nature, which are not sufficiently 
weounted for in theory. 

A good case can be made that the typical large income recipient in 
or society is peculiarly subject to some of these: Professional and 
yeial standing; institutionalized emoluments; power and authority ; 
aeative satisfaction, et cetera. 

This does not mean that pecuniary incentives have ceased to operate, 
orare even relegated to a minor role in our economy. 

It is intended simply as a plausible explanation of empirical findings 
it the level of posttax income now enjoyed by upper Feicoet income 
receivers. 

The effects of present income taxation on personal and corporate 
investment are also frequently exaggerated. A growing institutionali- 
ution of investment decisions may well have countered the effect of 
lower posttax returns on willingness to invest. 

However, high bracket personal and corporate rates probably have 
hit saving disproportionately hard, with a resulting modest curtail- 
nent of investment and the rate of economic growth. 

Whether or not this effect is undesirable depends on how we value 
present consumption and military outlay levels as against the possi- 
bility of raising real output in the future. 

Questions of how equitable is the distribution among persons of 
the burdens of taxation under the Federal income tax structure are 
the basic ones, and at the same time, the most difficult to face. The 
canons of good taxation provide only the most general guidance in the 
arch for tax equity. 

We may agree that similarly situated persons should be similarly 
taxed. But the complexity of our present tax laws reflects our diffi- 
culties in defining which are essential, and which irrelevant, aspects 
of personal situation for tax purposes. 

_ The usefulness of principles of taxation is limited by our ability to 
interpret conditions in our time and place in their light. It is too 
much to expect that a single criterion, income, is capable of specifying 
imiarity of situation adequately. But discriminating provisions of 
taxlaws should be undertaken with great care and reviewed frequently. 

The question of how differently to treat persons not similarly situ- 
ited directly involves the degree of progression in present tax law, 
vhich is coming under increasing attack from some quarters. 

The question may be put simply: Should high income persons— 
prominent among whom are the owners and managers of American 
lusiness, and certain professional and technical groups—receive a 
fanger share of disposable personal income than they now do? 

Several considerations bear on any answer: 

(a) Considerable inequality exists today even after taxes; 
(b) The present pattern of Federal, State, and local finance as 
a whole has an impact that is only moderately progressive, and 
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any substantial cut in top effective rates—and I emphasize “effy. 
tive”—of the individual income tax will be prominently reflected 
in this pattern ; 
(c) Alternative revenue sources already involve Federal-Stat, 
overlapping, and State pressure on these sources is increasing; 
(d) Property income, which rises in relative importance in the 
higher brackets, already is accorded favorable tax treatment. 

These are considerations which, in my opinion, should limit—though 
not necessarily preclude—any cut in top bracket effective rates at the 
present time. 

Of the various revenue sources alternative to the personal income 
tax, I should like to comment briefly on one, the Federal estate tax. 

Almost every tax reformer stresses the strengthening of this tar, 
usually by raising at least some bracket rates, and almost always by 
lowering exemptions, since the addition of substantial revenue js 
heavily dependent on the latter. 

One set of difficulties with extended use of this alternative is the 
conflict with the States that it entails. State authorities claim of his. 
torical and legal priority in the field is frequently dismissed as trivial. 
But the use by States of the legal system effecting property transfers 
at death as a part of the tax collection process, while justly criticized as 
inefficient, probably effects real economies in collection of transfer 
taxes from small estates. 

On the other hand, extension of the very complex Federal estate tax 
to smaller estates would probably necessitate a disproportionate in- 
crease in administrative burden. 

In any case, the States now seem more determined than ever to 
seek Federal withdrawal from the death tax field. 

As a matter of long-range social policy, the wisdom of lowering 
estate tax exemptions 1s open to question. A growing economy, char- 
acterized by private property, must have some means of transferring 
ownership of its increasing wealth from one generation to another. 
The bequeathing process, to which many observers attach little, if any, 
social value, has a constructive role to play here. 

To seriously impair this process at the lower wealth levels means 
that the pecuniary states of the market must become larger at a time 
when they seem to be losing motivational force. ; 

As America’s wealth grows, the systematic encouragement of wide 
spread small centers of economic power would have certain salutary 
effects. It would work toward providing persons and families with 
a degree of insulation from market processes. It would work in the 
direction of relieving Government of the burden of redistributing 
incomes. It could serve to counter the present tendencies toward large 
concentration of economic power in public as well as private hands 

Wise special policy may, therefore, call for an increase rather than 
a cut in the estate tax specific exemption. 

The Cuarrman. Thank you, Professor McKinstry. 

Our next panelist is Mr. Ralph Robey, National Association of 
Manufacturers. 
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STATEMENT OF RALPH ROBEY, NATIONAL ASSOCIATION OF 
MANUFACTURERS 


Mr. Rosey. Mr. Chairman, members of the committee, I have sub- 
nitted a quite brief paper. I hope the points I have made there are 
reasonably clear. 

I shall briefly summarize those points and, with your permission, 
bring in a little additional material. 

First, in the hearings yesterday there were numerous references to 
Russia. 

As all of you know, Mr. Allen Dulles, Director of the Central In- 
tlligence Agency, testified last Friday before the Joint Economic 
(Committee and compared the relative economic growth rates of Russia 
ind the United States. His conclusion was anything but comforting 
ind I should like to submit for the record the account of his testimony 
carried in the New York Herald Tribune. 

It is worthy of most careful consideration. 

The CuatrMAN. Without objection, it will be included in the record. 

(The document referred to follows :) 


[From the New York Herald Tribune, Nov. 14, 1959] 
Russia SEEN NEAR U.S. LEvEL sy 1970—CIA Heap Cires Economic GaINs 
(By Warren Rogers, Jr.) 


WASHINGTON, D.C., November 13, 1959.—Allen W. Dulles, Director of the 
Central Intelligence Agency, warned today Russia may come dangerously close 
toequaling America’s economic level by 1970. 

He said this will happen if Soviet industrial growth continues at twice that 
if the United States and if America does nothing to make a substantial leap 
forward in its economy. 

Mr. Dulles said Soviet Prime Minister Nikita S. Khrushchev is preaching 
‘eaceful coexistence” for the express purpose of catching up with America 
economically. 

GROWS 8 PERCENT A YEAR 


Ina frank and sober survey of the Soviet economy, Mr. Dulles was far more 
essimistic than any American official has been in previous official estimates. 
He declared : 

‘If the Soviet industrial growth rate persists at 8 or 9 percent per annum over 
the next decade, as is forecast, the gap between our two economies by 1970 will 
dangerously narrowed unless our own industrial growth rate is substantially 
increased from the present pace.” 

Mr. Dulles testified before Congress’ Joint Economic Committee, whose House 
id Senate members are making a detailed study of the Soviet effort to replace 
dmerica as the world’s foremost industrial power. 


PRODUCTION AND LIABILITY 


Mr. Dulles pictured America’s phenomenal production of consumer goods and 
“vices as a liability in this race. He said they “add little to the sinews of our 
uutional strength,” adding : 

“Hence, neither the size of our respective gross national products nor of our 
‘spective industrial productions is a true yardstick of our national power posi- 
tons, The uses to which economic resources are directed largely determine 
le measure of national power.” 

These comments were interpreted to mean that, even if America remains ahead 
it Russia in total production and industrial growth, the two countries may 
ttually be equal in national power. 
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He noted that Russia, with total production only 45 percent that of the 
United States, already possesses a “military effort, in terms of value, roughly 
comparable to our own.” 

Mr. Dulles said a number of myths about Russia’s economy needed to be 
exploded. These, he said, included : 

1. That “there is nothing unique about Soviet industrial progress.” He gaiq 
it cannot be compared with America’s early industrial growth because that was 
achieved under highly favorable circumstances. Russia, he said, did it despite g 
devastating war and internal political turmoil. 

2. That much postwar Soviet growth came from looting plants in Manchuria 
and East Germany. He said this provided only small benefit since wartime logseg 
exceeded such gains. 


3. That espionage and importation of foreign technical experts was “of crucial 


” 


importance.” He said this helped in early stages, such as in missiles and atoni¢ 
energy, but “played a relatively minor role” in the total picture. 


GAINS GREATER THAN UNITED STATES 


“They have gained much more in the overall industrial field,’ Mr. Dulles said 
“from the acquisition and copying of advanced Western models of speciali 
equipment.” 


Mr. Dulles said his agency estimates total production in Russia has grown 
at the yearly rate of 7 percent during the 1950’s. He said Soviet industria 
growth has increased during the same period at between 9 and 10.5 percent. 

The rate of American growth in both economic fields has been half as much 
since 1950. 

“The Communists are not about to inherit the world economically,” Mr. Dulle 
said. “But while we debunk the distortions of their propaganda, we shoul 
frankly face up to the very sobering implications of the Soviet economic program 
and the striking progress they have made over the last decade.” 

Mr. Rosey. Secondly, I should like to state a few of my basi 
beliefs, since these form the groundwork on which I approach the 
tax problem. 

I believe, as you intimated yesterday, Mr. Chairman, that a tas 
system should be designed for revenue purposes and only revenue 
purposes. I believe that the tax system should be designed with : 
view of obtaining as nearly stable revenues as possible. 

In other words, I do not favor either compensatory spending or 
compensatory revenue system. This does not mean that the budge 
will be balanced every year, but that should be the goal. 

I believe that the growth of Government is at the expense 0 
growth of the private economy. 

ar ere expenditures therefore should be held as low as pos 
sible. 

I do not believe that taxes can or should be used to encourage busi 
ness activity. The goal should be to keep taxes from hindering eo 
nomic growth and business activity to the greatest possible extent. 

I believe basic income tax rate reform should have a clear priorit 
over everything else in the field and I do not think it necessary t 
have a study of indefinite duration before we start on the task 0 
such rate reform. 

I am not in favor of shifting the present tax burden in the sels 
of having some groups pay less and other groups pay more. 

The proper basis for tax reform in my judgment is to use fl 
increased revenues that will come from economic growth for a redu 
tion of income tax rates. This reduction should be from the lowed 
to the highest rates. 
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I do not believe that closing so-called loopholes is as important as 
tx revision and I think a lot of things are called loopholes that are 
jothing of the kind. 

We should make a clear distinction between loopholes and what 
ny secretary calls ratholes. The ratholes should be closed, of course, 
but that perhaps is more a problem of tax administration than it is 
oftax law. 

Finally, I believe that the Nation today has a serious shortage 
of venture capital, in fact, of all kinds of capital, and that this can 
te corrected only by tax rate reform. That more capital will be 
necessary for more rapid growth is too evident for argument. 

Now, the main points of my paper are: 

1, That we are placing too much reliance on income taxes: They 
urrently provide about 81 percent of Federal budget mein, sae 

2. Our personal income tax rates are too progressive: There is no 
justification during peacetime for having a rate as high as 91 percent. 
The difficulty, however, is not just the rates on the higher income. The 
rates in the middle and lower fensiaets also are too high. 

3. The best possible method for broadening the income tax base is 
wonomic growth: Taxable income increases about 50 percent faster 
than personal income. The present system of excise taxes is dis- 
eriminatory and inequitable. It should be replaced by a uniform ex- 
cise tax at the manufacturers’ level. Such a tax would not be im- 
posed for the purpose of raising an additional amount of revenue. 
Its imposition would be for the sole purpose of eliminating the pres- 
ent hodgepodge. 

{, Compensatory spending, whatever the appeal may be, simply 
does not work in practice. All it does is create larger deficits in 
periods of business recession, and never results in major surpluses 
during periods of prosperity. 

Finally, since we need stability of revenue, we should not consider 
the introduction of anything which would tend to increase instability. 

Splitting the first bracket would be a move toward greater in- 
stability and in terms of revenue it probably would be so expensive 
that there would be no leeway for the pressing necessity of reform 
in the remainder of the brackets. 

The Cuatrman. Thank you, sir. 

Our next panelist is Mr. Robert Nathan, of the Robert Nathan 
Associates, in the city of Washington. 


STATEMENT OF ROBERT NATHAN, ROBERT NATHAN ASSOCIATES, 
WASHINGTON, D.C. 


Mr. Narnan. Thank you, Mr. Chairman and members of the com- 
mittee. 


7 This paper has been submitted by myself and Mr. Edward Hol- 
ander. 

I will present a brief summary on behalf of both of us. 

The discussion which I present today concerns itself with a matter 
which may not appear to be immediately germane to the hearings 
before the committee, but I think it is very germane to consider the 
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relationship of Federal to State and local taxes and how revisions 
and changes in Federal taxes will affect this relationship. 

Briefly, it is my feeling that the progressivity or the principle of 
ability to pay, which is inherent in the Federal tax system today, js 
probably our most important single built-in stabilizer in terms of fyl- 
filling the Employment Act of 1946. 

With a more than proportionate rise in revenues as our national 
income increases and a more than proportionate decline in revenue as 
our national income declines, our progressive and responsive Federal 
tax system serves as a potent counter cyclical influence. 

It seems to me that we are in danger of losing the impact of this 
built-in stabilizer as a result especially of the shift in the relative 
importance of Federal revenue downward and of State and local 
revenue upward in our total tax revenue receipts in the United States, 
It is clear that while the Federal tax system is principally a progres. 
sive one in which corporate and individual income taxes account for 
the overwhelming proportion of the total revenue, State and local 
revenues depend largely on the more regressive or less responsive 
property and sales taxes. 

As a matter of fact, seven-eights of local revenues come from prop- 
erty taxes and something like 60 percent of the State revenues are 
sales or excise taxes. 

For combined State and local taxes together, roughly 70 percent 
fall in the property and sales categories. 

Now, the problems of the State and local taxes are threefold: 

First, and most important, there is an absence, in substantial meas- 
ure, of the progressivity and the relationship of ability to pay and 
the responsiveness in State and local taxes which are necessary ; 

Second, there is really no clear correlation between the incidence of 
need or demand for increasing public services on the one hand and the 
tax resources or tax bases on the other, among the States and localities; 
and 

Third, there has been an increasingly serious development of com- 
petition between States and in some degree between localities in terms 
of tax burdens and tax incentives. 

Now, there are various techniques whereby the Federal Government 
has helped to overcome the serious financial difficulties of States and 
localities in financing their essential programs. We have had tax off- 
sets such as the unemployment compensation system, tax credit such as 
the death tax system, and by the way, we have had an assumption of 
responsibility by the Federal Government for certain services which 
one would normally regard as falling within State and local responsi- 
bility, in large measure because the States and local units have not 
been able to finance their enlarged requirements. 

In view of these general circumstances, some technique must be de- 
vised to make available to States and localities access to the kinds of 
tax resources available to the Federal Government. 

In our paper we have proposed that a method be adopted whereby 
a credit be given against the Federal income tax for State or local 
income taxes. 

As we all know, at the present time State and local taxes are deduc- 
tible in computing Federal tax liability. It is our proposal that what 
should be done now is to allow credit against the Federal income tax 
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for State and local taxes, a direct credit at the bottom of the income 
tax return. 

This, of course, would have many consequences. First of all, it 
yould provide a strong encouragement to States and localities to rely 
increasingly on income taxes, 

Secondly, of course, we must recognize that this means that some of 
the funds otherwise received by the Federal Government would be 
taken by the State and local government. 

It is obvious that States and localities would take all they could 

ssibly divert from Federal channels and it would be necessary to 
stablish limits in terms of so much per taxpayer or some limited 
percentage of Federal revenue for each taxpayer. 

We have proposed in this paper three different alternatives: One 
ilternative is that a credit be allowed up to a limited percentage of 
the Federal income tax liability. For example, no individual might 
le given a credit for more than 10 percent of his Federal income tax 
lability. 

Or no individual might be given a credit for State or local income 
taxes beyond, say, $100 per person, or $200 per person. 

A third alternative would be to allow a sliding percentage, say, of 
the first $100 of income tax liability to the Federal Government, he 
may be allowed up to 20 percent credit for State income taxes, and 
for the next $400, 10 percent, and so forth. Techniques for applying 
apractical arrangement can certainly be formulated. 

Principally, in my judgment, such a program would result in giving 
to States and localities an opportunity to provide the services that 
the people desperately need, and the taxing system would inure to the 
general benefit of our entire economy. 

Just one final sentence: I would hazard a forecast that short of any 
change in the international security situation in the next 2, 3, or 4 
years, there is likely to be a Federal income tax reduction of some kind 
wranother. That would be most unfortunate. If we reduce Federal 
income taxes and just let the States struggle for themselves and face 
inreasing financial difficulty in meeting the demands for services by 
the citizens, we will be inviting economic chaos and widespread frus- 
tration among our lower political jurisdictions. 

We will end up inevitably with a much larger assumption of re- 
sonsibilities for these essential public services by the Federal Gov- 
emment and that would be undesirable. 

The Cuarrman. Thank you very much, Mr. Nathan. We regret 
that Mr. Arnold C. Harberger could not be here this morning. 

Let me ask just a few general questions, if I may, of the panel before 
recognizing other members of the committee. 

Iam not certain that I understand from a reading of the papers 
your precise answers to some of these questions that I have in my own 
mind. 

It is for that reason that I am asking them. I think I understand 
from Mr. Robey’s paper and discussion his answer to my first 
question, but I do not know that I understand it from the others. 

Let me therefore propound the question : an 

Should we rely more or less on income taxes of individuals and cor- 
porations to meet future revenue needs than we do at present? 

If less, what other tax sources should we have? If more, what taxes 


can be deemphasized ? 
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Dr. Colm, would you give me your opinion ? 

Mr. Cotm. Mr. Chairman, I would say that I did not propose q 
major change in the tax structure which means in the relationship 
between the various sources of revenue for the Federal Goverp. 
ment. 

I would think that in the process of economic growth the income 
taxes may grow more than the excise taxes. I would not use that jn- 
crease in here, as some others have proposed, for a very substantial 
reduction in rates because—I am sharing the view expressed by Mr. 
Nathan, assuming no increase in national defense expenditures—we 
may have a surplus of the Federal Government and a very critica] 
financial situation at the State and local level. 


I think that perhaps some part of the increasing yield of the Federal | 


income tax one way or other should be shared with the State and local 
governments even though I do not want to commit myself to particular 
alternatives proposed by Mr. Nathan. 

I think there are others which also deserve consideration. 

My answer to your question is that I would not substitute any new 
tax, either a sales tax or a uniform excise tax, for part of the income 
tax at the level of the Federal Government. 

The Cuarrman. Professor Heller? 

Mr. Hetzer. Mr. Chairman, in general, I would like to associate 
myself with Mr. Colm’s answer; namely, that our reliance on the 
income tax would naturally grow with economic growth and that 
if there should be an occasion for stepping up our revenues, our ability 
to use the income tax would depend in part on whether we restore the 
base of the tax and reduce some of its discriminatory provisions so 
that we can at the same time lower the entire rate structure and im- 
prove its incentive impacts. 

If we were to do that, the income tax would become a measure on 
which we could much more reliably depend for additional revenue 
without distorting economic effects. 

Insofar as the choice between income tax and sales tax is concerned, 
I would associate myself in general with the position that Mr. Due 
has expressed. 

Finally, as additional revenues are generated by economic growth, 
it seems to me there are pressing uses for these revenues both in sup- 
port of State and local functions, as Mr. Nathan has proposed, and 
in support of investments in human capital which I think we are 
underemphasizing, so that tax reductions per se—that is, net revenue 
reductions from our tax system—should take a rather low priority. 

The Carman. Professor Fellner? 

Mr. Feiner. Mr. Chairman, I do not think that I should try to 
suggest an ultimate judgment which has to be a political judgment n 
this matter, but I think I would like to argue that reliance to some 
extent on sales taxes, with the appropriate exemptions for items that 
are particularly important to the low income segments would create 
incentive and would be a growth promoting measure. 

In other words, if we could substitute some sales tax burden for the 

resent income tax burden, whatever the disadvantages of that might 

, [ think this would be a growth promoting measure and for two 
reasons: 

In the first place, because savings would be exempted. 
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Now, one might say that a very sweeping statement to this effect 
night not be justified because savings to some extent stand for post- 

ned consumption and if they are valued in view of the possibility 
of postponed spending on taxed items, then to that extent one might 
ay that savings are not wholly exempted, but, nevertheless, savings 
sould receive preferential treatment, under a sales tax of this sort. 

Also, I believe that incentives would be increased because the psycho- 
pgical weight of a tax burden that the taxpayer has to meet only if he 
gends on certain commodities, but does not have to meet if he does 
jot spend on those commodities, and he can always change his mind 
ibout his spending pattern, the psychological burden of such a tax I 
think is smaller than that of the tax which is collected unconditionally. 

Therefore, if we do wish to place the main emphasis on these 
mowth objectives, on growth without inflation, then I do feel that 
nore reliance on certain types of sales taxes and somewhat lessened 
reliance on income taxes would be a useful measure. 

But in the end this is a matter of values. One has, of course, to 
weigh other values against it. 

My own evaluation would in these present historical circumstances 
come out as I am now suggesting, but this I think is all I should try 
tosay as a professional economist. 

The CuHarrman. Professor Fellner, may I ask one additional ques- 
tion of you at this point. 

As I understand from your paper and your discussion you conclude 
that additional growth is our most important current need ¢ 

Mr. FeLLNner. Yes. 

The Cuarrman. And you think that that current need can best 
le satisfied by a tax system that provides for greater savings in cer- 
tain economic levels ? 

Mr. Feiner. Yes, sir. 

The Cuarrman. Is there no possibility that as we seek this goal of 
greater growth that there may be some additional savings that some 
way could be stimulated in the lower income groups? Must we rely 
entirely on the middle and upper income groups to supply us with the 
savings required for this degree of economic growth that we envisage 
asdesirable and necessary ? 

Can we not do something to obtain greater savings among those 
inthe lower income brackets and thus would not this suggestion of 
yours tend to defeat the very purpose of stimulating greater savings 
inthe lower bracket ? 

Mr. Ferttner. Mr. Chairman, I would welcome proposals that 
vould accomplish this objective more effectively perhaps than this 
tentative suggestion which I have submitted to the committee. 

Iam not, myself, aware of any such suggestions we could discuss here. 
[do not believe that this specific suggestion which I have here would 
hit the low income groups harder than the present tax structure does. 

In other words, I believe that even in the low income groups this 
rt of change would stimulate, presumably would stimulate, more 
saving, 

The Cuatrman. I am always —— with the argument, though 
that is made, that the only savings that we can perhaps obtain must 
come from the middle and upper Seacet of taxpayers. 
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Mr. Feviner. Mr. Chairman, I think that in a sense is true, but 
in another sense I think in a more essential sense perhaps it is not 
really true because if there is an increase in the income of the low 
income groups, and that is what we are really aiming at in the growth 
process, then statistically this shows that the rate of dissaving dj- 
minishes rapidly. 

The Cuarrman. Professor Fellner, is there some possibility that 
pension provisions of the existing law tend to stimulate a degree of 
saving in the low income groups and, therefore, we might stimulate 
even greater savings through more generous pension provisions? Is 
that possible? Iam asking the question. 

Mr. Feviner. Yes, I think that probably is so. 

Mr. Rosey. May I comment on that, Mr. Chairman ? 


We get a very substantial volume of savings from the low income | 


groups in the aggregate, but this is not savings which should be risked, 

This is a savings against a rainy day. The way to get increased 
savings there is to have a reduction of rates. We can only do that at 
such and such a rate. 

The greai shortage in this country today is venture capital. Nov, 
venture capital saving has to come from the middle and upper income 
brackets. 

That is why we place greater emphasis on that. 

Now, while I am talking may I go back to your earlier point—I ap- 

reciate your saying that you think you understand my view on the 
income tax—we draw a sharp distinction between the use of income 
tax as a source of revenue and the rates on that tax. We are firmly 
convinced that if we can have a forward schedule of rate reduction 
we would get greater capital investment and fairly soon the US. 
Government would be getting more revenue than it does under the 
present rates. 

The Cuatrman. Mr. Robey, on that point, have you looked at the 
situation that has prevailed in recent years as to our rates of growth 
year by year, our increases in revenue, and as to what has happened to 
that revenue ? 

Mr. Rosey. I am not sure I understand your question, Mr. Chair- 
man. 

The Cuarrman. Very frankly, I have been impressed with the 
thought at least that the rate of spending, as a result of some of the 


built-in devices that are automatic in some of our programs, calls for | 


about as much of an increase in revenues a year as we accumulate 
under existing rates through increased economic activity. 

Now, do you have any certainty that the brakes are on and that if 
we should schedule rate reductions to take effect in the future, that 
those increases in revenue that would result in the future from eco- 
manne growth would not also be spent as they have been spent in the 
past ¢ 

Mr. Rosey. Well, remember that I emphasize that we think Gov- 
ernment spending should be held to the lowest level. 

The Cuatrman. I know, but what if it is not and we schedule rate 
reduction in the future ? 

Mr. Rosey. That is an entirely different issue and all we can dois 
work for that as hard as we can. 

The Cuarrman. I know, I have always been impressed with the 
thought that a former Secretary gave to this committee one time which 
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[thought was very good. The thought was that the time to reduce 
«axes is When there is a foreseeable surplus sometime in the future and 
that you do not reduce taxes in a way that would result in deficits. 

Mr. Rosey. Do you think we can ever get tax reduction under that 
basis 4 

The Cuarrman. I do not know. 

Mr. Rosey. I am afraid not. 

The CuHarrMan. Well, if we cannot, then your scheme is certainly 
risky because, for the same reason that we are not going to get tax 
rductions in the future, you are not going to have this additional 
noney from economic growth for the purpose you want it because 
of additional spending by the Government. 

Mr. Rosey. We think that the study shows if we can increase the 
nte of growth by 1 percent, it will bring in an additional $1 billion 
of revenue to the Government. 

So that we have a very close parallel. 

Now, there is no doubt in my mind that if we can have the income 
ax rates reduced that we would get higher saving and higher saving 
vould mean greater investment. 

The CuarrmaAn. Do you take the position that a mere reduction in 
rites automatically guarantees greater savings ? 

Mr. Rossy. Yes, sir; I don’t think there is any doubt of it. 

The CHarrMaN. I would like to see some statistics on it. You may 
right. I do not know. 

Mr. Ropey. I think we can provide those statistics, Mr. Chairman. 

The CHarrman. If you would, I would like to have them. 

Mr. Rosey. All right, I shall see if we can do it. 

The CHarrMAn. I sometimes make that statement myself, but I have 
not always felt that I was correct when I made it. 

Mr. Rosey. Well, let us see if we can give you some statistics. 

The Cuatrman. All right. 

(The matter referred to follows :) 

DECEMBER 18, 1959. 


RELATIONSHIPS BETWEEN FAMILY INCOME AND FAMILY SAVING 


No two families, even at the same income level, are alike in their spending and 
aving habits. Current income is only one of a multitude of factors which de- 
termine a family’s propensity to save. Nevertheless it is possible to make valid 
generalizations on the relationship between income and saving, since in any in- 
ome class the determinative factors other than income tend to average out. 

Both logical and statistical considerations lead to the following four con- 
dusions : 

1. At every income level (except the very lowest levels) a part of the family 
ineome tends to be saved. 

2. A larger percentage of a large income is saved than of a smaller income. 

3. At every income level, any addition to income tends to be devoted partly to 
inereased consumption and partly to increased saving. 

4. At higher income levels, a larger percentage of any addition to income tends 
lobe saved than at lower income levels. 

These four broad generalizations are supported, as far as we know, by every 
‘atistical study which has been made of consumer behavior. The supporting 
idence cited in this memorandum is confined to the data collected by the U.S. 
Bureau of Labor Statistics in its “Study of Consumer Expenditures.” This was 
istudy of the spending and saving behavior of urban families in 1950. 

The accompanying table 1 is derived from that study, and shows the amount 
ind percentage saved, on the average, at each income level. Up to about $4,000 
if annual income saving is negative; that is, at these income levels families tend 
spend more than their current income in consumption. Above $4,000, however, 
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a certain percentage of income is saved. The percentage saved increases with 
the increase in income. Although there is no breakdown of the “over $10,009” 
class, it is reasonable to assume that the same general pattern—i.e., the higher 
the income the higher the percentage saved—would prevail as incomes increased 
above the $10,000 level. 

In analyzing the economic effects of a tax reduction (or a tax increase) what is 
really relevant is not so much a study of the way a family’s entire income js 
divided between spending and saving, as it is the way in which any increment to 
income is so divided. Accordingly, the differentials between income and savings 
in successive income classes are related to each other in table 2. 

The way in which table 2 is calculated from table 1 may be illustrated as fg. 
lows: The average income in class 7 (table 1) is $6,618, and the average income 
in class 8 is $8,484. By comparing the two we get an indication of what happens 
when a family increases its income over this range. It is clear that of the 
$1,816 increment to income $578 is saved and $1,238 is devoted to increased con- 
sumption. 

As might be expected, at the lower income levels most of any increment to ip. 
come is spent on additional consumption. The percentage of any income incre. 
ment which is saved tends to increase steadily with any rise in income. 

(This general tendency appears to be contradicted in the case of the increment 
between the very lowest income class and the next higher one. A very high per. 
centage—48 percent—of this increment appears to be saved. In this instance the 
percentage means a reduction in dissaving rather than an increase in saving. 
In any case, the result has no relevance to the impact of an income tax reduction, 
since at these very low levels of family income no income taxes to speak of are 
paid.) 


TABLE 1.—Money income and savings—AlUl urban families, 1950 


Savings as percent of 
Average Average income 
Income class income income Average ae 
before tax | after tax savings 
Income Income 
before tax after tax 





Percent 
$614 ; —105.7 
1, 532 : —13.6 

2, 534 4 ; -5.1 


. Under $1,000 $628 
. $1,000 to $2,000 1, 577 
. $2,000 to $3,000 2, 659 


$4,000 to $5,000 796 
. $5,000 to $6,000 . 926 
7, 281 
. $7,500 to $10,000 9, 350 
. $10,000 and over-_- 18, 807 


4, 462 
5, 449 
6, 613 
8, 434 
15, 914 


OOD Oe CON 


All families combined_- | 4, 237 


. $3,000 to $4,000 2 701 il 8 3, 487 


3, 910 103 


Source: Based on data in “Study of Consumer Expenditures, Income and Savings,”” Wharton Schoo 
of Finance and Commerce. 


Taste 2.—Increments to saving compared with increments to income 
ike ek ee oe ee oe er eo ee eee 


Increment 

Average Increment | Increment |to saving 38 

Income class income ! Saving to income | to saving | percentof 
increment 

to income 


Percent 
. Under $1,000 $614 
. $1,000 to $2,000 1, 532 
. $2,000 to $3,000 2, 534 
3, 487 
. $4,000 to $5,000 4, 462 
. $5,000 to $6,000 5, 449 
6, 618 
8, 434 
. $10,000 and over 15, 914 


ODWNA oS wvr 


oe enitame auntie timanteniiietigap aaa dpmdteaa rain 


1 After tax. 
Source: Computed from data in table 1. 





€S with 
10,000” 


saVings 


as fol- 
income 
appens 
of the 
ed con- 


t to in. 
incre. 


rement 
zh per- 
nce the 
saving, 
uction, 
of are 


‘cent of 
e 


ncome 
‘ter tax 


1 School 


rement 
aving as 
‘cent of 
rement 
income 


INCOME TAX REVISION 79 


The Cuarrman. Mr. Due, we passed you momentarily. Will you 
comment on the basic question ? 

Mr. Dux. Mr. Chairman, I would prefer to see no basic change in 
the relative role of the income tax. Contuinite I would not like to see 
the relative role reduced in view of the very heavy State and local 
reliance on other forms of taxation. 

State and local taxes are almost certain to increase over the next 

several years. If anything, I would like to see a very slight increase 
in the relative role of the income tax at the Federal level in order to 
get rid of some of the more obnoxious excises. 
- This is not to recommend an increase in Federal income tax rates, 
but simply to use additional yield of the tax from broadening the base 
or from effects of economic growth to get rid of a few of the worse 
excises along with reduction in income tax rates. 

I would like to make one other comment, if I might, on this matter 
of savings. Again I think the point should be made that if it is con- 
sidered desirable to increase the percentage of total income saved this 
can be done within the structure of the income tax without all the 
headaches which would arise, administrative and otherwise, from the 
introduction of a sales tax. 

It is not necessary to place part of the tax structure over on a sales 
basis in order to lessen the relative tax burden on savings. 

Iam inclined to agree with Mr. Robey that a mere spat in higher 
bracket rates would in itself increase savings materially. 

If this is considered inadequate there are other types of reductions 
which could be allowed, particularly in the middle and higher 
brackets. The portion of income saved or saved for certain purposes 
could be made deductible for income tax purposes. 

I don’t think it is necessary to get over on to the sales tax basis to 
realize the goal which Professor Fellner emphasizes to be of pri- 
mary importance. 

The CuHarrman. Thank you. Professor McKinstry. 

Mr. McK«nstry. I would have to largely concur in Professor Due’s 
remarks here that any real progression that is desired can be applied 
to the income tax base which seems to me to be on superior administra- 
tive grounds than on grounds of the points of contact between State 
and Federal revenue sources and attempts to ameliorate the difficulties 
here in the future. 

If anything, I would favor increased reliance on this. 

The Cuatrman. Professor McKinstry, is that not exactly the pros- 
pect that we have before us under our existing arrangements ? 

Do you not envisage that the total Federal revenues rising as they 
will under the existing law as our economy gains momentum will 
produce perhaps larger percentages of the total from the income tax 
in the future? 

Mr. McKinstry. Yes, I think this is clearly indicated. 

The Cxarrman. Do you think that is a desirable result and that 
oot a should not be impeded by any change that we might under- 

ake here ? 

Mr. McKrnstry. Yes, I think this is correct. In fact, it might en- 
able the Federal Government to eliminate its reliance on certain taxes 
which might better be left to the States. 
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The Cuatrman. You would, then, relieve the taxpayers of thog 
liabilities prior to relieving them of liabilities under the income tax 
direct? 

Mr. McKinstry. Well, this would depend on the extent to which 
one felt that economic growth is an important objective. I have 
feeling that I class this as a less important objective than many of the 
other members of this panel. 

I do not feel the intense dissatisfaction at the rate of economic 
growth in the United States that some seem to feel. 

I would, therefore, feel that we could afford to eliminate reliance 
on excises at the Federal level or reduce them very much. 

The Cuarrman. You do agree with the thought that has been ad- 
vanced that in levying Federal taxes we must be cognizant of the 
reliance of States and localities on so-called regressive type of taxa- 
tion lest the entire tax program faced by the taxpayer both at local 
and Federal levels be regressive in nature, or more regressive than it 
is today ? 

That has to be considered, does it not ? 

Mr. McKinstry. I am not sure that I understand your question. 

The Cuarrman. I am saying that we have to be mindful here of the 
action that we take, after due consideration, to the action that must of 
necessity be taken at local levels taxwise, or we will end up with an 
overall system, both State and Federal, that is more regressive than 
the combination we have today. 

Mr. McKinstry. Yes. 

The CHamman. You would think that our system should be cer- 
tainly less regressive in total in the future? 

Mr. McKinstry. Yes, I would think that. 

The Cuarrman. Mr. Nathan. 

Mr. Naruan. Mr. Chairman, I certainly agree with your last pont. 
You indicated that Federal revenue yields from income taxes will be 
rising proportionately and that if nothing is done they will account 
for a larger proportion of Federal revenues. 

But I am not sure that income taxes will account for larger propor- 
tion of total governmental revenues because State and local expendi- 
tures inevitably are going to rise over the coming year and income 
taxes account for very little of their revenues. 

What is of major concern is the fact that in 1948 and 1954 we did 
have Federal tax cuts, principally in income taxes, while at the same 
time the State and local expenditures revenues were rising. We did 
move toward a more regressive total revenue system. 

There is a great danger this will continue unless attention is given 
to the total governmental picture by this particular committee and no 
just Federal revenue. 

Now, just one final point with respect to what Mr. Robey said. |, 
too, agree in principle that the least Government expenditures are the 
best, but the least relative to what? Relative to our needs? 

What Professor Heller says is true in regard to the human need: 
and human resources. 

I am going this afternoon to the Near East. I came back recently 
from South America and less recently from the Far East. I find mos 
distressing the problem of Soviet competition, their moving ahead iD 
the scientific area and our less favorable security position today com- 
pared to 5 or 10 years ago. 
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Iam not at all sure we are spending enough today on defense or 
gending enough today on scientific development or space develop- 
ment and matters of that nature. 

In the abstract it would be desirable to cut our defense budget from 
40 billion to $20 billion or $10 billion so that we could all have a 
higher living standard and all enjoy services and luxuries more fully. 

That would be wonderful, but we live in a very real world and the 
problems we face today in education, health, in international economic 
relations, in defense, are problems we must take quite seriously. We 
nust look at our needs and decide what to spend in relation to these 
needs. 

The question is, Are we meeting these needs? Our tax program has 
tobe related to fulfilling those needs. 

Much as I would like to see State and local and Federal expenditures 
reduced relative to our total income and total production, from the 
point of view of essential need I have serious doubt whether reductions 
are feasible or desirable. 

In fitting the tax structure to meet these needs, of course we must 
onsider the problem of incentives. On the matter of incentives, it is 
necessary to provide maximum incentive for development. Have 
ve really reduced incentives by our tax policies? 

We ought to look back over the last 10 years. Have we had such 
ilow rate of plant and equipment expenditures, such a low rate of 
aquity capital investment, despite our high tax rates? 

Have we had a rate of growth, as unsatisfactory as it is, that is less 
than what we had when our income taxes were nil or insignificant in 
the twenties ? 

We should also ask ourselves about the relationship between stabil- 
iy and growth. We probably lost more investment in the 1957 and 
1%58 recession and in the 1953-54 recession, than one could possibly 
achieve in many, many years by a reduction in tax rates. 

The CwatrMAn. Mr. Mason. 

Mr. Mason. Mr. Chairman, I am disappointed. Our subject is the 
rlative role of income taxes in the tax system, and the majority 
of our panel have not even touched that. They have skirted that 
quite clearly in my mind. 

And even in response to your question, your specific question, there 
was very little direct answer to that specific question. 

I feel that we have just got to stick to the subject and try to analyze 
itsothat we can get something out of it. 

The relative role of income taxes in the tax system, the relative 
tle. We are collecting 80 to 81 percent of our total collections by 
the Federal Government from income taxes. 

We are collecting 14 to 15 percent from excise taxes. 

The excise taxes we are collecting for the Federal Government is 
such a hodgepodge and so messy that no one can justify them. 

Now, the problem, it seems to me, is this: Are we collecting too 
much in our personal income and corporate income taxes, and too 
little in our excise taxes ? 

If we collect more for the Federal Government in excise taxes, and 
I think we should, we should simplify that collection and collect: it 
at the source, at the manufacturers’ level, which is the simplest kind of 
‘ax to collect, leaving the States these regressive taxes that you talk 
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about because we have actually forced the States to go into the regres. 
sive tax systems in order to have money to operate. 

I can remember when the Federal Government was satisfied with 
25 percent of the total tax dollars collected. Today it is getting 75 
to 77 percent of the total tax collected and the States and localities are 
left with about 20 percent. 

So they have to go after these regressive taxes. 

Now, I think we have to say our income taxes are just about right 
and with the growth of the economy they will grow, there will bea 
larger percentage, or we are going to say that they are a little too heavy 
and we have to make up for the loss, if we cut the tax here, with simpli. 
fied excise tax. 

Personally, of course, an excise tax is heavy on the lower income 
brackets, but the income tax, progressive as it is, 91 percent at the top, 
more than makes up for that. 

So, well balanced system in my opinion, is a triangle of general excise 
taxes; at the top the big fellow pays nothing, the two or three hundred 
thousand dollar fellow pays nothing in the general sales tax, but he 
makes up for that by paying 90 or 91 percent in his income taxes. 

So you have a balanced system. Our problem is to develop the 
balanced system and to correct the imbalance that is in the present 
system. 

That, it seems to me, is the problem and we are not getting at it 
in my opinion, Mr. Chairman. 

The Cuarrman. Are there any questions? 

Mr. Baker will inquire. 

Mr. Baxer. Mr. Nathan, you were the only one in the panel who 
predicted a tax cut in the reasonable future provided the international 
situation remains substantially as it is, as I understood your answer. 

Not speaking ratewise, at least for the moment, what would you 
a of such tax reduction being tied to a balanced budget by legis- 
ation ? 

Mr. Narnan. You mean every year, sir? 

Mr. Baker. Well, you would be a year behind. In other words, 
the basic principle of the bill Mr. Herlong and I introduced ? 

Mr. Natruan. First, I predicted there would be a tax cut in the next 
2 or 3 years. I would not favor it, but I think that is what is likely 
to happen. 

Secondly, I don’t think that one can rigidly tie the tax program to 
a balanced budget year in and year out. I think that is too rigid. 

I believe in the compensatory policy; namely, that when economic 
activity declines it is not only inevitable, but it is desirable to operate 
with a deficit in order to bring back high levels of activity. 

At high levels of activity I think there ought to be a balanced 
budget and at really high levels to have a budgetary surplus in order 
to prevent inflation and at that time to reduce the debt and offset the 
deficits that occur in periods of recession. 

Mr. Baxer. The chairman brought out very clearly, and this is to 
all members of the panel, as to normal growth, which I have always 
understood to be $3 billion to $5 billion, depending perhaps on two 
schools of thought, thus you can figure $3 billion a year, that would 
be 3 percent, Mr. Robey’s figures, and yours, too. 

Mr. Natuan, Is this 3 percent of revenue? 
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Mr. Baxer. Of gross national product. 

Mr. Naruan. The increase of 3 percent a year would bring about 
$15 billion a year increase in gross national product. 

Mr. Baker. Apparently by reason of these unbalanced budgets, I 
ym talking about the recent ones, that increase we like to refer to as 
jormal, leaving out the question of strikes and other such things, has 
en consumed, we cannot get away from that. 

How has it been consumed? Why has it not been possible to apply 
iton the national debt or to apply it to tax reduction? 

Mr. NarHan. Actually, if one goes back to recent years, this in- 
eased output has been consumed in several areas. There has been 
an increase in Federal spending, there has been an increase in State 
and local spending, there has been an increase in consumption, and, 
fnally, we have had an increase in plant and equipment investment. 

In other words, the rising gross product in this economy in the last 
jto 10 years has manifested itself in increases pretty well up and 
down the line. 

State and local governments spend a lot more for schools, and roads, 
ind things of that nature today. 

We have had a modest increase in Federal spending. We have had 
in increase especially in consumer spending and we have a higher level 
of plant and equipment expenditures. 

Mr. Baker. Do you see any merit in the idea of tying tax reduction 
toa balanced budget, No. 1, let us say from the standpoint of the 
public, as an incentive to urge a balanced budget, therefore, we get a 
little tax cut, maybe cut from 20 to 15 percent in the lower brackets 
ud in the upper brackets relatively percentagewise, and, second, to 
the Congress, itself, the House and Senate, which is responsive to pub- 
lc demand and public desire for the services that you have just finished 
telling us about that are more needed perhaps than we are rendering 
now—isn’t there some merit in placing a barrier there, “Yes, you can 
have this tax cut if you balance the budget and quit having deficit 
sending and finances.” 

Mr. NatHan. I would say this generally, Mr. Baker, that if we could 
first more fully meet the needs of our people in the sense of public 
ervices, defense, education, health, international economic relations, 
ind could then have a balanced budget and a little surplus, thereafter 
Iwould favor a tax cut. 

Mr. Baker. You base your prediction, then, of the tax cut, largely 
mn political measures ? 

Mr. Natruan. That is right, sir. 

Mr. Baxer. I assumed that. 

Mr. Naruan. That is right, sir. 

Mr. Baxer. In the course of the next 2 or 3 years if the inter- 
tational situation remains as it is the public will insist that Congress 
cut taxes, 

Now, Mr. Dan Reed, who was a member of our committee, many, 
many times said here in this committee, repeated the history of tax 
cuts and in his own fine way, as you all know, proved every time 
’tax was cut that you produced more revenue. He went back to 
the days of Andrew Mellon and showed that it happened then and 
mm throughout the various periods. 

Is that still a sound preface provided you don’t have runaway costs? 
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I would like to have that answered. Mr. Dan Reed used to prove 
it time after time. Is it still true economically as a fundamental basis 
by stimulation of the economy ? 

Mr. Mason. It is histor ically true. 

Mr. Rosey. I think it is still true, sir; very definitely it is stil] 
true. 

Mr. Natuan. I would raise a question whether it is a cause and 
effect relationship which is what you said in your last point. 

I think the economy will grow and expand. Here we are in the 
latter part of 1959 with a gross product, Fi there had not been a steel 
strike, and once we get back in the steel production, will be $500 
billion ; in the next 10 years well above $600 billion. 

So I think revenue will go up even with some reduction in tax 
rates. The question really is whether or not one can go back histori- 
cally to identify the rise in revenues as an immediate and direct 
consequence of the tax cut. That, I think, is more questionable. 

Mr. Baxer. In other words, you feel that expenditures to some 
extent would have to go up normally although with that on a con- 
pensatory basis, but not necessarily proportional. 

Mr. Naruan. Not necessarily. 

Mr. Baxer. And probably not in proportion ? 

Mr. Rosey. I think it is important to bring out here that the major 
increase in Federal Government expenditures in recent years has not 
been in the military. It has been in the nonmilitary items. Those, 
I think, do not have to continue to go up year after year after year. 
Certainly not at the rate they have been going up. 

Mr. Hewier. Mr. Baker, on this question of whether we get a stimu- 
lus to tax revenues from a tax cut, a great deal, of course, depends 
on whether we are operating at full employment and inflationary 
circumstances or whether we are operating under conditions of un- 
employment and recession. 

In the latter circumstance, tax cuts give an addition: ul stimulus to 
the economy through the resulting “constructive” deficit and you get 
a higher return, in effect, from lower Government taxes. 

If, on the other hand, you were to cut taxes during inflationary 
periods this would give you what I call a destructive deficit, a deficit 
that would run off into inflation rather than increased production and 
higher revenue. 

Mr. Baker. Of course, if you could know when that period was 
going to appear on the horizon and cut taxes just immediately before 
then, you have the ideal situation; is that correct ? 

Mr. Hetter. That is correct. 

Mr. Baxer. That has happened at times. We think it happened 
in 1957. 

I have concluded my questioning. 

The Cuarrman. Does anyone else desire to comment on Mr. Baker's 
question ¢ 

Mr. Baxer. It has to be fundamental on and on if we are talking 
about a tax cut. I thank you very much. 

Mr. Byrnes. Mr. Chairman, I gathered that there was a consider- 
able body of thought among the panelists that our State tax sources, 
State and local tax sources, were generally of a regressive nature and 
that the Federal is progressive. 


In 
was t 
Th 
in att 
hy an 
local 
struc’ 
and | 
local 
balan 
Iv 
any a 
soune 
\imit 
exist. 
Mi 
facts 


that 
I 

than 

fact 


them 
eral 
M 
M 
We ¢ 
nla 
in te 
Stat 
isno 
I 
start 
M 
sensi 


rove 
basis 


still 
and 


i the 
steel 
$500 


1 tax 
tori- 
Lirect 


some 
com- 


1ajor 
S not 
hose, 
year. 


‘imu- 
ends 
mary 
f un- 


us to 
u get 


nary 
eficit 
1 and 
| was 
efore 


ened 


iker’s 


lking 


3ider- 
ATCeS, 
e and 


INCOME TAX REVISION 


In fact, in some cases I got the feeling that the Federal Government 
yas too progressive and the State and local was too regressive. 

Then we come to the question of whether the Federal Government 
in attempting to design an appropriate tax structure should be guided 
jy an effort to make the Federal system coincide with the State and 
cal and thus produce a balance or whether, as we design a Federal 
structure we should try to frame it in terms of its being reasonable 
und fair and well balanced, leaving it to the States as such and the 
lealities to then make theirs balance and you end up with a total 
balance. 

I would just like to ask the panel, Where do we start? Can we make 
any assumption in that area as to whether should here look in terms of 
ound Federal structure and try to put it in balance or whether we are 
limited in what we can do by the considerations we must give to 
existing, generalized, and local problems. 

Mr. Dur. It seems to me that the State and local tax systems are 
facts of life that we have to live with in considering the Federal pic- 
ture. 

In other words, the State and local governments cannot make very 
afective use of progressive taxation because of the limited geograph- 
cal area and the problems of migration. These are the arguments 
that are always raised against increasing State income taxes. 

I don’t think the State and local government can do much better 
than they are doing. The Federal Government needs to recognize this 
fact and to recognize that we are all State and local and Federal tax- 
payers, 

You don’t have the three separate sets. The people in general are 
the same. 

Mr. Byrnes. Your point is that the limitations on what the State 
and local areas can do from a practical standpoint necessarily make 
them regressive and we have to consider that when we analyze the Fed- 
eral systems, trying to put the two in balance. 

Mr. Dur. Yes, sir; that is what I meant. 

Mr. Byrnes. One of the troubles that I find, Mr. Chairman, is that 
we are not dealing with uniformity among the States in the first 
place. I think that is where, to my mind at least, we get into trouble 
nterms of framing a Federal system, to acknowledge and recognize 
State and local systems and try to put them in balance, because there 
isno uniformity among the States and localities. 

I would like to see if somebody else has some ideas on where we 
start here, the chicken or the egg. 

Mr. Hetxer. It is not just a chicken and egg proposition in the 
sense that the Federal income tax has a very distinct impact on State 
and local tax systems, whether we will it or not. 

That is to say, take your State of Wisconsin and my State of 
Minnesota. We have income taxes that run up to a top rate of around 
\) or 11 percent. That is what appears on the books, but in fact 
the top effective rate that any taxpayer in your State or mine pays is 
somewhere around 3 to 4 percent. 

Now, why? Because he can deduct his State income taxes from his 
Federal tax base and, consequently, offset a very substantial part of 
the State tax liability. 
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Mr. Byrnes. I cannot deduct my Federal tax against my State, 
That has a much bigger impact. 


Mr. Heuer. Well, I have some figures that I am going to present : 5 


on Thursday which indicate that just the deduction of the State from 
the Federal alone has this impact that I am talking about. 

Take the State of New York, for example; it has rates running to 
10 percent and yet the highest effective rate is just over 314 percent 
at an income of $30,000 ; at $500,000 the net effective impact of the New 
York income tax is seven-tenths of 1 percent, because of this dedueti- 
bility feature. 

What I am saying is this: In considering the reform in the Federal 
income tax, one has to consider very carefully this question of the 
tax credit that Mr. Nathan has spoken about versus the impact of | 
deductibility. 

It is the deductibility which sort of forces the upper end of State 
income taxes in a regressive pattern. 

If you had a credit this would not have to occur. 

Mr. Coutm. Mr. Byrnes, I believe and I agree with Professor Heller, 
that an income tax reform at the Federal level must look at the 
whole Federal, State, and local picture. Otherwise, we are really 
looking at the thing out of focus. 

When we are saying the Federal Government has 81 percent col- 
lected from income taxes, we forget the State and local picture, and I 
don’t have the percentage of the total Federal, State, local revenue in 
my mind, but it is less than 50 percent. 

That is quite a different story than talking about 80 percent. 

This is one, if I may add here, criticism or comment on the pro- 
posal made by my very good friend, Professor Fellner. I think what 
he said is awfully reasonable and attractive, but he is looking only at 
the Federal picture without looking at the State and local picture. 

Of course, if you had only the Federal Government, I would be all 
in favor of his proposal of reducing income taxes and of having some 
general excise or sales taxes. , 

But we have these excise and sales taxes and unless we do something 
pretty drastic in the way that Robert Heller and Robert Nathan and 
others suggested, the percentage of the sales taxes and property taxes 
in the whole picture will go up because we have that pressure from 
the State and local governments who are in charge of those areas, non- 
defense areas, which are increasing faster than the nondefense areas 
of the Federal Government. 

Therefore, I do think that we have to look at the whole picture. 

Looking at the whole picture, Mr. Byrnes, I must say that the Fed- 
eral Government is in the best position to put all the weight, the main 
weight, on the income tax; individual and corporate. 

I welcome income taxes at the State level because it mitigates some- 
what the pressure for sales taxes but for the most ideal solution ! 
would like to see the whole income tax field administered by the Fed- 
eral Government on behalf of the Federal Government and on behalf 
of State and local taxes. 

As an individual in my situation, I have to pay out two different 
income tax returns and in some localities I have to fill out three, but I 
recognize that. is a bit Utopian, I do not like to recommend small-tax 
revisions which run counter to something which decades from now 
might be a most ideal end solution. 
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So my answer to your question is that we have to take a look at 
je whole picture, recognizing the fact that the voters in the various 
sates have preferences. 

I don’t think it will be all uniform by any means. I think it is 
gnething we must recognize. 

Mr. Feiner. I agree with much that has been said here in the 
jscussion. I do feel that if we take the entire picture, including the 
ate and local picture, it still remains a valid conclusion that some- 
shat heavier rdlianne on the type of sales tax from which the low- 
geome groups would be in large part exempt, at least very low ones, 
sould be exempt, would increase our growth rates, our saving ratio 
nd thus the rate at which we will be developing. 

Now, this is a matter of ultimate values, but let me just make this 
wry broad, in a sense vague suggestion. I think if a historian will 
wok back on this phase of development of American history at some 
ter stage, he is very much more likely to conclude that the trouble 
ms in this phase that we were a slowly growing economy, relative to 
«her countries, that we had an economy with a relatively lower rate 
if capital formation rather than that we were an inequitable 
ommunity. 

Mr. Byrnes. There is still a question that bothers me which arises 
wt of Mr. Colm’s response. I think it came from other statements 
that were made. 

I get the idea that some feel we should use the progressiveness of the 
Federal tax as an offset against the regressive effect of State taxes. 

What about the problem which arises out of the fact that you don’t 
iave all State taxes and local taxes on the same basis? 

You do have at the local property tax. For instance, in the State 
if Wisconsin, the State tax is progressive. We are going to create 
iproblem in some of the States that have a progressive tax. 

That is the problem we have here when we try to offset the general 
‘ituation in the States. 

Mr. Dur. I would like to suggest that the variation in any great 
neasure is confined to a few States. This does not solve the problem, 
iut I think it is perhaps a little less significant than your suggestion. 

There are only three States which get a significantly high percentage 
if their State revenues from the income tax. But on the other hand, 
ihe great majority of States and local governments fit into a relatively 
vell defined pattern. 

Mr. Byrnes. Would you suggest then that what the State of Wis- 
‘onsin and these other three States could do is to move toward a sales 
ax rather than the reliance they have on the income tax ? 

There are people out there now who are wrestling with this subject. 
Ican use this forum to get some advice. 

Mr. Hetzer. I would draw the inference instead that we ought to 
rationalize the relationship through a Federal credit because, if you 
tad a Federal credit, the penalty on Wisconsin, New York, and 
Uregon, for their progressive tax systems, would be reduced because 
you would introduce a certain amount of basic uniformity without 
taking over the State income taxes. 

Mr. Byrnes. Did I understand in your credit, Mr. Nathan, and 
the credit that others have been talking about, that you are limiting 
it to the income tax credit, income tax paid in the States and not 
other taxes. 

48820—60-——_8 
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Mr. Natruan. The income tax only. Mr. Byrnes, theoretically ong 
could go to one or two extremes. One could go to the extreme that 
when there is a possibility of having a Federal tax cut, making the 
tax cut apply exclusively in the excise area and thus give an opporty- 
nity to the States to pick up such excise as an increased source of 
revenue. I think this is the problem that Professor Heller raised 
about the differences. 

For instance, the State of Oregon gets almost 30 percent as much 
from the State income tax as the Federal Government gets in Oregon 
from the Federal income tax. 

On the other hand, you have a number of States which have no 
income tax and get a zero proportion relative to Federal income taxes, 

According to the figures in 1957, Wisconsin’s income tax provided 
the State 15.6 percent as much as the Federal Government got from 
the income tax in Wisconsin. The range is very great. 

My feeling is that it would be far more desirable for the Federal 
Government to serve in a positive way to tend to help the States rely 
a little more heavily on the progressive taxes and I think the credit 
system is the way to do it. 

Let us assume in the next 10 years we have an improved interna- 
tional situation and, therefore, our Federal expenditures do not in- 
crease, certainly under even a moderate rate of growth. Federal reve- 
nues will rise and yield huge surpluses, assuming no tax cut. I am not 
sure the economy could live with such surpluses. However, at the same 
time there would be a rapid rise in State and local expenditures. 

I have serious doubts whether the elimination of excise taxes from 
the Federal system to make such taxes available to the States will 
begin to be adequate to meet these growing needs of the States and 
local governments. 

Therefore, I think now is the time to begin to help them by some 
system of this credit or, as Dr. Colm says, the Federal Government 
should collect the income taxes and give some of it to the States. Some 
kind of system which will give to the States and localities access to 
the kind of tax revenue to which the Federal Government has access 
is absolutely needed. 

Mr. McKinstry. I was going to comment that the Federal credit 
woudd fall under the, what Mr. Colm called the utopian solution here. 

If our experience with the present State taxes paid credit for the 
Federal estate taxes is an indication, estate tax administrators feel 
they cannot live without this. 

Of course, the 3 States now relying on progressive income taxes 
would have to be joined by 47 others. 

_ As a practical matter I would guess that this would meet consider- 
able opposition. 

Mr. Rosey. May I comment, Mr. Byrnes? I think the answer to 
your question is from the point of view of overall fairness, of course, 
we should consider the tax rates in the States and localities, but 
there is such a variation as between States that it is impossible to 
build the Federal revenue system on that basis. 

Now, I would not go along with the idea that the Federal Gov- 
ernment should collect all the State income taxes or anything of that 
kind. 

In the first place, I don’t think we could ever get by with it. | 
think it would add to the bureaucracy here to an incredible exten! 
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gd certainly it is a utopian dream and I think would be an unfor- 
gate utopian dream. 
We are now getting, as I said, 81 percent from income taxes. My 
ures, Mr. Mason, on excise is approximately 1114 percent. 

has varied over the years, say, 11, 


Mr. Mason. It is now, but it 
0,14, 15 percent. 

Mr. Ropry. Now, I do not think that we can afford to give up this 
mount of revenue. I think the thing to do is to spread it out so 
dat we do not have the present discrimination on unfair levying of 
jis revenue. That is why I suggested an excise tax at the manu- 
qcturing level. 

Also the States use a sales tax at the retail level. So, an excise 
nx imposed at the manufacturing level would duplicate very few, 
ethaps none, of the State systems. 

The Carman. Mr. Herlong. 

Mr. Hertonc. I was interested in Mr. Nathan’s comment to the 
Wect that if our Federal spending remains relatively constant or 
«sens in the next few years, that our national growth would cause 
uite a surplus and that you are not sure that our economy could 
gand this surplus. 

Ican see the reason back of that, of course, and to a degree cer- 
ainly agree with it, but what concerns me about that is the very 
nindane problem, does that mean that we can never pay anything off 
nour national debt, any substantial amount off on our national debt ? 
Mr. NarHan. We can pay off the debt depending on how much we 
uxand where we assess the tax. 

This, by the way, raises questions of incentives. If we increase 
axes on those higher income levels where the savings occur and take 
way the savings and then give them back for bonds, you end up 
eoretically pretty much where you were before, except that the 
fovernment’s debt has been reduced and individuals hold less bonds 
ut they pay more taxes. 

This could be done, but one has a serious problem as to what this 
les in terms of incentive. 

High national debt and rising national debt obviously are not 
tsirable as such, but a sizable debt is not necessarily a disadvantage 
wr does it have a particularly harmful effect. 

penis 3 is what happens in business all the time, refunding, borrow- 

g,investment—creating and enlarging debt. 

tt depends on what you do with the money. 

I would say that we could reduce this debt without hurting the 
“onomy seriously, but it would have to be done in drastic ways. 

Mr. Hertone. Thank you, sir. 

The CHamman. Are there any further questions ? 

Mr. Alger will inquire. 

Mr. Atcrr. My question is this: What relationship, if any, is there, 
should there be between income tax and Federal spending? 

Tam not thinking of the kind of spending where the tax money 
wes to foreign aid, because as representatives in Congress we vote 
rthose programs and then submit them to the people. 

But I am ‘suggesting the thought and ask your opinion about an 
nome tax system for raising money to meet obligations the amount 
if which we know not. 
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There is no limitation on the power of Congress to tax, spendJ 
and borrow. Indeed, we have two committees. One committee gp. 
propriates and spends and the other committee raises it and there js 
no relationship between the two quid pro quo. 

There is one, of course, insofar as Congressmen being concerned 
about raising enough money to spend, but my question then is: Can 
we work out any flexible type of income tax system or income system 
at the Federal level without tying it, as Senator Byrd and others haye 
suggested, to the Federal expenditure, or is that an inappropriate 
thought at this time? 

Can we talk about raising money, income taxwise, or any other tax- 
wise, at the Federal level without relating it at least to the amount 
we have to spend. 

Take an example: We are talking now about an $80 billion budget, 
Supposing next year all of a sudden we had a $100 billion budget, 
We have no provision here in anything we are saying today fora 
$100 billion budget. Should there be a tie-in ? 

Mr. Cotm. Mr. Alger, I would be very doubtful that we should 
relate one particular tax to the level of Federal expenditures. Take 
the situation of the recession in 1958. We had a severe _ in reve- 
nue and an increase in expenditures due to some step-up in public roads 
expenditures and substantial increase in national security expenditures 
which are more the result of sputnik and other factors than the 
recession. 

Anyway, if at that time Congress had had a statute which made it 
a necessity to increase the income tax because the total expenditures 
were going up, I think Congress would have adopted a very unwise 
tax policy from the point of view of economic stabilization, 

In that situation it was all right, letting tax revenues drop and ex- 
penditures rise, because any other course of action would have prob- 
ably made a bigger deficit due to more prolonged recession. 

- ans we got out of it pretty fast. It is true we had a $13 billion 
eficit. 

Personally, I think even some more prompter action on the part 
of the Government might have reduced the deficit. I am just giving 
you this one example to demonstrate that I would not like to see Con- 
gress tie its own hands. 

Now, following your own proposal, assume we had such a deteriors- 
tion in the international situation that we do something like what is 
supposed to be said in the Gaither report, we are stepping up national 
security expenditures. 

First, you step them up by many billions of dollars. I would not 
like to see in that situation the income tax reduced in order to produce 
less revenue. I would say that we should have emergency taxes. 

Mr. Axcer. Does your proposal relate to income tax or would you 
go further and say that the tax level ought to be related directly to 
expenditures ? 

r. Cotm. I understood your question related to income tax? 

Mr. Averr. It did. Are you differentiating at the same time?! 

Mr. Cotm. With a little vehemence I would give the same answer 
for all revenue. 

The arguments are not quite as strong, but still I would say I don't 
believe we should balance the budget at each time, each year. I think 
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je should have surpluses in some years and deficits in years of reces- 


Bsn. 
@ Mr. Avcrr. The corollary to your answer is that this committee 
Bust meet and actually propound a new tax formula every time we 
ye to up the taxes or change them. 

Mr. Corm. Mr. Alger, I go along with the idea now expressed by 
pny people that our Federal tax structure should be so designed that 
nder conditions of high employment, not full employment, meaning 
aly 1 or 2 percent unemployment, of high employment, it gives us 
ie revenue which we think is appropriate for conditions of normal 
mnomic growth and stability. 

Then we have built in stabilizers which are even in an inflationary 
jtuation or in a recession. 

Personally I believe if the recession is severe or inflationary pres- 
are is severe, we need on top of that some action by Congress in 
der to adjust the tax system to meet that situation. 

@ but that, I hope, does not require changes every year that there are 

stuations of more severe fluctuations while the minor fluctuations I 
hink could be taken care of by the automatic response which we have 
athe Federal income tax structure. 

Mr. Rosry. May I comment on your question, Mr. Alger? 

Mr. Avcrr. Yes. 

Mr. Rosey. It seems inconceivable that we should have a $100 bil- 
jon budget presented to us. I hope it is inconceivable short of an 
international crisis. 

I think if we did have that kind of budget we must raise taxes in 
Border to meet it to the greatest possible extent. I don’t think you can 
Bt a great deal more out of the income tax. That, I think, has been 
arried well beyond what it should be carried. 

So I think you would have to look to other sources of revenue in 
wrder to balance the budget at anything like $100 billion a year. 

Mr. Areer. If I ask you that further question that Mr. Colm men- 
tioned for me, would you go further than income tax and say that you 
lieve that the Federal income should be related to Federal expendi- 
Bure? 

Mr. Rosry. Yes; I think very definitely we should relate Federal 
income to Federal expenditures or the other way around, if you like, 
Federal expenditures to Federal income. 

Mr. Arcer. You do not suggest any flexible program that can auto- 
natically take place ? 

Mr. Rosey. No; not at all. I think that would be erroneous. 

Mr. Hetier. I think we could perhaps state this kind of rule: that 
wer the longer run when expenditures rise certainly revenues should 
rise to match them except in a great ae national emergency. 
But even here, in the absence of a rigid rule, the record of Congress 
has been good. 

For example, after Korea I think it was a tremendous tribute to the 
U.S. Congress that it raised taxes all told, including income taxes, by 
$15 billion in 2 years. I don’t think we need any rigid rule to have 
Congress live up to this kind of responsibility. 

But for changes over the business cycle, there it seem to me we 
should try to enact some kind of formula, something that you could 
put up on the shelf to bring down for quick action in a severe recession 
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or inflation. My thought is that Congress would agree on the form 
of tax rate changes in advance, wring the controversy out of them, 
as it were, and then, when the economic emergency dev elops, quickly 
put the predetermined changes into effect by congressional resolution, 

Mr. Arcrr. The reason I brought this up, I am looking at the $99; 
billion that we failed to pay. We have no tie-in between appropriation 
and ways and means except that we recognize we have to pay for what. 
ever we spend. 

So we have this terrific debt. You pointed out our welfare expenses 
have gone up two to one since World War II. 

Mr. Hetter. I am impressed with the fact that whereas State and 
local debt has quadrupled since the war, the Federal Government debt 
has gone up just 10 percent. 

I think our postwar fiscal record is very good in terms of the cash 
budget. 

Just before the 1957-58 recession our Federal cash expenditure and 
cash receipts for the entire postwar period were in exact balance, 
That was just prior to the $12 billion deficit of the past year. 

I think that is a remarkably good record overall for the postwar 
period. Most of that debt is wartime debt. 

Mr. Arcer. I appreciate that, Professor Heller. However I feel a 
$13 billion deficit would be enough argument to the contrary. 

Mr. Hetzer. That is one I put in the category of “constructive” 
deficits that helped our economy bounce back. 

The CuatrmaNn. Are there any further questions? 

Let me ask you, gentlemen, whether for the future we should put 
more or less dependence on the corporate as opposed to the individual 
income tax. 

Mr. Rosey. I don’t know quite what you mean by putting more or 
less. I think the two rate schedules should be integrated. The top 
rate on personal income should be identical with the top rate on cor- 
porate income. 

The CHarrman. I am talking about percentagewise, Mr. Robey. 
Are we satisfied with the present percentage relation for the future! 
Should we get more or less from corporate taxation versus individual 
income taxation ? 

Mr. Mason. Roughly speaking it is two to one now. Your ques 
tion is should that relationship continue ? 

The Cuarrman, Should it be more or less? 

Mr. Cotm. Mr. Chairman, my answer to that is that I do not see any 
urgent need to change that relationship substantially, but I would say 
that the case for revisions, for lowering these rates w hich I call urgent, 
is much more urgent in the case of the individual income tax than in 
the case of the corporate tax. 

Still, that might not change the relationship between the revenue of 
the two tax sources because I think that the reduction in these top rates 
could be made up by broadening the top base, but I think the need for 
reform is more urgent on the level of the individual income tax than 
on the corporate tax. 

Mr. Rosey. I think I would agree with that so far as your urgency 
is concerned, but I think we need a reduction in the corporate tax rate, 
too, very definitely. I don’t think it is quite as pressing as the ind: 
vidual tax, but I also think that, well, the relative amount of revente 
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ne get from the two probably will depend upon the rates that we 
ad up with. 

The CHArrMAN. Anyone else? 

Mr. Fetitner. Mr. C hairman, I think if we just compare corporate 
ome taxes with personal income taxes, then I would be particularly 
s favor of reducing corporate income taxes. 

‘The reason why I would not start with that on any major scale is 

hat you can’t have a socially balanced program that way, that you 
up Whatever room you have for tax changes in such a way as to 

abstitute personal taxes for corporate taxes. That will have an im- 
mact that is sociologically unbalanced. 

In the long run as we grow I would particularly favor reducing the 
wporate income tax. I think that is where you will really get, ad- 
jitional capital formation and additional growth. 

So that in the long run, if you asked me this question, I think the 
ndividual income tax should weigh heavier in our tax policy than 
he corporate income tax and by a greater margin than is now the 
se if we want to stimulate capital formation and ; growth. 

The Cuarrman. You would then alter the situation somewhat ? 

Mr. Fetuner. I would alter the situation. 

The CHarrman. Professor McKinstry. 

Mr. McKinstry. I would like to concur in this, particularly if we 
0 feel that economic growth as an objective is being unserved by the 
tax cut. 

It seems to me that what I call institutional savings of investment 
mikes the decision quite different on the corporate level than on the 
personal level. 


The fact that a corporation has a life of its own and that the 
ificers are going to be interested in SA 9, and extending this 


means that these people are going to be—let me put it this way: the 
biggest limitation here of the tax laws is that we take undistributed 
arnings away from corporations. 

These things, like these earnings that are left with the corporations, 
vould probably be void. 

Mr. Corm. Mr. Chairman, is it permitted to debate the views ex- 
pressed by the previous panelists 

The CHarrman. Oh, y 

Mr. Cota. I feel that the 5 tax is not a serious impediment 
toeconomic growth. The fact 1s that the needs of expanding business 
for funds are met 90 percent by undistributed profits and accruals of 
lepreciation reserves. I do not think that we can in any way say 
that business investment is handicapped by lack of funds. 

On the other hand, the high corporate tax with the deductibility of 
expenditures for research and development is one of the strongest, call 
it subsidies if you want, the Federal Government could desion for the 
promotion of economic growth. 

I think we have a very forceful factor which is reflected in the 
extraordinarily high figures for business spending for research and 
development. Here isa very high tax premium. Some of the panel- 
ists have called it one of the loopholes to be closed. I think it is one 
of the most desirable tax incentives which we have. 

_ A substantial deduction in the corporate tax may not in any way 
increase economic growth. 
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The Cuarrman. Dr. Colm, I wonder if you have any informatiog 
on a question that is constantly in my mind. Do we get economig 
growth through both plowing back into a business the profits afte 
taxes and the attraction of outside savings or do we get most of oy 
economic growth through creating additional incentive for saying 
or do we get it both ways rather than in just one way ? 

Is it possible that we enjoy more economic growth as we leay 
with businesses more profits than can be used for purpose 
of expansion ¢ 

Mr. Cotm. Mr. Chairman, your question is about the facts, 0 
that I think about 9 to 1, or 90 percent of business growth, is financed 
by their own internal accrual of funds, and 10 percent by outsiq 
capital. That, of course, isan average figure. 

For public utilities you have an entirely different picture. Fo 
small business it is again different than for large business. But thi 
is the overall figure. I have discussed this with a number of busines 
economists and with people on the economic staff of Meckler-Hi 
and other groups, and it seems to be an observation of those who a 
close to business decisions that at this time lack of funds is not th 
limiting factor on business investment. 

It is entirely different when you talk about residential constructior 
and about local funds. I am not estimating the need for saving t 
go into many channels of expansion, but what we call business invest 
ment and corporate investment. That is not one of the areas suffering 
from lack of funds. 

Mr. Hetier. Mr. Chairman, one of the things that is very disturh 
ing to me about this entire discussion, with primarily the exception 
of Robert Nathan’s earlier statement, is that we seem to be identifying 
growth with physical investment exclusively. 

Now, the study by the National Bureau of Economic Researe 
“Basic Facts on Productivity Change,” by Solomon Fabrican 
showed that, in terms of average percentage rates of change, physica 
output increased 3.1 percent annually from 1919 to 1957, and tota 
input of man-hours and tangible capital increased onl 
annually, leaving a 2.1-percent annual increase, or two-t 
total, to be explained in terms of increases in intangible capital and 
improvements in efficiency. : 

Professor Schultz, of the University of Chicago, has been testing 
the hypothesis that the explanation for the remaining two-thirds is 
to be found largely in the rapid accumulation of human eae 
sented by training, education, and additional capabilities based on 
health and new knowledge. 

Further, his preliminary studies led him to the strong belief that 
the return on human capital exceeds “by a wide margin” the ret 
realized on the stock of nonhuman capital. 

This is a very distressing trend to me, that we constantly talk almost 
exclusively about adjusting the tax system to stimulate more invest, 
ment in plant and equipment. What are we to do about stimulating 
investment in brain capacity ? 

I should think that the Murray-Metcalf bill for providing more Fed 


eral support for education is very important. Perhaps we should clos 
some of the leakages in our tax law and use the funds to invest in 2 
tangible capital. 
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Yow, Mr. Colm quite rightly says to me, “What is research and 
welopment except such an investment?” The difficulty with this is 
bat hela we talk about economic growth, what do we mean, growth 
x what? Do we want growth so we can expand our luxuries and 
fivolites? We want growth so we can have a stronger national de- 
ise, So we can have more aid to the less fortunate countries, and so 
can reassert moral and scientific leadership in the world. 

Well, it seems to me that the kind of absolutely open handout which 
sys, “We do not care what you invest in, and invest in completely 
yimportant things if you wish”—that kind of a growth-stimulating 
wlicy is not likely to give us what we are seeking in a national 
ynomic growth policy. It is not growth for just any purpose; it is 

owth for certain supervening national objectives that we should seek. 
‘The Cuamman. I cannot avoid considering, however, as we dis- 
mss these matters in a broad sense, the situation that faces so many 
ndividuals of whom I am aware. They find it a deterrent to growth 
n their own business, that rates of taxation are as high as they are 
mee they are without access to outside savings and must depend 
atirely for growth upon what is retained after taxes. Without go- 
mg into the question of whether they themselves might do a little 
it better job under the existing situation, they find themselves with- 
mt sufficient resources after taxes to provide that growth. 

Ithink it is a very decided factor in the growth of individual busi- 
nsses and, therefore, I was wondering whether or not if growth is so 
mportant for the future, as so many of us think it is, there should 
wany change in the relationship of our dependence upon corporate 
wrsus individual income tax. 

Mr. Herter. I did not address myself to that specific question. I 
ink the restoration of the base and the lowering of the rates is the 
yst thing one could do for economic growth, and not the changing of 
ihe relationship between the corporate and the individual income tax. 

The CuatrMAn. Is there general agreement among the members 
ifthe panel as to the individual income tax itself, should the circum- 
tance arise that Mr. Alger and Mr. Robey were discussing, of $100 
lion of Federal expenditures in a given year, that the income tax 
mthe present basis would not offer much of an opportunity or suf- 
iient opportunity through rate adjustments to bring in anything like 
‘heamount of money that would be needed ? 

Mr. Rosey. I do not think it could raise very much more money. 

The CuarrMan. On the basis of the present rates ? 

Mr. Rosey. By raising the rates you are likely to actually reduce 
the income. 

The Cuatrman. You are likely to impede further growth ? 

Mr. Rosey. Very definitely. 

The CHarrMAN. Do most of you agree to that? 

Mr. Naruan. There are income taxing opportunities at the lower 
neome levels as an alternative to the sales tax. You could reduce 
he lower exemptions. 

Mr. McKinstry. This seems to me what ought to be done in this 
tmergency. I would be very hesitant to say that the present tax could 
wot raise additional revenue. 

The Cuarrman. I get back to the basic question that worries me so 
uch, when we think in terms of possible future needs of the Govern- 





96 INCOME TAX REVISION 


ment, revenuewise, of continuing to look to those who presently have 
to pay additional burdens; of whether or not one avenue of approach 
might be that of Professor ‘Heller and some others in the br oadening of 
the base of the tax. 

Now, Dr. Colm went along with that, but with exceptions. He says 
it is all right to have erosion that is good, but it is not good to have 
some other kind of erosion. You defined loopholes as “rat loopholes,” 
and I would like to get a definition of what a “rat loophole” is 

If the time comes when additional revenues mght be needed, f it 
should ever happen, and I hope it does not, then it is the thought of 
most of you that the present income tax law is not conducive to the 
generation of any large amounts of revenue quickly. Is that the 
point ? 

Mr. Dur. I would not fully agree with this. If you raise the basic 
rate from 20 percent to 25 percent, and do not push up the higher 
brackets, and squeeze the progression together, you would increase 
revenue very materially. There is nothing magic in the present 20 
percent base rate. 

The Cuatrman. Would you do that without broadening the base? 

Mr. Dur. I would prefer to see the base broadened also, but I merely 
wanted to express disagreement with this point of view that raising 
the base rate is not going to bring in much more money, because I don’t 
think that it istrue. You obviously cannot get more money by pushing 
up the top brackets as they are likely beyond the optimum point 
already. After all, the great majority of taxpayers are subject only 
tothe base figure. Here is where most of the income is. 

The Cuatrman. If you do not broaden the base, then, Professor, do 
you reach the conclusion if there is any additional revenue ever re- 
quired by Government in the future to defray any additional costs of 
government, it has to come through manipulations in the lower 
brackets in order to raise the revenue? 

Mr. Dur. Without question. This is where the bulk of the national 
income is on a per family basis, and it is the only place where you 
can get much more revenue. 

The CHatrmMan. You are saying that adjustments can be made 
there, but adjustments might not be made elsewhere in the rate strue- 
ture? It isnot.a very desirable prospect, then, is it? 

Mr. Rozry. You could get more money there, but I think it would 
be a very unfortunate place to look for it. 

The Cruarrman. I am sure Profesor Due would agree with your 
thought that it would be unfortunate to have to do it. I certainly 
would. 

Mr. Dur. I am saying that a lot more money could be raised there 
if an emergency faced the country and we had to have it. 

Mr. Fetuner. I am just apologizing for being optimistic, but I 
think as compared to that suggestion, a sales tax with the appropriate 
exemptions for commodities that are important in the lower income 
brackets is superior to that. 

May I make a very short comment on a very interesting problem, 
and a significant problem 2 

If you raise the question of whether capital formation would 
automatically assure growth, and Dr. Heller pointed out very cor- 
rectly that it would not, then really you need something else in 
addition to assure growth. 
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I do believe if I may say so that he overstated his point when he 
sald that you can attribute part of this growth to the labor supply, 
an increase in the labor supply, and part of it to the increase in the 
sapital stock, and the third part to just technological progress. 

There exist a number of what we in economics call models which 
are set up in this fashion and it is quite true that if you postulate 
from the outset that technological progress is a separate factor in 
addition to labor and capital, that you do arrive at the conclusion that 
most of the growth is attributable to technological progress. 

But I think that this is defined into this sort of analytical frame- 
work from the outset and that there is an exceedingly strong pre- 
sumption that you get no technological progress without capital for- 
mation. At least they are complementary, although, of course, the 
question of how much growth you get out of a unit of capital forma- 
tion does depend on a number of other factors, to which Mr. Heller 
has pinted. 

Mr. Heuer. I have just one very brief comment on this; namely, 
that into my concept of capital formation, I put both human capital 
formation and physical capital formation. We recognize that very 
dist‘uctiv in underdeveloped countries where you have the alternative 
of investing in education and training, and so forth, or investing in 


bricks and mortar. 


Tt am just putting into Professor Fellner’s category of capital 


tormation the human element. 

The Cuarrman. Are there any further comments by any member? 

Mr. Rosey. May I make one additional comment ? 

It has to do with whether we have adequate capital. Now, measur- 
ing the adequacy of capital is an extraordinarily difficult statistical 
job, but our interest rates today are a reflection of shortage of capital. 

Another point that is frightfully important is that we are not 
interested only in large corporations or medium-sized and large cor- 
porations being able to expand from internal funds. We are equally 
interested in having new businesses established and they do not have 
internal funds and they have to get their capital out of the general 
pool. 

Mr. Mercatr. I was pleased when Professor Heller brought the 
Murrav-Metcalf bill in, but I am not going to extend this discussion. 
i hope I will have an opportunity in future meetings to bring out this 
proposition that we have plenty of capital, and that our income tax 
system has not handicapped us in the production of capital, and that 
what is wrong with our economic system today is that we have failed 
to keep up in the investment in public works and in the humanitarian 
values Professor Heller is talking about. 

As I go through the agenda for this committee, I find that in de- 
preciation and so forth I will have an opportunity to bring that out 
and to have a full discussion of it, and I have some statistics that I 
want answered that aren’t really relevant to this discussion today ex- 
cept that I do not want my silence here to indicate that I am in com- 
plete agreement that we have not enough capital formation under our 
present tax system and that that is what is wrong. 

The CuHatrman. Are there any further questions ? 

Mr. Cotm. In my initial statement I made a side remark which 
Professor Heller did not get, because he said there was no recom- 
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mendation made for consideration of human capital. I did propose for 
consideration of this committee that there might be one case for an 
additional deduction, namely, for training and retraining. 

That, in my judgment, is an outlay which is necessary in order to get 
future increases or even maintenance of income. I think that a good 
case could be made for a deduction. 

Of course, I would propose that if there are loopholes or “rat loop- 
holes,” then some additional revenue could be found so that some of it 
could be used for this additional deduction. 

The Cuatrman. Dr. Colm, I read that in your paper, and I must 
say that I had an immediate question when I read it. I do not dis- 
agree with the thought of anyone that all of us could stand a little bit 
more education, perhaps, and certainly that it is a matter that we 
cannot treat lightly. 

But why will we use the income tax law to accomplish this objective 
when the income tax law only has reference to people who have enough 
to pay an income tax? Are there not other people who perhaps will 
not qualify for such a deduction or such a credit whom we should be 
interested in having receive some degree of education in the future ? 

Mr. Coutm. Mr. Chairman, ideally I agree entirely with what Mr. 
Heller said, but I feel in all of these cases they should direct subsidies 
processed by the Appropriations Committee as a better course of 
action. But knowing the facts of life, I was long enough in the Budget 
Bureau, I would say I want to make some progress in education and 
professional training and retraining. 

I am willing to accept something which is a bit less ideal if it gives 
me some result than something which I know will take a very, very 
long time before we get the ideal solution. Therefore, I would accept 
certain deductions of the income tax if they give us a definite promo- 
tion of a desirable national objective if I know that no other alterna- 
tive is realistically available, even though it is a clear, logical pos- 
sibility as an alternative. 

The Cuarrman. You are not entirely a purist on the broad base? 

Mr. Cota. No. 

Mr. Baxer. The entire panel begins talking now about tax credits, 
such as income tax. Are we getting a little afield from what begins 
tomorrow, as to the major importance of what I prefer to call restor- 
ing the tax base rather than Sianiiiedier it by looking to the field of 
exclusions and credits and deductions ? 

It seems to me like that is a major part of this committee’s job 
for the next month. It is to restore the tax base from its original 
concept of applying a tax to individuals and a tax to corporations 
and then rather than broaden this, and this may be a play on words, 
it is restoring it as far as we can. 

Is that a major field, and is it productive of real revenue if we ever 
had to reach this $100 billion field rather than to increase rates? If 
it is not, we are going to waste a lot of time here. Would anybody 
want to briefly say something about that? 

Mr. Hetier. You are going to hear this afternoon from both Mr. 
Pechman and Mr. Hellmuth, who will show you that there is a lot 
of revenue “in them thar hills.” 
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Mr. Baxer. And, of course, tomorrow the specific subject of exclu- 
sions will come up. Then we are going to have deductions and 
credits. But are each of you gentlemen in agreement that that is a 
major field to solve the whole problem ? 

Mr. Hetier. Well, I apparently have a little more faith, in spite 
of possibly not as close exposure to the facts of life as Dr. Colm, that 
there is a lot of revenue that can be achieved by restoration of the 
base. 

That is why, whereas I did not ignore his suggestion for educational 
expense deductions, I would oppose them because they go in the wrong 
direction. 

Mr. Baxer. I am sure you realize that. 

Mr. Hetier. They go in the wrong direction of further eroding the 
base, and I am just a little bit more hopeful that we will take a more 
rational approach to aids to education which would give them where 
they are most needed, rather than giving an upside-down subsidy 
which is worth more to the higher incomes instead of being worth 
more to the lower incomes. 

Mr. Rosey. May I say that I go along with what Mr. Magill told 
the committee yesterday on the priority on this thing. Surely, you 
should look at these things, but I think that they should be ie 
at very carefully, because they were not put in here in a haphazard 
method and I do not think that they should be eliminated in a hap- 
hazard method. 

Mar. Baker. But it is a field that should be explored, and explored 
fully ? 

Mr. Rosey. It should be repeatedly explored. 

Mr. Dur. I would like to concur also with what Professor Heller 
said, and I think that there are additional potential revenues, but this 
must be done carefully, as Mr. Robey points out. 

You just cannot close up all of these so-called loopholes without 
careful thought given to them. 

I would also like to say that, for one, I do not concur with the sug- 
gestion about credits for State income taxes against Federal. I did 
not want the committee to think that the whole panel feels that this 
should be done. Personally, I think this would have the effect of 
virtually forcing some States into the field in which they prefer not 
to go, that is, for instance, the State of Illinois in the past. 

I do not necessarily agree or disagree with the Illinois attitude, but 
I should like to point out that this would force Illinois into the income- 
tax field when presumably the State does not want to go into this field. 

The CHarrman. Are there any further questions? If not, gentle- 
men, let me again express to you our deep appreciation for the con- 
tributions you have made to the compendium and the time you took 
to prepare your papers and for your appearance today and your very 
enlightening discussion and your very fine answers to the questions 
that all of us have raised. 

Thank you very much, and we appreciate it. 

The committee will adjourn until 2 p.m. today. 

(Whereupon, at 12:35 p.m., the committee adjourned, to reconvene 
at 2 p.m. the same day.) 
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AFTERNOON SESSION 


The Cuarrman. The committee will please be inorder. _ 

Some days ago I asked the Treasury Department to give us some 
information of a statistical nature that bears on the points that will 
be discussed today. Without objection, I would like to include the 
letter from the Under Secretary of the Treasury and these various 
tables and charts at this point. 

Each member of the committee, in addition, will be supplied with a 
copy of the statistical information. 

(Information referred to follows :) 


NovEMBER 13, 1959. 
Hon. WiLsur B. MILLs, 
Chairman, Committee on Ways and Means, 
New House Office Building, 
Washington, D.C. 


My Dear Mr. CHAIRMAN: I am enclosing several tables relating to personal 
income, as determined in the national income accounts, and individual income 
for tax purposes. In a letter of May 18, 1959, you outlined the types of such 
data and estimates which you wished the Treasury to supply for the assistance 
of the Ways and Means Committee in the forthcoming hearings on general 
revenue revision. 

The enclosed tables 1 and 2 present figures for individual income tax returns, 
income tax base and personal income, for the years 1921 through 1957, the last 
year for which statistics of income data are available. 

The next two tables, 3 and 4, present a detailed analysis of the reconcilativa 
of personal income and taxable income for 1957 and 1959. You asked that 
particular attention be given to the “‘nonconceptual differences.” It is in this 
area that a residual amount appears which cannot be explained by uifferences 
in definitions and which has been referred to as the income gap. The inference 
has frequently been drawn that a considerable part of this gap represents in- 
come which should have been reported for tax purposes, but was not. We have 
made special estimates of some elements of this gap on the basis of available 
data. Table 5 presents an estimate of dividends not accounted for in tax re- 
turns for 1956, the last year for which the amount of. dividends paid by corpo- 
rations was available from statistics of income. We have also made estimates, 
on the basis of two different approaches, of the amount of interest income of 
individuals not accounted for on tax returns for 1956 and 1957. Table 6 com- 
pares personal interest income as estimated by the Department of Commerce 
with the amounts of interest income reported on tax returns. Table 7, the 
second approach, endeavors to avoid the problems arising from differences in 
definition and compares data on interest payments to individuals from specific 
sources ‘with the amount reported on Federal tax returns. 

In the reconciliation of personal income and taxable income, you also asked 
that particular items be noted, such as itemized deductions and tax credits. 
Table 8 presents additional detail for 1957 and 1959 for items summarized in 
tables 3 and 4. 

Tables 9 and 10 present estimated reconciliations between personal income 
and taxable income for the years 1929, 1932, 1942, and 1948. The items in 
these two tables correspond generally to those in tables 3 and 4 for 1957 and 
1959. In table 11 the adjustments from personal income to taxable income for 
1929, 1932, 1942, and 1948, are modified by the assumption that the present per 
capita personal exemption had been in effect in all these years. 

When I indicated to you in my letter of May 28, 1959, that we were under- 
taking these estimates, I noted some of our reservations as to the conclusions 
that may be validly drawn from such data. For example, personal income as 
developed for the national income accounts provides a useful general basis for 
comparison with the individual income tax base. However, attempts to make 
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very precise comparisons between components of these two measures of income 
are, in some instances, likely to be difficult and perhaps misleading. I believe 
we must keep in mind that personal income is itself an estimate containing items 
which in concept and definition are quite different from those in income tax 
accounting. Several of the component estimates of personal income are known 
to have a considerable margin of possible error. The effects of these possible 
errors are accentuated when a finer and more detailed breakdown is attempted, 
involving in some cases residual amounts. 

Also I would like to emphasize that many of the estimates that we have 
made are tentative and subject to revision as we investigate further the manner 
in which various forms of income are reported and tabulated for national in- 
come and tax purposes. 

We are continuing to work on the other set of data which you requested in 
your letter of June 6, 1959, relative to the distribution of some 20 items by tax- 
able income brackets. In part, these materials are being prepared through a 
special compilation of tax return data by the Internal Revenue Service. 
We expect that the second set of data will be completed shortly and will be 
promptly forwarded to you. 

Sincerely yours, 
(Signed) Fred C. Seribner, Jr., 
FRED C. ScCRIBNER, Jr. 
Under Secretary of the Treasury. 


TABLE 1.—Number of taxable returns, individual income tar base, and average 
taxable income, 1921-57 
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TABLE 2.—Personal income and approximate individual income taa base, 1921-57 
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Calendar year | income! 
| 
| 
| 
eisicicmnsincoinca — 
1921...... sable = 57.0 
a 61.2 
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! Official Department of Commerce estimates, 1929 forward; unofficial extrapolation prior to 1929. 
2 The individual income tax base shown is derived from statistics of income data for the respective years, 
and therefore is shown before adjustments for audit, amended returns, etc. 


fiduciaries, after exemption. 


actually subject to income tax, including normal tax, surtax, victory tax, and alternative tax. 


It includes the taxable income of 


The amount shown is that part of net or adjusted gross income which is 


The net 


capital gains included are those includible in income by statute, and therefore represent varying proportions 


of net gains realized in the economic sense. 


In years prior to 1944 surtax net income included partially tax-exempt interest and several other items 
These include capital gains (1922-33, 1938-40), dividends 
from domestic corporations (1920-35), and earned income credit (1934-43). 
net income in excess of a certain minimum, varying at different times from $4,000 to $10,000, was actually 
taxed, so that for these income segments, only the portion received by taxpayers actually liable for surtax 


excludable from income subject to normal! tax. 


has been included. 


However, until 1941 only surtax 


In many years some relatively small portion of the taxable income figures shown had to be estimated. 


Data are not available on taxable fiduciaries for the years 1953, 1955, and 1957. 


From 1948 on, married per- 


sons filing separate returns are not subject to the same maximum limitation for the standard deduction and 


an adjustment for this must be estimated. 


subject only to self-employment tax cannot be segregated. 


For the years 1951 to 1953, returns with itemized deductions and 


witn taxable income which are nontaxable by virtue of tax credits. 


Most years include a small number of returns 
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TABLE 3.—Reconciliation of personal income with adjusted gross income and 
derivation of individual income tam base, 1957+ 


{In billions of dollars] 
POM INCOMES wicca iguawnmisarinonoe ina 350. 6 








Deduct: 
TE Oe | Ti ai re ic sneer a eae eee 21. 
PUNE RNG UNI i aa ea Sic ch ee a cee cpg ea ee 9. 
ar UUOTANAE SUCCES RR ONO oi Ss scene ge ct cna nena eae A 
Food and fuel consumed on farms 1 
Imputed rent 6. 
Noncorporate, nonfarm inventory valuation adjustment — 
Value change in farm inventory 
Rn ne aot ace le a er ie ee 
Nontaxable military pay and allowances._..................___-.. 
Net accrual of interst on Government bonds (savings) 
Tax-exempt interest not accruing to corporations 
WIQGCIRTY THGOUNS: TOE CIBET IIs ets Se tein 
Dividends excludable from gross income 
Sick pay exciludable from Srowe INCOM. <n ne ek cccecccncan 
Income of pension funds and other tax-exempt organizations 
Dividends reported as capital gains 


No, 


soe 


. 





Total deductions 





Add: 
‘mployee contributions for social insurance________-_____--_______-_- 6. 7 
TWGE COUTURE GETS OF FIERO oo ies etter ec oes 3.5 
Adjusted gross income of individuals in Hawaii and Alaska_________ 1.2 
Miscellaneous income of individuals ke 
Annuities and pensions es 





























POUND “CCIRIONN a ies i ee eee 14.2 
IrGS GO GUIONE iss 5 eee eat eee eee ee 42.3 
POPiORR? SRCOIN SU s0NIOR cc ecis cnn ca seseeede eae eee 308. 3 
Nonconceptual differences : 
Specifically estimated items: 
Income received by individuals not required to file (income less 
CRIES: RU Fis eee ea 3.1 
Income eventually disclosed by audit-_.....-._-______________ 3.3 
Estimated dividends not accounted for on tax returns__________~_ E 
Estimated interest income not accounted for on tax returns______ 4.0 
Total epeciiicaliy estimated tteme......c..... asses 11.5 
Remaining unexplained reporting gap and statistical discrepancy... 16.5 
Total nonconcepttial ditlereneee. oo oe cc eck ccakmmwnnawen 28. 0 
Adjusted gross tneomeé, Gil TOCURiG nk nc ous acmnnonen 280. 3 
PSUR BORN COON asisss gh eke eae ee ee 1.0 
Adjusted gross income, returns with adjusted gross income_______________ 281.3 
Adjusted gross income, nontaxable returns_______--_-____-_-____--_- 19.1 
Adjusted gross income, taxable returns... ....24<..nencsconccus 262. 2 
Personal deductions (standard and itemized) ~-.._.________________ 36. 2 
SNE: FEC ih na te ah rd a 226. 0 
TULUOREL GROIN DSIOUR S655 cose ee eee eee eee 76.8 
waxapie ticome: of InGiviWGnis ono se 5 eo ee naeen 149. 2 


1 Based on data from “Statistics of Income,” Internal Revenue Service, and estimates by 
the Department of Commerce. 
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106 INCOME TAX REVISION 
TasLte 7.—LHstimated interest income of individuals not accounted for on tao 
returns for 1956 and 1957 


{Analysis of payments to individuals of interest includible in taxable income, by source of payment, and 
the amounts reported and not reported on Federal tax returns, in millions of dollars 

















1956 1957 
Interest payments to individuals: 
Cash interest paid on Government securities. ........-...---.---...-.-.- 1,175 1, 375 
Interest paid on corporation bonds and notes. ...._.---...-.-.------.---- 748 819 
Interest on time and savings deposits.................-....-........-.... 1, 564 1,976 
UN OE OE SI eine chtanneacapccimannhcncseadedodsacemen 1, 120 1, 384 
Interest paid on holdings of foreign bonds...-.......-..-....-.-..-.------ 50 60 
Interest on farm mortgages paid to nonfarm individuals-_.............--- 446 468 
ee ee ee eee 1,110 1, 190 
Interest paid to unincorporated brokers and dealers___............------- 71 69 
Interest paid to unincorporated consumer credit companies_..........-.- 144 155 
Interest paid to retail auto dealers..............................-......+-4 50 48 
Interest paid on life insurance dividends left to accumulate. _...........-. ; 76 80 
TOtal VRP . 6 oa acs cc ccc cneccnns cc scanesesasaccccmessdcccensaccce 6, 554 7, 624 
Deduct: oz es i 
Interest reported as business income by sole proprietors. _.....--..-----.- 331 382 
Interest received by low income individuals not required to file._....._.- 133 154 
Interest receipts of nonprofit organizations_...........-..-.----..-------- 211 244 
RE OUI beiccnctctiiicadikadsaincdademicnckanmenetcssnadekaenunaia 675 780 
Interest includible in individual tax returms_._..............-.-..----- 5,879 ‘7 6, 844 
Interest reported as such on tax returns: ae 
Re NER SNE RD casos coc cousideceuacctubsouceusnacwsesesesusaeee 2, 872 3, 319 
SN, POHL RUEDTA EG don okeacutannamibidedhounudadessantnbadeceatsele 3 3 
PI i cctectncenentnbecasancdetae ciacebohesuuensaseeseunanecadas 232 268 
PS ii deccdkéanaccteddndcdathitseasacabernetnansteesacaGawwdenmen 346 399 
a ati abcd ciceticgnitindtarin ais bak eae end aetna nncdhiinp aad 3, 453 3, 989 
Estimated amount of interest payments not accounted for_..........-- 2. 426 F 2 855 





TABLE 8.—Itemized deductions and standard deductions taken on tazvable returns, 
and taw credits shown on nontagrable returns, calendar years 1957 and 1959 





Calendar year 


1957 | 1959 





Billion dollars 
SIL UEEE CORMININ DUBIN ccc ciinrcckedtneastnenapapeaseasanseuummanne 36. 2 40.9 
I iavicbvawdencuddacabbanesusestddmidbasedcnesasnssesncbanaencensedenan 23.9 29.4 
POR dctdadhawedadheRtnckadvdahmnnnsmbingtincinelah nie naiann uiidiinusieciseees 12.3 11.5 


Million dollars 


Pe OEen CRT CI sini ees isees beh ec ccckec snes 29 33 
I a a lh ae an Fi el oad ol 2 3 
EES SIND cc cacanccacnannncnsdueuddsecsidecnsaskaédugebeibabanaeasseeet 27 30 
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TaBLE 9.—Personal income adjusted to concept of personal income for tag 
purposes—NSelected years 


{In billions of dollars] 















1929 1932 1942 1948 
PUTRI TUR 5 6 i ksde ens cn encesddasdndend eee 85.8 50.1 123.5 210. 4 
Exclusions: 
OR I I iss satscnits icacecevebintnciape were 1.5 2.2 3.1 11.3 
COREE SI SII tick pedadncammnaeimae -6 5 -9 2.7 
I IE Ns ss dincciteccccennencuananed -6 -4 1.9 2 
Food and fuel consumed on farms-.......-.--....--.- 1.7 1.0 1.8 2.6 
TE i.0 cit rechanendnhadnmemiimeanmbbaden 2.7 1.5 2.1 2.8 
Noncorporate, nonfarm inventory valuation ad- 
tiie neccntintntnnninciccaiieameaaen 1 -3 —.4 —.4 
Value change in farm inventory---.......---.-.-.-- —.2 (4) 1.2 1.1 
TE a accincancitimmnionicnimmmaninnhas 2.2 1.9 2.3 3.7 
Nontaxable military pay and allowances (other 
SONI TIN I onc co rinicnmacicehanecnenemmene eS el 5.0 3.0 
Net acorual of interest on savings DOMdS...........-<cclecccccencncsfenccecececes 1 -6 
Tax-exempt interest received by individuals- ----..- an 3 -3 3 
Undistributed fiduciary income (excluding capital 
II i cine ala a ss aan taba ea tata eeaial ieee 2 wn -4 5 
Income of pension funds and other tax-exempt} 
CR iiicgptintiiicicn oascdiktucaaseeee .3 o2 2 5 
TORE CI sskii citi cineca agin 10.1 8.5 18.8 30.5 
Additions: 
Employee contributions for social insurance......-- ok 2 1.2 2.2 
Net capital gains (individual, net of losses)_..-....- 2.9 —1.1 «nm 2.2 
Adjusted gross income, Alaska and Hawali-_....--.-- 1 1) -5 oe 
DOORS SII oak de crn ecendcdeweamnnnel \ 3 4 6 8 
PO ea eer ; od 3 
UE Ho hbk kb hidndneeicandionsknaakuenia 3.4 —.5 2.5 6.2 
DIGG GORI 6 5 Sa idedmiecetncdidinnsdieaes 6.7 9.0 16.2 24.3 
Poreetenl 10000 DATNOG soo visccncnscccsasccsecds 79.1 41.1 107.3 186.1 





1 Less than $50 million. 


Note: Figures are rounded and do not necessarily add to totals. 


TABLE 10.—Derivation of individual income tar base from personal income 
adjusted for differences in concept—Selected years 


[In billions of dollars] 














1929 ! 1932! 1942 1948 
Personal income adjusted for conceptual differences---- 79.1 41.1 107.3 186. 1 
Nonconceptual differences *. .................-.-.--...- 50.2 27.8 22.1 22. 6 
Adjusted gross income—all returns....--....-.-.- 28.9 13.3 85. 2 163. 5 
| DOSER SOON GONE Sh aistive wiccipeaendcescodubamanmees —.1 +.5 (4) +.7 
Adjusted gross income—returns with adjusted 
gross income or net income__...--..--.-.--...-- 28.8 13.8 85. 2 164. 2 
Adjusted gross income, nontaxable returns. __...-.....- —5.2 —4.3 —12.7 —22.1 
Adjusted gross income—taxable returns_._..-..-. 23.6 9.5 72.5 142.1 
Personal deductions (standard and itemized) --..-...... 5—3.7 5—1.8 —6.9 —16.5 
Net income—taxable returns. ......---.---------- 19.9 A 6 65.6 125. 6 
Personal exemptions (including credit for dependents). —6.3 —3.5 —29. 5 —50.9 
Taxable income of individuals 13.6 4.2 36. 1 74.7 
Taxable income of fiduciaries.................--..-.--.- +.2 +.1 +.3 +.5 
Individual income tax base...............---.-.-- 13.8 4.3 36. 4 75. 2 


1 Income of fiduciaries was not separately tabulated for these years. 
2 Represents income below current filing requirements, evasion, and statistical errors and omissions. 


3 For 1942 and prior years represents net deficit diminished by nonbusiness deductions of deficit returns. 
4 Less than $50,000,000. 


5 Includes dividends not subject to normal or surtax. 
* Adjusted for standard deduction on 1040-A’s. 








TAB 





Adc 








108 INCOME TAX REVISION 


TaBLe 11.—Derivation of individual income taw base from personal income ad- 
justed for differences in concept, assuming present personal exemption system 
had been in effect—Selected years 


{In billions of dollars] 




















1929 1 1932 1 1942 1948 
Personal income adjusted for eer al differences... 79.1 41.1 107.3 186. 1 
Nonconceptual differences... .........2.-22-cs2---secee 15.1 14.5 22. 1 22.6 
Adjusted gross income—All returns ----..--..-.--- 64.0 26.6 85.2 163. 5 
Adjusted gross deficit (net deficit less personal deduc- 
RN Been dnt an iG cde AwebaameuaenuesaamarnaWuuaecneee —.1 +.5 (3) +.7 
Adjusted gross income —~Returns with ee 
gross income or net income-_.----- — aes 63.9 27.1 5.2 164. 2 
Adjusted gross income—N ontax: able returns._..---.---- —7.7 —8.3 —20.2 —22.1 
Adjusted gross income—Taxable returns - ------- 56. 2 18.8 65.0 142.1 
Personal deductions (standard and itemized) -_-.-...---- —8.7 —2.9 —6.1 —16.5 
Net income—Taxable returns--.---.-- 47.5 15.9 58.9 125.6 
Personal exemptions (including credits for de pe ndents) - —18.1 —7.7 —28.3 —50.9 
Taxable income of individuals_..........-.------ 29.4 8.2 30.6 74.7 
Taxable income of fiduciaries...............--..-.-.--.- +.3 +.1 +.2 +.5 
Individual income tax base__.--...----.---------- 29.7 8.3 30.8 75.2 








1 Income for fiduciaries was not separately tabulated for these years. Cc 
2 For 1942 and prior years represents net deficit diminished by nonbusiness deductions of deficit returns. 
3 Less than $50 million. 


The following material was later received by the committee: 


UNDER SECRETARY OF THE TREASURY, 
Washington, December 17, 1959 
Hon. Wirsur D. MILLs, 
Chairman, Committee on Ways and Means, Room 1102, New House Office Build- 
ing, Washington, D.C. 

My DEAR Mr. CHAIRMAN: The enclosed tables have been prepared in response 
to your letter of June 6, 1959, to which you attached an outline of additional 
data requested for the use of the Committee on Ways and Means in connection 
with their hearings on tax revision. You wished a distribution among taxable 
income brackets of a number of items of income, exemptions, exclusions, deduc- 
tions and tax credits. 

Distribution of some of these items could be made by a special tabulation of 
data available in the Internal Revenue Service, Statistics Division, from the 
sample of individual returns for the 1957 tax year, the latest year for which 
“Statistics of Income” has been compiled. For each of these items the number 
of returns and the dollar amounts falling in each taxable income bracket are 
shown in a three-part table corresponding to the tax brackets for joint, separate, 
and head of household returns. 

Such a tabulation among taxable income brackets was not possible for the 
remaining items you requested. Suitable statistical data from tax returns were 
not available for specific itemized deductions nor, of course, for items of income 
which are excluded from gross income for tax purposes but included in the 
Department of Commerce concept of personal income. For these items an esti- 
mated distribution at 1959 income and deduction levels is shown in the fourth 
table, with explanatory footnotes. 

Sincerely yours, 


(Signed) Frep C. Scorrener, Jr., 
Under Secretary of the Treasury. 
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Individuel Income Tex Returns with Texeble Income, 1957 " 


Table 1.—FREQUENCIES AND AMOUNTS FOR 11 SELECTED ITEMS, BY SIZF OF TAXABLE INCOME AND MARITAL STATUS 
PART I.—Joint Returns end Returns of Surviving Spouse 



















. Number of | Taxable PT ee ee ee ee eTUPT ax Cet 

es SC elubion income credit Jukes einie secntees Returns with sales qf capital assqts 

| sable Sieidine elnatne raha Number Amount Number of “[ “Anount Number 0 Amount [Net gain} Wet Toss | 

income returns rue returns Number of Amount | Number “of “a 
RE - Sepa se see SES g Se oo > ttronsent re = sadhpuninnetteeetemsiemeeeeeees 4? , ——Peturene — a fom : = —_— 

dollars) dollars) dollars) dollars) dollars) dollers) do 





(1) (2) (3) (4) (5) 


(6) 


(10) (11) (12) (13) (14) 


Texable returns: 















i 
| _ Not over $4,000 ee 1 Al ¢5u JCC" Po. jgo . 3 221908 233 £4 ft iTS lL ITa@ kl | L196 32 / let fy 7ie 7#3. SL 4% ype AIA 0s 16S 3 494 2e9 A457 142 
Over $4,000 not over $8,000 69/9 ¥F4 37.6581 33 i | S3% g¥es "543 2437? gf Sat ISS S16 64923 6439486 2 uITs Y a9 329 gg? 167 8Ei 
Over $8,000 not over $12,000 Ga TAey Hl e871 %47 57457) Au ji? (See i 74° 67.§ $7573 447972 G3 At} ; - 17 694 GA 76" Abs 47 go 0°72 
Over $12,000 not over $16,000 $77 262 Fine 32 (437i 7179! ya3as 1 Ose 9) SS1 27731 ; f if Zé aed 97 694 574 4EeSe 
| Over $16,000 not over $20,000 ) 947% utgdad 6977) 4 74 s7e y oe 4 a4 e756 fe Ge! pe) al ae] JF O13 $3396 244755 
| ___ Over $20,000 not over $24,000 __ 36 F356) 2 633234 2948 | a fos vs bg Y! 24780 To 4) bAaer bib la ieti le tlé . 41954" 129 460 41.343) 
Over $24,000 not over $26,000 167S4) (97764) 1729 907 } 9 245 Cai f 4é2y 19629 78970 24 435 f4 43) (S027 
Over $28,000 not over $32,000 FaTié 1572959, | £74} 1 ¢ “6 GAs ¢ 4 Zt 77 Ja 4 ; S04 RO 703) 75 693 11762 
Over $32,000 not over $36,000 ITPA 1256 276 / qi} t3 pat 1@) $54 At OPa A406 2G 4 64/7 15 (46 SS5O2¢, £075 
Over $36,000 not over $40,000 2G Sk toe9 ey 625 / ? 117 G23 27! 21246 5°70 19 75 61asé 11 239 SF24F' 6621 
| __ Over $40,000 not over $44,000 a@ea;  8s5 624) LZ, : fo4" 17! e+ | 8.574 | 3asti Tb) L527: £24?) 513! C593) 46 65" 4 7AaY. 
Over $44,000 not over $52,000 IO 38a ly 153 127) GSA 94 I7¢ 4 Fu o £26 ASE 13' Asegs 22 4S¢ uy | ju 482 92 169 739 
Over $52,000 not over $64,000 24256 (267743 1624 % 19, 177 163) 4 i? v /a@f% Zeqt- } 232i acewte (e71§ 11 995 pio 4#9 54E4 
Over $64,000 not over $76,000 jas? 449C 4s] 243 Sty a a1d' 11es4 4 Vee $454 6 £21 ey 9g4 3 1&4 
_ @ver $76,000 not over $88,000 76S? ena 546 a 76) 174 ary 53 Er 3 6 9° 626 e Pia e571 4 #42 71 1S? ( €¢ 
Over $88,900 not over $100,000 fe: ee 2 ee ee Le Fl (E2.. a 4 Ae 37k, Y Coli 9739!  4ageyi $7746. 740 | 
Over $100,000 not over $120,000 : 43 %6 g7? 773 152 | ta ‘3 I @62. 76 39 367 293 6417 2797 | 726% 9717 
| Over $120,000 not over $140,000 453 352755 75 | fe AaSg 4 ge ley A434 AAG 2 244 4767 1 73¢ $6374 537 
Over $140,000 not over $160,000 $76 24 f it] ; % « Jo! 12% ist 31% / #47 SA EIS A74 
| Over $160,900 not over $180,000 735 sf 3 46) As 42 a i7A $5 i? G¥o Alte esl 24 911 199 | 
Over $180,000 not over $200 , 000 675) 12.7 £25 Axi : 6. 57 i! Ast. 19S _ £22. 52} 6257 2124! uZd 22367. 136) 
Over $200,000 not over $300,000 , 297 223649? 7¢ ea as va “72 dte (242 L2% 32 5699 1 62 pod 856 a39 | 
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Table 1.—FREQUENCIES AND AMOUNTS FOR 11 SELECTED ITEMS, BY SIZE OF TAXABLE INCOME AND MARITAL STATUS 
PART Il.—Separate Returns of Husbends and Wives and of Single Persons not Head of Household or Surviving Spouse 
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The CuatmrMan. Our discussion this afternoon has to do with sta- 
tistical analysis of the tax base and the national income. 

We are very pleased that we have with us. Mr. Joseph A. Pech- 
man who is with the Committee for Economic Development and Mr. 
William F. Hellmuth, professor of economics at Oberlin College. 

Mr. Pechman, do you desire to make the first presentation? Be- 
cause there are only two of you, we will not follow the rule that we 
have been following with larger panel groups and try to limit you to 
5 or 6 minutes because you could not possibly review your papers in 
that length of time since you are dealing with statistics and the analy- 
sis of the tax base from that point of view. 

You are recognized, Mr. Pechman. We appreciate having you and 
the fine contribution you have made to our study. I know that the 
work you have done particularly has been very, time-consuming. We 
realize that and all the more appreciate what you have done. 


STATEMENT OF JOSEPH A. PECHMAN, COMMITTEE FOR ECONOMIC 
DEVELOPMENT 


Mr. Pecuman. Thank you very much, Mr. Chairman. 

Whatever time I took was well worth the effort, in view of the 
fact that the committee is undertaking the kind of review of the sys- 
tem that I have personally supported. I do hope that something will 
come out of it. 

I should like to take this opportunity you have afforded me to report 

briefly on°a statistical exercise which I undertook several years ago 
mainly as a matter of curiosity. As it turned out, the exercise is more 
than a mere curiosity ; it has been very helpful to me in thinking about 
' tax reform and I am presenting the results to this committee in the 
| hope that it will be helpful to you as well. The views I will express 
are, of course, my own and do not necessarily represent those of the 
| CED. 
' My interest in doing the exercise was aroused after I had noticed 
| that Federal collections from the individual income tax had averaged 
about 10 percent of total personal income as estimated by the Depart- 
ment of Commerce. 

Why, I asked myself, do we have to enact rates ranging from 20 
to 91 percent to raise a tax averaging only 10 percent of total income? 

In brief, the answer is that we have to tax ourselves at such high 
rates because the Internal Revenue Code excludes large chunks of 
income from the individual income tax base by a wide variety of 
) special exclusions, deductions, exemptions and tax credits which are 
| either not essential for a good income tax or, in most cases, actually 
| Violate basic principles of tax equity. Most of these provisions were 
enacted a long time ago, but the list keeps getting longer all the 
time. This is the process which is now popularly called erosion. 

My calculations indicate that, if all of the eroding features of the 
code had been eliminated, the tax base would have been $59 billion 
larger than it was in 1957 and the revenues that were collected on 
1957 incomes could have been raised with rates that were at least a third 
lower in every taxable income bracket. 

Personal income in 1957 amounted to $350.6 billion. In the same 
year, individuals reported $280.8 billion of adjusted gross income on 
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Federal tax returns, or $70.3 billion less than personal income. Most 


of this difference can be explained by the conceptual differences be- 
tween personal income and adjusted gross income, in other words, by 
the incomes specifically excluded from the tax base through special 
provisions in the tax law. 


After making all of the necessary corrections for the differences in [ 
concept between personal income and adjusted gross income, I find | 


that total adjusted income in the United States amounted to $308.7 
billion in 1957. 

To go from adjusted gross income to taxable income, or the tax 
base, is a relatively easy matter. The steps in the calculations are as 
follows: 


Amount 

(billions) 

7, EE ESIGN SION TORO, TI iki cinicnicncnciccemnwdnnaneiseceen $308. 7 
2. Deduct adjusted gross income not reported on tax returns__-__----~_- 28. 4 
3. Equals adjusted gross income reported on tax returns___________~_~_- _. 280.3 
4. Deduct adjusted gross income reported on nontaxable returns_____~_ 18.2 
5. Equals adjusted gross income reported on taxable returns_______-__-_~- 262. 2 
G Deduct exempiions on Taxable TOWNS... 25 a eee cnn. ee 76.8 
7. Deduct deductions on taxable returns_______--._.... ~~ _.__ iim ~=— 
8. Equals taxable income of taxable individuals________-__________ in | Le 
9. Add taxable income of nontaxable individuals______________________ 0.2 
Ti nL CORAL CR EOOIG INCOING booed cn Sh eerdeeccaee 149. 4 


While the economy generated $350.6 billion of ee income in 
1957, taxable income amounted to only $149.4 billion, or 43 percent of 
total personal income. This large difference between taxable income 
and personal income suggests that there is considerable room for 
broadening the tax base. The question is, How much? 

To make the nec essary calculations, I set up what I call a compre- 
hensive income tax which I used as a standard for determining what 
is and what is not erosion. This tax would include in the tax base 
all incomes from whatever source derived, and tax them at the same 
rates; disallow all but the most essential personal deductions; retain 
the present $600 per capita exemption, but eliminate all special ex- 
emptions, and provide for withholding of interest and dividends. 

Some of my estimates of the items needed to derive the tax base 
under such a tax structure are subject to error, but the major items 
are taken directly from the national income accounts or tax return 
data and are firmly based. As I shall indicate later, at crucial stages 
in the estimating process, I erred on the conservative side to avoid 
overstating the potentialities of the base-broadening approach. 

The specifications of my comprehensive income tax were designed 
to conform as closely as possible with the standards of income taxation 
found in almost any elementary public finance text. Let me comment 
briefly on these specifications. 

1. The term “income” is defined by economists as consumption plus 
in minus) the net increase (or decrease) in value of an individual’s 
assets during the taxable period. In less technical language, this 
concept of income is equivalent to gross receipts in cash and in kind 
received by the taxpayer less the expenses necessary for the produc- 
tion of such receipts. I used this definition with the following modi- 
fications: 

(1) Capital gains are included in income when realized or 
when transferred to others through gifts or bequests; 
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(2) Gifts and inheritances are excluded ; 

(3) Nonmoney incomes other than imputed rent of owner- 
occupied homes are excluded ; and 

(4) No change is made in the present tax treatment of em- 
ployer contributions to pension and welfare plans. 

The first and third of these modifications were dictated by prac- 
tical considerations; the second accepts the present status of estate 
and gift taxation as separate from income taxation, and the fourth 
recognizes that to tax employer contributions currently to employees 
would probably require basic revisions in the Nation’s pension struc- 
ture. 

When compared with this definition of income, adjusted gross in- 
come as now defined by the Internal Revenue Code is found to be a 
highly selective concept. ' 

At a minimum, the comprehensive definition of income would in- 
clude the following receipts which are not now taxable: Social security 
benefits, unemployment compensation, and other transfer payments 
and wage supplements; the net rental value of owner-occupied homes; 
interest on life-insurance savings; State and local bond interest; the 
half of realized long-term capital gains now excluded and all accrued 
gains transferred by gift or at death, and the excess of percentage 
depletion over cost depletion. In addition, the exclusions for divi- 
dends and sick pay and the tax credits for dividends and retirement 
income would be eliminated. 

2. Assuming we want to treat all persons with the same net income 
equally, deductions would be allowed only for expenditures that are 
essential to earning income. I made an exception to this rule only 
for expenditures that have an overwhelming social priority or for 
unusual and necessary personal expenses that clearly reduce an indi- 
vidual’s ability to pay.out of a given income when they are incurred. 

Also, in a Federal tax system, deductions for State and local income 
taxes, but not other taxes, are justified as a device to moderate inter- 
state income tax differentials and to encourage the use of income taxa- 
tion as a basic source of financing the growing volume of State-local 
expenditures. 

On the basis of these criteria, most of the personal deductions would 
be eliminated. . 

In addition to State and local income taxes, which I have already 
mentioned, I allowed deductions for medical expenses in excess of 5 
percent of income, large casualty losses, child-care expenses, and ali- 
mony payments. ‘The deduction for charitable contributions was also 
retained on the ground that many of our nonprofit educational, health, 
and research institutions depend on the tax concession for their 
support. 

However, to avoid wasting revenues, I limited the deduction to the 
amount of contributions in excess of 10 percent of adjusted gross in- 
come, or $1,000 per year, whichever is lower. 

Finally, since the itemized deductions were drastically reduced, I 
reduced the standard deduction to 2 percent of adjusted gross income, 
instead of the present 10 percent, on the ground that 2 percent would be 


sufficient to avoid the inconvenience of accounting for, and checking, 
small amounts of itemized deductions. 
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_8. The special exemptions for the aged and the blind and the addi- 
tional exemptions now granted to children and other dependents earn- 
ing income are counted as erosion because they differentiate amo 
taxpayers on the basis of criteria other than income. But the flat 
$600 per capita exemption is not just another eroding feature of the 
tax law. The major justification for this exemption is that ability 
to pay does not begin until income exceeds certain minimum levels, 
sometimes identified as minimum subsistence and at other times as 
some higher level of living. In effect, it provides a zero rate bracket 
for that part of the individual’s income which is below these minimum 
levels. 

On this basis, the personal exemption is really part of the rate 
structure and the revenues that might be obtained ions broadening 
the tax base could be used for increasing exemptions as well as re- 
ducing tax rates. My own preference would be to use all of the 
revenues to lower the tax rates. 

4. Under the present law, the nominal income tax rates apply only 
to single persons. Married persons are permitted to split their in- 
comes for tax purposes and, as a result, are subject to an entirely dif- 
ferent, and substantially lower, rate structure. The split-income pro- 
vision is the subject of great controversy, as you will find when you 
discuss this matter with the panel on Friday. Since I have been 
invited to participate in that panel and since the subject is rather com- 
licated, I shall defer giving my views on income splitting until then. 
For the present, I should like to say only that it is possible to remove 
the rate advantages of income-splitting without restoring the old 
inequalities between residents of community and non-community- 
property States. 

The detailed estimates of the tax base and tax yield of a comprehen- 
sive income tax of the kind I have just described are given in table 8 
of my paper in the compendium, a copy of which I have attached to 
this statement for your convenience. a 

A summary comparison of the key items entering into the derivation 
of the tax base under present law and under the comprehensive income 
tax is given for the year 1957 in the following table: 


{Billions of dollars] 














Compre- 

Derivation of the tax base Present law} hensive 

income tax 
ip Asien wind WicmheTO8T . . oo < .i05acnmcddacnisganccadpennunssamewes aioe 308. 7 349.5 

2. Deduct: Incomes not reported on tax returns and incomes of nontaxable in- 

Meet ee GURDON. «3 nis ick asda wnth coesvewsecendcpiccespaumeaasa 46.6 57.0 
3. Equals: adjusted gross income of individuals taxable under present law-- - 262. 2 292.5 
4. Deduct: Paeramal ecomotions. ............. ncn nn ccececenscccciscasncscseccuse 76.8 74.2 
5: Petiet: Persatiad Ganucaons.. .... we ec ns cnn ecssnnencccchsus cacabbenesse 36. 2 10,2 
6. Equals: adjusted gross income of individuals taxable under present law- 149, 2 208.1 
7. Add: taxable income of individuals not taxable under present law--..---------- 2 2 
8. Equals: total taxable income, 1957. - -.-..------.-.-..-------.----- ese 149.4 208.3 








Note.—Figures are rounded and will not necessarily add to totals. 
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Mr. Pecuman. You will note that, in 1957, adjusted gross income 
under the comprehensive income tax would have amounted to almost 
$350 billion, or $41 billion more than under present law. Even after 
making a generous allowance for the portion of this income received 
by persons who were not taxable, adjusted gross income reported on 
taxable returns would have been $30 billion larger than the amount 
actually reported. Personal exemptions and personal deductions 
would have been reduced by $29 billion. Together, the larger ad- 
justed gross income and the lower exemptions and deductions would 
have raised taxable income by $59 billion from $149 billion to $208 
billion. 

This increase in the tax base would have increased the total yield 
of the present rate structure in 1957 from $34.4 billion to $48.4 billion, 
an increase of $14 billion or more than 40 percent. 

If, in addition, the rate advantages, but not the principle, of in- 
come splitting were removed, the yield would have been increased to 
$52.4 billion, an increase of more than 50 percent. Alternatively, the 
present yield could have been maintained and the tax rates reduced by 
an average of 30 percent or 3314 percent, depending on the decision 
with respect to income splitting. 

When translated into actual tax rates, the potential reductions are 
impressive. Under present law, the rates begin at 20 percent on the 
first $2,000 of taxable income and rise to a maximum of 91 percent on 
taxable incomes in excess of $200,000. If the rates were reduced pro- 
portionately by 30 percent, they would range from 14 percent in the 
first bracket to 64 percent in the top bracket. If they were reduced by 
a third, they would range from 13 percent to a maximum of 61 percent. 

Although the calculations are admittedly rough, I believe they un- 
derstate the rate reductions that could be financed by the removal of 
all special deductions, exclusions, credits, and preferential rates. 

In the first place, I made no allowance for the fact that the compre- 
hensive income tax would push many income recipients who are not 
taxable into a tax-paying status. 

Second, for most of the individual items, I assumed that the in- 
crease in tax resulting from the addition to the tax base would be equal 
tothe present average effective rate of tax applying to taxable income. 
That is an underestimate because the additional taxable income would 
push many taxpayers upward in the taxable income brackets and 
would, therefore, raise the effective rate. 

But exact magnitudes are relatively unimportant. It is clear that 
the individual income tax rates could be reduced substantially in all 
income brackets if we were willing to forgo so many special and un- 

necessary provisions in the tax law. 
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(The following calculations were submitted by Mr. Pechman:) 


Calculation of the taw base and yield of a comprehensive income tag in 1957 


[Billions of dollars] 





Item 





1. 1957 tax base and tax yield (present law) 


2. Add: Effect of: 
(a) Exclusions: 
(1) Transfer payments and wage supplements. 
(2) Net imputed rent of owner-occupied homes. .- 
(3) Interest on life insurance savings 
Cie ge: ee en 
(5) Realized long-term capital gains............-..._----_--------. 
(6) Unrealized capital gains transferred by ‘gift or death ___ eee 
epee ee ee 
(8) Percentage depletion and explor: ation and deve lopme nt 
penses 


Total exclusions... . ... 2. <<. 2202066 -cccckweeuccns 


(b) Personal deductions: 
(1) Interest_.-_- 
EE RN iio wien ionvecornbnetoduae~ 
(3) Contributions see 
(4) Medical and dental_ 
(5) Casualty losses ‘: 
(6) Standard deduction. - 


Total deductions 


(c) Personal exemptions: 
(1) Additional exemption for aged and blind_-__--- 
(2) Additional exemption for children earning income 


Total exemptions 


(d) Tax credits: 
(1) Dividend credit 


(2) Retirement income credit 
Total tax credits 


(e) Withholding on interest and dividends 


(f) Total of exclusions, deductions, exemptions, credits, and withholding 
3. Equals: New tax base and yield under present law rates (line 1 plus line 2(/))- 
4. Add: Effect of removing rate advantages of income splitting __-_- 
5. Equals: New tax base and yield assuming removal of rate advantages of 
income splitting _...._- . 


1 Less than $50 million. 


The Cuatrman. Thank you, Mr. Pechman. 
Professor Hellmuth, you are recognized. 
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STATEMENT OF WILLIAM F. HELLMUTH, JR., PROFESSOR OF 


ECONOMICS, OBERLIN COLLEGE 


Mr. Hetumuru. Thank you, sir. 


This study examines the corporate income tax base to determine 
the cost of the whole array of preferential provisions now in the tax 


law. 


The cost emphasized here is the amount of taxable income 
which is lost to the tax base due to these preferential provisions. 
part of this direct cost is the high tax rate schedule necessar 


Also, 
to 


produce a given revenue yield from the narrower and less uniform 


tax base. 


Removal of the preferential provisions, as identified in this paper, 


would expand the present corporate tax base about one-fourth. 


The 


accompanying table indicates that the tax base for 1956 with the 
preferential provisions removed would have been about $55 billion, 
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instead of the actual $44 billion. This larger tax base would allow 
a reduction in tax rates of about one-fifth, with no loss of revenue. 

For example, the present 30- and 52-percent rate schedule could be 
reduced to 24 and 41 percent. 

The first step in this study is the selection of objective standards 
for a fair and impartial measure of taxable income. One standard 
chosen is the standard that taxes be neutral between different types 
of economic activity. 

Tax neutrality is used here in the sense that taxes be levied without 
discrimination between different sources of income, between different 
types of expenditures, and between different industries. Both the 
definition of taxable income and the applicable tax rates must meet 
the test of tax neutrality. 

Tax neutrality would allow the forces of demand and supply acting 
through the price system in free markets to determine the allocation 
of resources. The relationship between the rates of profit before 
Federal income taxes in various business activities would not be upset 
by tax differentials. Tax considerations would thus be minimized 
in decisions affecting the allocation of resources. This standard em- 
phasizes uniformity and equity as well as neutrality. 

The other standard is that taxable income in most cases should 
correspond to accounting concepts of business net income. 

The heart of this study is the application of these standards to the 
present corporate tax to identify the special provisions which narrow 
the tax base or provide preferential tax rates. An estimate of the 
dollar amoftint involved is presented for each preferential provision. 
These dollar estimates appear on the table accompanying this paper. 

When in doubt, like Dr. Pechman, I have tried to err on the con- 
servative side in the estimates of the amount of leakage. Leakages 
from the tax base occur through tax exemption, tax deductions, tax 
exclusions, and tax credit. Some preferential provisions cause the 
tax base to be permanently lower; other provisions change the timing 
of the tax liability, delaying the tax temporarily or indefinitely. 

The only major tax-exempt income is the interest on securities of 
State and local governments, amounting to $528 million in 1956, and, 
I might add, rising rapidly. The table on page 4 also includes my 
own estimates for 1959. 

The preferential provisions which cause the greatest dollar loss to 
the tax base are the overly generous deductions for certain expenses, 
which reduced the 1956 tax base by about $9.1 billion. Depreciation, 
depletion, exploration and development costs, and expense accounts 
are the major items. 

Larger depreciation deductions from the various accelerated 
methods reduce the corporate tax base by more than $3 billion an- 
nually, based on the standards of tax neutrality and of tax accounting 
corresponding to financial accounting. 

Percentage depletion allows tax deductions on many oil, gas, and 
mineral properties totaling many times the actual capital cost to the 
taxpayer. Deductions for exploration and development costs allow 
additional tax deductions for expenses which conceptually are already 
covered by the depletion charges. The leakage is aggravated by the 
option to deduct as an immediate expense most of these costs. 

The treatment is equivalent to immediate deductions by a landlord, 
retailer, or manufacturer for most of the cost of a new building or 
machine with additional annual deductions continuing over its service 
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life equal to a percentage of the revenue it produces. The excess of 
percentage dadietion over cost depletion is estimated at almost $2.5 
billion in 1956. The additional erosion due to expensing explora- 
tion and discovery costs reduced 1956 taxable income about $14 
billion. 

The area of expense accounts is a jungle. Certainly substantia] 
amounts of personal expenses are now detuicted as business expenses, 
The policy questions here include both the types of expenses for which 
deductions should be allowed and a measure of what constitutes rea- 
sonable amounts of deductible expenses. An admittedly rough esti- 
mate is that about $1.5 billion is lost to the tax base through unrea- 
sonable expense account deductions. 

Another loss to the tax base is the large amount of fringe benefits 
which are deductible to the corporate employer but not taxable to the 
employee. Hospitalization and group life insurance are illustrative 
of these deductions which totaled $1.3 billion in 1956. 

Employer contributions to social security programs in 1958 
amounted to $8.1 billion. In addition, the income of private pension 
plans amounted to about $1.4 billion in 1958. These amounts have not 
been included in the summary table of leakages in the corporate tax 
base, as any revision might better tax most of these amounts as per- 
sonal income. 

My full paper deals with some other deductions, mostly minor, 
which are shown on the summary table. 

Most of the potential tax base for mutual savings banks and savings 
and loan associations is lost through exclusion of net income which 
is added to reserves. The Life Insurance Income Tax Act of 1959 
removed most of the preferential provisions formerly available to this 
industry. 

The other possible major addition to the corporate income tax 
would result from the removal of the preferential rate on capital 
gains. After making generous allowance for the capital gains which 
do not qualify for the alternative tax, about $2.5 billion more corpo- 
rate income in 1956 would have been subject to the regular tax rates, 
rather than to the lower capital gains rate. 

Removal of all the preferential provisions listed in the summary 
table—or restoring the full tax base, Congressman Baker might prefer 
to call it—would have produced a corporate tax base for 1956 of 
about $54.7 billion, $10.7 billion larger than the actual base. 

In addition, application of the regular tax rate schedule to $2.5 bil- 
lion of capital gains would have increased the revenue substantially. 
With current corporate tax rates, the 1956 revenue yield on the 
broader base would have been $27 billion, about 26.4 percent larger 
than the actual revenue. Estimated 1959 data support the same con- 
clusion. 

With this broader tax base, current tax rates could be reduced about 
one-fifth and still produce the same revenue. This reduction in rates 
could take the form of either: 

(1) A flat reduction of about 9.5 percentage points to 20.5 and 
42.5 percent; or 

(2) A 21-percent reduction in the existing rates to 24 and 41 
percent. 

Several other effects of the existing preferential provisions are 
presented briefly in the paper. Some of these effects are: 
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(a) High tax rates influence business decisions, especially en- 
couraging investment in tax-favored activities; 

(b) The stabilizing effects of the corporate tax are reduced ; 

(c) Preferential tax treatment continues indefinitely and is not 
automatically subject to periodic review, unlike subsidies in the 
form of Federal expenditures which require annual appropria- 
tions; 

(d) Heavy pressures on Congress to extend tax preference to 
additional activities are encouraged ; 

(e) Tax laws are more complex with the results that costs of 
compliance and administration are greater and that public con- 
fidence in our tax system is threatened. 

The crucial policy question facing this committee and the Congress 
is what kind of a corporate income : tax is best for the economy. ~ As- 
suming a given amount of revenue is required from the corporate tax, 
you have the choice of : 

(1) A corporate tax with a lower level of rates applicable to 

a broader, more uniform base; or, 

(2) The present corporate tax with its relatively high rates 
matched with a narrower, less neutral tax base. 
(The tables submitted by Mr. Hellmuth are as follows:) 
























THE CORPORATE INCOME TAx BASE 


Corporation income tar—Summary of effect of estimated leakages on base and 
yield, 1956 and 1959 


[In millions of dollars] 





Yield 


De RO, BIW oe caidscctnvecensccsccundicnints lated 1 $44, 060 $21, 364 2 $48, 500 $22, 500 


Yield 
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1 See appendix table 1 and the accompanying note for « leriv: ution of this figure. 
4] 1 Estimates of 1959 profits and corporate taxes are from the Midyear Budget Review, Sept. 25, 1959. This 
profits figure is measured by the national ine ome concept. 
+ Additional 1956 deductions for employers’ social security taxes of $5,014,000,000 and for employee benefits 
other than pensions of $1,303,000,000 are other possible leakages which are omitted from this table. These 
are amounts might perhaps be better included in the personal income tax base, rather than the corporate tax 
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APPENDIX TABLE 1.—Reconciliation of national income and tax concepts of 
corporate profits 







BR ee reer 


1956 

Profits before tax, Office of Business Bconomics.__...--_.-.. $44, 688 
Deduct items not included in corporate tax base: 

Post-tabulation amendments and revisions, including allowance for audit 

ORI as tects napa sed dale Ab alicia enainw wl pes eae ene nana ees ee 1, 225 § 

Depletion (tax deductible) _--_--___ 3, 084 

State income tax on corporations_— * 032 

PEGRCE OL FT OARTAL TORT VG WR iis Dieses sitesi dette apices snide 1, 032 
Add items included in taxable income but not in national income: 

Tax return measures of: 

Profits of mutual financial intermediaries__.._.....__...--_..---.-.. 8, 123 

Gainas, net of losses, from 6ale OF GrOpete onkcccdikiinineiocem 2, 004 

RROTRORTRG: VORW TE OTIE | CU aie ice eis nit niet leniineca eager thn taal ditiaatl 2, 688 

Income from equities in foreign corporations and branches (to 

I 20S) SOGOU IIIT iis cn assist as acacia ipincaaeiadaacineecandanah cia da $2, 487 

Less: Income received from such equities by all U.S. residents, 

Ret of corresponGing GUtOWEikk ccs ce eee 1, 757 
—_——_ 730 
Compiled net profits or net loss, Internal Revenue Service (Statistics of 

Income, Corporations, 1956-57, table 2, line 35) ..-----_~_....... 47, 413 

Plus: Deficits of corporations without net income. _--_~__-----_- Niccadaicaat 3, 261 
Compiled net profit of net income corporations (same volume, table 15, 

RI ID tain este snp vin ie apace acpi na am aed sida oa a a i ae cca 50, 674 
Less: Wholly tax-exempt interest income of net income corporations_____ 489 
‘ DUE. SORT ois icine ce cinsai nti eaigiciomaninienn Minin Wea eins ens en einem tenieai aah 50, 184 
4eS8 : 

Nat onendtine ‘ines Ge GOU isin nice ebiiiemmcesennn $918 

85 percent deduction for dividends received____._--__-_---_. 2, 285 

Western Hemisphere trade corporation deduction_____________ 222 

Deductions allowed life insurance companies_._----_----__-_ 2, 700 

6, 125 
Datimated corporate: tas bane, 190666. ncn cen cceeccweticemdaesdesas 44, 060 


Note: The “net income or deficit’ figure is the closest figure to the corporate tax base 
compiled in the Statistics of Income. “Taxable income” as defined in the text of Statistics 
of Income is the net income or deficit amount less deductions for net operating loss carry- 
over, dividends received from domestic corporations, certain dividends paid by public 
utilities, Western Hemisphere trade corporations, and for income subject to normal (30 
percent) tax, partially tax exempt interest. To get a more precise figure for the 1956 
corporate tax base than provided in Statistics of Income, I have deducted the 1956 actual 
amounts for the provisions in the above list involving large dollar amounts. 


Sources: Survey of Current Business, July 1959, table VII-19; Statistics of Income, 
Corporations, 1956—57, table 26; ibid., preliminary, p. 6 and table 1. 


Mr. Hetimuru. I close my long paper in the compendium with the 

comment that removal of the eroding provisions and accompanyin 
reduction of rates would not only be good economics, but with ful 
discussion and publicity might also be good politics. 

The Cuamrman. Thank you, Pr ofessor Hellmuth. 

I want to thank both of you again for this statistical analysis that 
you made. I know it was very time consuming. Such information is 
not readily available from agencies of Government or through out- 
side sources, therefore, you have had to dig to find it. 

Mr. Pechman, let me ask you a few questions, if I may. I want to be 
as certain as I can that you are as near accurate as you can be in your 
analysis. 

Is there any possibility that some of the difference between personal 
income and adjusted gross income, as reflected by the Department 
of Commerce and the Bureau of Internal Revenue Service, may be due 
in part to estimating errors in the Department of Commerce ‘figures! 

Mr. Pecuman. Yes, there is a possibility. 

The Cratrman. In making your analysis, you say that you have 
erred on the side of conservatism. You have made allowance pre- 
sumably in your analysis for these possible errors in reporting through 
the Department of Commerce. Is that what you meant? 

Mr. Pecuman. No, sir. I did not mean that kind of error. 
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In effect, I assumed that the Department of Commerce estimates are 
correct. I used their figures plus other available data to estimate the 
amount of income in the broadened tax base. Thereafter, I erred 
on the conservative side in estimating the additional tax yield you 
would get from the new tax base. 

In other words, I used Commerce data to estimate the tax base, but 
underestimated the tax yield. 

The Cuarrman. What I was thinking about is this: I believe it was 
in 1957 we had some analyses that I saw of income reported by the 
Department of Commerce with the result that possibly as many as 
$28 billion of that income had not been reported by taxpayers for tax 
purposes or was received by individuals who were not within the tax- 
paying brackets. 

Is that figure approximately correct ? ; 

Mr. Pecuman. Yes, sir; that is almost exactly correct. It appears 
on line 2 of the first table in my statement. 

The Cuairman. That is the second item that you have marked 
“deduct” ? 

Mr. Pecuman. Yes. Adjusted gross income not reported on tax 
returns was $28.4 billion. 

The Cuarrman. Is that figure developed after developing all other 
known factors and then assuming the correctness of the Department 
of Commerce figures because we can’t put it somewhere else. Because 
we don’t know that it goes somewhere else, we just reach the con- 
clusion that there is that much that is unreported; is that the way you 
get to it? 

Mr. Pecuman. The way I got to it was to deduct from my estimate 
of total adjusted gross income, which is based on the national income 
figures, the amount of adjusted gross income reported on tax returns. 
In other words, it is entirely a derived figure. 

Now, there is other information which tends to suggest that the $28 
billion is not a substantial overestimate or underestimate. Several of 
the papers in the compendium estimate the amounts of wages, entre- 
preneurial income, interest, and dividends not reported on tax re- 
turns. They apply techniques to individual income items that I applied 
to the total. 

By adding up all the amounts of income for the’items that are ac- 
counted for in the compendium, as I recall it, I accounted for some- 
thing like $22 billion of the $28 billion. This includes unreported 
wages, unreported entrepreneurial income, both farm and nonfarm, 
a omy dividends, and unreported interest. 

Adding unreported rents would increase the figure from $22 billion 
to $24 billion. So that it looks like we can account for practically all 
of the $28 billion. 

In other words, my conclusion is that I have not greatly overesti- 
mated or underestimated the amount of income that can be added to 
the tax base as a result of using the national income figures. 

The CuatrmMan. Now you have, of course, $18.2 billion of income 
that we know about that is reported on nontaxable returns. 

Mr. Pecuman. That is correct. 

The Cuarrman. That is where deductions and exemptions, things 
of that sort, prevent the application of a tax though there is income 
actually reported by the taxpayer. If this were all income derived 
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by people who owed no tax, that would mean altogether then that 
there was about $46.4 billion of income derived out of this total by 
people who owe no tax. 

r. PecuMan. That is correct. 

The Carman. Would that appear to you, on the basis of your 
studies, to be a wholly incorrect estimate of the income derived by 
people who owe no tax? 

r. PecuMan. It is an overestimate in one important respect. It 
is an overestimate to the extent that people underreport their incomes 
on tax returns. 

We know, of course, that they do underreport to some extent. That 
is, taxable people underreport their income on tax returns. The 
amount of income that is unreported on taxable returns is included 
in line 2 of my table. So that the $46 billion you just mentioned is a 
maximum of the amount of income received oy people who are not 
taxable. 

The CuatrmMan. Then do you reach the conclusion that some of 
this, at least, is actually earned by people who are subject to the in- 
come tax ? 

Mr. PecuMAn. No question about that, Mr. Chairman. 

The Cuarrman. No question about that? 

Mr. Pecuman. That is right. 

The Cuatrman. Now you say you know where it goes. Do you 
have any idea what part of the $28 billion may be actually received 
by people who are subject to income tax ? 

Mr. Pecuman. With respect to interest and dividends, I have a 
pretty good idea. The Treasury Department, for example, just re- 
cently issued some figures for the first time in many years Via a speech 
made by the Under Secretary to the effect that about $1 billion, or 
perhaps more, of dividends and $314 billion of interest, as I recall it, 
was not reported on taxable individual returns. 

So right there you have $414 billion of income that should have 
been reported on taxable returns that was not. 

If you simply applied the first bracket rate to this total, say, on the 
assumption that you would withhold at that rate, you would get close 
to a billion dollars of revenue on that amount of income. 

Then, of course, there is the income not reported by farm and non- 
farm entrepreneurs to which we cannot apply the withholding sys- 
tem. We know the amount of income unreported there is very, very 
substantial. 

The CuarMan. What is the amount ? 

Mr. Pecuman. My recollection is that in the two sectors combined, 
farm and nonfarm, the amount is of the order of $9 billion. What 
proportion of that is received by farmers and self-employed persons 
who are not taxable, one does not know, but I can’t believe that more 
than half of it is received by people who would not be taxable in any 
case. On this asssumption, you have at least another $414 billion 
that is not reported by people who are taxable. 

Again, if it were conceivable to withhold, you could get another bil- 
lion dollars of revenue from that source. But I can’t conceive of any 
withholding system that would be feasible for collecting taxes on the 
self-employed. Consequently, my only suggestion in that area would 
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be to simply increase the amount of resources the Internal Revenue 
Service devotes to enforcing the income tax. 

The Cuatrman. Is it your thought, based upon your studies, that 
there may be as much as $2, $3, $4, $5, or $6 billion of actual revenue 
due under existing law that is not collected ? 

Mr. Pecuman. My guess would be somewhere in the middle of your 
range. 

You say two, three, four, five, six. I would guess $4 billion. But 
that is, of course, on the assumption that you have a withholding that 
applied to all interest and dividends and that you effectively enforce 
the present income tax on self-employed persons, which of course 
would be very difficult. 

The CuarrMan. Let me ask you. You studied more than just 1957, 
have you not? 

Mr. Pecuman. Yes. 

The CuHatmrman. How does this $28,400 million figure relate to 
previous years percentagewise and to years after 1957 that you may 
have studied? Is it growing percentagewise or not? 

Mr. Pecuman. No; I don’t think it is growing percentagewise. I 
think it is probably increasing in absolute amount. Percentagewise, it 
may be declining gradually. I don’t think our figures are good enough 
to be able to determine the precise trend. 

The Cuarman. Mr. Keogh. 

Mr. Keroeu. I hate to interrupt you, Mr. Chairman, but the sands 
of time are running forme. May I impose on you? 

The CHamman. Yes. 

Mr. Krocu. I would like to ask Mr. Hellmuth if he would be good 
enough to look on his table on page 4 and tell me whether I make a 
correct statement when I say that with respect to the ordinary business 
corporation you have not added, among the items which you now con- 
tend are lost by leakages, the present right of those ordinary business 
corporations to set up reasonable reserves against losses for con- 
tingencies and otherwise, do you? 

Mr. Hetitmutu. No, sir; I do not. 

Mr. Kroeu. You donot change that? 

Mr. Hetitmvutnu. That is right. 

Mr. Krocu. But in your inclusion of the exclusions, you have in 
your item C included an item for mutual savings banks and savings 
and loan associations, the effect of which is to deny those institutions 
the right to set up reasonable reserves against losses. Isn’t that true? 

Mr. Hetitmurn. I don’t think I can agree with that conclusion. 

What I have done in my paper is to say that they would be allowed 
a reserve up to 5 percent of their deposits or shares, and I have tried 
to estimate what would be the additional amount above a 5-percent 
reserve. 

Mr. Krogu. You did not make that clear in your statement. In 
other words, your suggestion here by way of an addition, by the 
elimination of an exclusion, is in effect saying that the Congress did 
not know what it was doing when in 1951 it made that percentage 12 
and not 5? 

Is that not a fair statement ? 

Mr. Hettmutru. What I tried to say is that there has been a lack 
of neutrality here between some of the different financial institutions 
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so that some have a provision for reserves that are related closely to 
experience and that the provision for others is not related very closely 
to experience. 

Mr. Krocu. Well, you concede that there are logical reasons for 
differentiations between different types of institutions; don’t you! 

Mr. Hetimuru. Yes, sir; and I did not suggest any ch: inge in the 
present reserve of the banks, for example. 

Mr. Krogu. What you have done in this instance is simply to 
adopt as the proper theory with respect to mutual thrift institutions 
the recommendations made by the representatives of the commercial 
banks of the country ; have you not? 

Mr. Hetimurn. I find that they and I came to approximately the 
same conclusion on reserves, but not at all to the same conclusion on 
interest payments. 

Mr. Krocu. In other words, you are saying that you are not going 
to deny that type of institution the right to deduct the interest which 
it pi vys? 

Mr. Hetitmuru. That is correct. 

I don’t think I have echoed here the conclusions of any other group, 
at least I have not intentionally done that. 

Mr. Kerocu. Obviously I am not authorized to speak for those in- 
stitutions, but were they here they would express their gratitude for 
your consideration of that item. 

Thank you, Mr. Chairman. 

The Cuarrman. Mr. Pechman, as you analyzed the data from the 
Department of Commerce and the tax return data, itself, by type of 
income, as you surely have done, and you compare the respective data, 
what difference do you find in w ages ‘and salaries? 

Mr. Pecuman. As I remember it, the figure is of the order of about 
} percent. 

In other words, after making adjustments for differences in con- 
cept and so on, tax returns account for 97 percent of the total wages 
paid to individuals in the country. 

The Cuamman. In other words, the difference between the Depart: 
ment of Commerce data and the actual tax return data with respect 
to wages and salaries shows a much smaller difference between the 
two; is that right? 

Mr. Pecuman. Much smaller differences than what, sir? 

The CuHarrman. You referred a few minutes ago to income reported 
by proprietors and self-employed. 

Mr. Pecuman. Yes; that is right. 

The Cuarrman. Is is possible that that is due in part to the fact 
that there is a withholding tax at the source on wages and salaries! 

Mr. Pecuman. There is no question about that. 

The reason we have such excellent reporting of wages and salaries 
is that we do have a wage and salary withholding system. Most wage 
earners and recipients of salaries simply cannot get away from paying 
their taxes. 

The Crarrman. In the case where there is withholding, there is 

very small difference between the facts developed through income tax 
return data and Department of Commerce data for the same year? 

Mr. Pecuman. That is right. 
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The Cuatrman. Does that lead you to believe then that perhaps the 
wide difference that exists, this $28 billion, between the ae of 
Commerce and the actual tax returns, may really be accurate ? 

Mr. PecuMan. It does. 

I think the $28 billion is of about the correct order of magnitude. 
It may be off $1 or $2 billion either way. 

The Cuatrrman. Would some estimates indicate that it is more than 
that ¢ 

Mr. Pecuman. I doubt it. 

The major conclusion I draw with respect to the question that you 
have been pursuing, Mr. Mills, is that we could get a lot more revenue 
out of the present income tax by simply enforcing it better, perhaps on 
the order of $4 billion. But we can get even more revenue by closing 
the avenues of esc ape from the present income tax rates; in other 
words, by broadening the income tax base. 

The Carman. This $28 billion has nothing to do with broadening 
the base or eliminating deductions or anything else. This is actual 
money we are talking about that is reported through Department of 
Commerce data that is not reflected in income tax return data? 

Mr. Pecuman. That is correct. 

The Crairman. You say there is very little difference between 
the two sets of data with respect to wages and salaries, that most of 
the difference is with respect to people who are not subject to the 
withholding tax. 

Mr. Pecyman. That is right. I draw the conclusion from that, as 
[ think you probably do, that the Internal Revenue Service and the 
congressional tax-writing committees ought to improve enforce- 
ment with respect to the incomes not reported on tax returns. 

I think this is a very urgent problem. This committee has in the 
past recommended to the House, and the House has passed, a with- 
holding system on interest and dividends. Regretfully, the Senate 
did not accept your suggestions. 

I hope that, as a result of these studies, you will again recommend 
to the House that these items be withheld on. 

The CHarrman. If we do that, we would do it with the full 
knowledge that it would not correct the entire problem that you have 
siggested in this statistical analysis. 

Mr. Pecuman. Absolutely. 

The Cuamman. It would only correct part. 

You say something like $4 billion, $414 billion, maybe in unre- 
ported dividends and interest ? 

Mr. Pecuman. That is right. And another $9 billion or so of 
entrepreneurial income. 

The CHatrMan.. Whereis the balance of the $28 billion ? 

Mr. Pecuman. I have just referred to two of the articles in this 
very excellent compendium. Let me now try to pinpoint exactly 
where this $28 billion is. 

In the case of wages and salaries, the amount of income not ac 
counted for on tax returns is of the order of $7 billion. In the case of 
entrepreneurial income, it is on $9 billion; 7 plus 9 is 16, plus 414 
for interest and dividends, is over $20 billion. 

We have not accounted for all of the income items on tax returns, 
but we have accounted for five-sevenths of my $28 billion. 
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The Cuarrman. The remainder of it might actually go to people 
then who do not, as a result of the receipt of that income, owe any tax! 

Mr. Pecuman. That is correct. 

The Cuatrman. Do not even have to file a return ? 

Mr. Pecuman. That isright: But I wouldn’t say I have accounted 
for every dime by any means. 

The Cuamman. You think it would be two-sevenths of the total! 

Mr. PecuMman. Yes; absolutely. 

The Crarman. Any questions by the members of the committee! 

Mr. Mason will inquire. 

Mr. Mason. Do you feel that it is practical from an administrative 
standpoint to have a withholding on interest and dividends? So 
much of it is in small amounts. 

I get a dividend, we will say, of $25 maybe, or I get interest of $10 
a year maybe or something like that. How could you police such a 
thing? 

Mr. Pecuman. I would apply the withholding system that you 
and your committee reported out in 1951. There is no problem of 
policing at all. 

If you got $25 in dividends and the withholding rate was 20 per- 
cent, 20 percent of $25 is $5 and you would get $20 from your corpo- 
ration and $5 would be sent by the corporation to the Government. 

Mr. Mason. Yes; but we have the telephone company with 80,000- 
odd or 90,000-odd stockholders. Some of them are so little it would 
be a tremendous job for them to report on each individual, would 
it not? 

Mr. Pecuman. I don’t see why. 

If General Motors pays a 50-cent dividend per quarter, 20 percent 
of 50 is 10 cents. Instead of paying the stockholders 50 cents a share, 
they pay him 40 cents. They multiply 10 cents by the number of 
shares and that is the amount they send to the Government. No 
paperwork. It is not difficult at all. 

Incidentally, I do not want to take credit for the system T have 
just described. It is the system that this committee itself devised. 
As I recall it, I was on the staff of the Treasury Department at the 
time, you asked us to devise a system which would not be burdensome 
on the withholding agent or on the stockholder to comply with, and 
that is the system we came up with. 

IT think that all of the propaganda, if I may use the word, against 
the interest and dividend withholding system with respect to this one 
item, the compliance problem, has been vastly overstated. I would 
like to correct that propaganda if I can. 

Mr. Mason. I guess maybe that propaganda had its effect upon me 
because I have had my doubts about some of these things. 

As I gather, you say that if we get rid of most of the erosion on 
income taxes, personal income taxes, we could cut rates on an average 
of about 30 percent. 

Mr. Pecuman. That is correct. 

Mr. Mason. The other gentleman says if we get rid of the erosion 
in corporate taxes, most of them, we could cut corporate taxes on 
an average of about 20 percent. 

Mr. Hetitmurn. Yes, sir. 

The Cuarrman. Are there any further questions? 
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Mr. Pechman and Mr. Hellmuth, we have talked about erosion of 
the base. You gentlemen referred to distinctions that we make in 
tax treatment and preferences that exist as erosion of the base, have 
you not, in terms of erosion of the base as being a means of actually 
bringing about the reduction in the tax burdens of certain people. 

Or do these things that we call erosion of the base apply across 
the board so that whenever we erode the base everyone receives some 
benefit through reduction in total tax paid ? 

Mr. PecumMan. With respect to the individual income tax with 
which I am directly concerned, I think there is no question that the 
incomes that are not included in the tax base are not distributed 
proportionately throughout the income scale. There are also a great 
many inequities among taxpayers in the same income bracket. 

In some cases, there is some question whether Congress itself in- 
tended to have that result. In other cases, the intention of Congress 
was to remove these incomes from the tax base, capital gains being 
the best example that I know of. I think it is clear in that case. 

In other cases, however, there does not seem to be any reason other 
than historical accident that the item was removed from the tax base. 

The best example is a number of personal deductions. I suspect 
that most of us would not be horified if we would not be allowed today 
to deduct the property taxes we pay on our homes from the income 
tax base. I do not think it would horrify me and I do not think it 
would horrify most other people. Yet we are allowed to make that 
deduction because, beginning in 1913, the income tax law simply said 
that all State and local taxes shall be deducted. 

What I am suggesting in my paper is that we ought to review all 
of these things, whether they are new or old. We ought to make a 
very thorough review of these eroding features of the tax law and 
make a new decision. 

The Cuatrman. Actually, the erosion consists of several different 
things. 

First, you have provisions of the law that exclude certain kinds 
of income from any tax because they are received by certain groups 
or in certain ways. Then you have provisions of the law that 
erode the base by providing for deductions and exemptions. 

Now, what good do you provide by denying deductions for certain 
nonbusiness expenses if those deductions are enjoyed generally by all 
taxpayers ? 

If you do deny them and then reduce the rate a little bit, the net 
effect is the same. 

Is it possible that it would be the same? 

Mr. Pecuman. No. Even in the case of deductions which are wide- 
spread, in every income bracket there are some people who don’t get 
as much advantage from deductions as other people in the same 
bracket. So the advantage you would gain, even if the deductions 
were distributed proportionately throughout the income scale, would 
be, first, that you would redistribute the tax burden in each income 
bracket among taxpayers in the bracket equally. People with the 
same income would pay the same tax. 

Secondly, even if there was no change in the tax burden of any tax- 
payer, I would suggest that lowering the marginal rates is a net gain 
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because by lowering the tax rates you tend to reduce whatever dis. 
couraging effect high marginal rates may have. 

This committee has grappled with this problem for many years. | 
think you ought to try to reduce those marginal rates. 

The Cuarrman. Did you go a step further in your analysis or not! 

Did you look to see what ‘the tax burden would be with respect ti 
people in certain brackets ? 

If the suggestions here were enacted and we ended with a rate struc. 
ture beginning at 14 percent and ending with 64 percent, what would 
be the relative shifts in the tax burden as among taxpayers? 

Mr. Pecuman. I must confess that I did not do that. But we have 
a division of labor even within the profession of public finance ané 
Professor Musgrave has supplied part of the answer in his article ij 
the compendium. 

The Cuatrman. That is the important question, is it not ? 

Mr. PecuMAn. Yes, I think it is a very important question. 

The CuHatrman. That would be the important question because it 
might be in the process of making these changes that we could s 
change tax burdens as to make it wholly impractical. 

Mr. Pecuman. That is correct. I have not gone through Profes 
sor Musgrave’s calculations in detail, but I have a great deal of respect 
for his competence. He finds that if the major eroding features oi 
the tax law that I mentioned were eliminated, the effect. would le 
to raise the average effective rate relatively more at the lower and 
upper ends of the income scale than in the middle. To put it another 
way, both the very low income brackets and the very high income 
brackets now gain relative to the middle income brackets. 

That seems to be intuitively a correct result. 

In the lower income brackets, you have additional exemptions for 
the aged and for the blind, exclusions for unemployment compensi 
tion and social security, sick pay allowances and so on, which remove 
lots of income from the tax base. 

In the upper income brackets, you have the exclusion for 50 percent 
of capital gains, percentage depletion, tax-exempt interest, anak SO On. 
So that the results that Professor Musgrave got seem to be quite 
reasonable. 

In other words, if you broadened the base and reduced the rates 
proportionately—I am not urging that it be done precisely in this 
way—you would be levying, relative to the present tax burdens, too 
high a tax in the very low and the very high classes and not enougi 
in the middle. 

The CHatmrmMan. What would your suggestions, Professor Hell- 
muth, do with respect to the corporate situation as between sizes 0! 
corporations ? 

Have you looked to see what tax burdens would be applicable 
if your suggestions in your paper were adopted ? 

Mr. Herimuru. I have given this some attention and would hope 
to examine this more closely later, but it seems to me that the prefer 
ential provisions provided uneven gains for corporations in differen! 

industries and also corporations of "different size. 

Generally, the advantages of the preferential provisions are greate! 
with the larger corpor ations than for the smaller ones. Generally they 
are concentrated in a relatively small number of industries, I believe, 
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« that there would undoubtedly be some tax shifting if the kind of 
hing I am talking about were enacted into law. 

The CuatrMANn. But even if that shifting occurred, is it your opin- 
on that it would bring the greater degree of fairness that should be 
in the law? 

Mr. Hetitmvutnu. Yes, sir; I think so. I think that what we have 
now are a group of selective provisions that give special treatment to 
industries A, B, and C, and then industries D, E, F, on through Z are 

subjected to somewhat higher rates to make up the additional revenues 
that are needed. 

These industries that do not get the special provisions would benefit 
from some generalized rate reductions and the industries that enjoy 

the more generous special provisions might suffer a little bit. 

The CHarrmMAn. There is no question but that in the shift, to de- 
velop the same amount of revenue that you now have, some would pay 
less and others would have to pay more? 

Mr. Hetiumurnu. Yes, sir. 

The CuarrMan. But on the basis of your studies, they would more 
nearly pay in proportion “: the respective abilities to pay under the 
siggestions that you make, I assume. 

Mr. Heriumurn. Yes, sir. 

I would like to go back to your preceding question. The smaller 
orporation as a retail firm or as a manufacturing firm qualifies for 
very few of these things that are listed on page 4. In a few industries 
the small firms may qualify, but by and large the small retailer, small 
manufacturer, small wholesaler, are not eligible for many of these. In 
ihe banking field, the capital gains treatment will generally go to the 
big money market banks and not to the small town banks. 

The CuarrMan. Now, in your suggestions, what do you do with 
respect to depreciation ? 

Mr. Hetumutru. There is no question but what depreciation deduc- 
ions should be permitted in the tax laws. They have been since 1909, 
I think. 

What I have said is that depreciation deductions based on the 
straight line method seem to be caves ite for most types of business to 

lurly recover their costs, reasonably distributed over the period of 
use, 

There are some industries I think that would be able to justify the 
kum of the digits or double declining balance depreciation as being a 
more accurate measure. But in looking over the statements of a large 
lumber of companies, I find that many of them use the accelerated 
method for tax purpose, but do not choose to use it for financial ac- 
ounting. 

This seems to me, by my test of tax accounting corresponding to 
msiness accounting, a sign of erosion. 

What I did here to try to be conservative was to figure out the 
mount of corporate deductions for depreciation by the straight line 
method, compare those with the sum of the digits method and then 
ike half of the difference as being an estimate of the erosion. This 
lows for the fact that many corporations have not elected to use the 
more lenient methods of the 1954 code and also allows for the fact 
hat for some companies these methods may be a more accurate meas- 
ire of that situation, especially where they have style merchandise or 
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style equipment, where the data do seem to support a faster deduction Mr. H 
in the early years of life. I have 
The CuArrman. In order to reach your result with rates for cor. the | 
porations, do you make any change in depletion? Do you go from the mount 
present concept of depletion to cost depletion ? It see 
Mr. Hetumuru. Yes, sir. these fig 
What I have tried to estimate here is the excess of percentage deple- Mr. E 
tion over cost depletion. I have no question on cost depletion. Tha; § vhoma 
certainly should be permitted. Mr. F 
The Cuarmman. In your study do you eliminate the difference jn Clark. 
present depletion and cost depletion so that you go back to cost deple. (Sens 
tion ? on Sene 
Mr. Hetitmurn. That is right. ‘ally “ 
The CuHarrman. Do I understand you correctly that you figure de. and Rt 
ductions are of greater value than exc ‘lusions in reducing the corporate § P- 1363 
tax base? deducti 
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I thought you said that deductions were about six times as in- 
portant as exclusions ! 
Mr. Hettmutn. Yes, sir; that is right. 
































I estimated there were about $9 billion loss through overly generous § Mr. | 
deductions and about $1.6 billion of exclusions which I ‘would de. have se 
scribe as eroding, or about 6 to 1. very st 

The Cuarrman. What do you do, Professor Hellmuth, with respect § Mr. 
to expense items, so-called business expense items ¢ rememal 

Do you make any suggested changes there in reaching your figure § whethe 
of tax rates? were ¢ 

Mr. Hetimvutu. This was a difficult area to work in because we § billion- 
were so handicapped by lack of data. reason: 

I would hope that one thing that might come out of these hear- The 
ings or some later hearings would be some data that would come from § kind of 
the taxpayers that would indicate these deductions. What I tried § Mr. 
to do was to use the literature that was developed in this field—some Thay 
of this comes in later in your compendium and in your panel discus- J com 
sions—and made a rough estimate that about a billion and a half § 4s far 
dollars represented the amount that is now taken as business deductions § “4nd 
that probably does not qualify for that by any sort of reasonable § ‘nor 
standard. Mr. 

This would be the case where people in effect are managing to get ago th; 
personal expenses, vacations, meals, theaters, shows, whatever they § The 
may be, counted as business expenses. This is one of the areas where § Jn j 
I think it is more difficult to support my dollar estimate than in most § "ith y 
of the others, but I think $114 illion loss to the tax base is about as § &X pt 
good a figure as I can do given the available data. Mr. 

What I did in part is “rely on some discussions in the Senate early § The 
this year where there were several amendments offered that would § "po 
restrict certain kinds of expenses. They had some figures submitted Mr. 
there in the Senate debate. I think the figure there was that there g Paper 
would be an $800 million gain in revenue by passing the amendment § “pita 
which was under discussion. WS Cap 

I tried to translate the $800 million back into an addition to the The 
tax base. hands 

The Cuarrman. During that discussion, reference was made to an possi 
amendment that was pending and that amendment dealt with only §, Mr. 
certain very limited aspects of expense in general. neon 
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Mr. Hettmutu. Yes, sir; I realize that. 

I have tried to be conservative. On the dollar estimates I try to be 
on the low side so that I would not mislead the committee as to the 
amount of erosion here. 

It seemed to me, since there are some guesses involved in some of 
these figures, that it was better to guess low than to guess high. 

Mr. Byrnes. You mentioned the $800 million figure. Do you know 
vho made that estimate ? 

Mr. Hetumutu. This was in a debate on an amendment by Senator 
(lark. I believe Senator Clark brought that figure into debate. 

(Senator Douglas presented the $800 million estimate in testimony 
om Senator Clark’s amendment, S. 2040. Senator Clark cited espe- 
ially “Expense Accounts for Executives” by V. Henry Rothschild 
and Rudolf Sobernheim, Yale Law Journal, vol. 67 (July 1958), 
». 1863 which refers to an Internal Revenue Service estimate of annual 
leductions of $5 to $10 billion for expense accounts. “Corporate and 
Excise Tax Rates Extension,” hearing before the Committee on 
Finance, U.S. Senate, 86th Cong., 1st sess. on H.R. 7523, pp. 63-64, 
0.) 

Mr. Byrnes. I wondered whether it went beyond some Senator. I 
have seen some senatorial estimates that I would not want to rely on 
very strongly. 

Mr. Hettmutn. I have a footnote to this in my paper. I don’t 
remember whether he attributed it back to his committee staff or 
whether it was his own estimate. There were some other figures that 
vere given in other literature on this subject that would indicate the 
billion-and-a-half-dollar figure was not a wild estimate, but was a 
reasonable one. 

The thing I don’t know is how closely this would apply to the 
kind of things that were covered by his amendment. 

Mr. Byrnes. That isthe only reason I raised it. 

I have seen estimates by some of the Senators as to what they would 
accomplish with the Internal Revenue Code by closing “loopholes.” 
As far as the estimates are concerned, I do not know that they would 
stand up under strong scrutiny by competent statisticians and 
economists, 

Mr. Hettmutu. I remember one on the gambling tax a few years 
ago that did not prove very accurate. 

The CuatrmMan. Let me ask a final question, Mr. Hellmuth. 

In your estimates in reaching the result that you do in connection 
with your paper, are you treating all corporate income uniformly for 
lax purposes without regard to the source from which it comes? 

Mr. Hetumutru. That was my major objective, Mr. Mills. 

The CuatrMan. You are treating then capital gains enjoyed by 
‘orporations as ordinary income and permitting ordinary loss 

Mr. Hettmuru. Yes,sir. I have suggested, too, in the compendium 
paper, that corporations be allowed more generous deductions for 
‘apital losses if they get tighter treatment on what are now treated 
48 capital gains. 

The Cuatrman. If you treat capital gains as ordinary income in the 
hands of corporations and give ordinary loss in the case of a loss, is it 
possible that revenuewise your take might not increase? 

_ Mr. Hutimots. The take would increase by applying ordinary 
ieome tax treatment. 
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The Cuarrman. Is it possible when you give ordinary loss treat. 
ment at the same time that you may not develop any more in your tax 
able base ? 

Mr. Hetimurn. Iam not sure I get your question. 

The CuHarrMan. Sometimes your losses with respect to handling 
a capital asset can be big and tend to offset a gain if you treat: bot) 
as ordinary income. Then you have to treat what is otherwise ; 

capital loss as an ordinary loss. In the process, is it possible tha 
hae would be no addition to the base through the change? 

Mr. Herimutn. I would think this would be possible in some years 
when there were heavy losses and where we only recognize gains a 
the time they are realized, that the taxpayer generally has the optio 
to time his realization of gains to his advantage. 

The Cuamman. My point is that it works both ways. There mighi 
be some advantage through recognition of a capital loss as an ord 
nary loss against other income ? 

Mr. Hetitmurn. Yes, sir; that is right. 

The CHarrman. Are there any further questions of these gentle 
men ¢ 

Mr. Byrnes. I would like to get an understanding of this = precia- 
tion item. As I total that up in your table, it amounts to $314 billia 
you attribute to erosion or leakage on depreciation. Am I correet in 
that? 

Mr. Hetimutn. Yes, sir; that is right. I have a table supporting 
this one in the compendium on page 316 which deals with the different 
parts of this and tries to show how I computed these, particularly the 
figure for the 1954 code. 

Mr. Byrnes. Let me be general. You are going to permit a ded: 
tion and it comes under your deduction items at some time or other, 
a deduction that is equivalent to 100 percent on the cost of the item, 
are you not / 

Mr. Hetitmurnu. Yes, sir. 

Mr. Byrnes. That being the case, I have difficulty, over a long perio 
of time, at least, in seeing how you get a leakage, because sooner ot 
later you are going to have 100 percent. Maybe you can help clarify 
that for me. It seems to me this is a matter of timing rather than: 
matter of the total. 

Mr. Hetimourtu. I think this is right, that on any particular asse 
the Treasury will always come out with the same revenue, but the 
Treasury will always be behind if the taxpayer is using a more acceler 
ated as opposed to a less accelerated method of deduction. 

Where we have a growing economy, taxpayers in general ar 
always adding more new assets than they are retiring, so that we ge 
not only a steady delay or the Treasury is always behind, but this 
amount by which they are behind is growing. 

Mr. Byrnes. In other words, this item here, if we put it in the term 
of leakage, becomes a bigger leakage as we grow ? 

Mr. Hetimutu. Yes, sir; that is shown in the summary table, for 
example, by the fact that I estimated $1.2 billion as the loss in 19% 
and $2.4 billion as the loss for this year in the 1959 column. 

The best I can do is suggest that the deduction for depreciation i 
going to grow annually in the future, roughly, at the rate of increas 
of our plant and equipment expenditures. 
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Mr. Byrnes. I don’t understand how you can keep adding this leak- 
seeach year. You get behind, but I do not think you can add it each 
rear’. 

Mr. Hetitmuru. I looked at what happ ened to plant and equipment 
expenditures since 1954. There were about $23 billion worth in 1954 
nd they rose to $35 billion worth in 1957 an ‘they dropped off some 
because of the recession last year and will be up to $32 billion this year. 

With the growth in new plant and equipment expenditures and with 
the option to the taxpayer to take deductions in the earlier years of 
growing amount of new equipment—— 

Mr. Byrnes. In other words, you are saying that the continuous 
rising stream is the one that gives rise to this repetition ? 

Mr. Hettmuru. Yes, sir; that is correct. 

Mr. Byrnes. Of a leakage? 

Mr. Hettmvuru. That is correct. 

Mr. Byrnes. I wonder about the fairness, frankly. 1 see your 
roblem. What you use then as the base from which you determine 
hether there is a leakage or an increase to the base is the normal 
ibles of depreciation as set forth by the Bureau, by the Internal 
Revenue Service, I assume. Is that the base from which you start 
n determining leakage? 

Mr. Herimuru. That is right. What I used in part was the report 
f this committee on the 1954 code. There were estimates in that 

eport as to what the leakage or what the revenue loss would be, 
suming a constant level of plant and equipment expenditures. What 
as happened is that instead of staying constant, this has been 
growing. 

Mr. Byrnes. But you are going beyond the growing aspect. For 
nstance, you show here the 1954 code, the accelerated amortization 
provision and the 20 percent deduction in the first year as leakage. 
What you are saying is that that is a reduction in the base from what 

- would be the base if you simply used the depreciation tables of the 
erloi# Internal Revenue Service ? 
ero Mr. Herimurn. Straight-line method. 
arify Mr. Byrnes. But there is nothing that says that the table of de- 
preciation of the Internal Revenue Service is an accurate reflection 
ifthe actual depreciation that may have taken place. 

Mr. Hetumutn. As to whether the service lives in “Bulletin F” are 
iecurate ¢ 

Mr. Byrnes. Yes; whether it is a proper recognition of the useful 
feof the property. 

Mr. Hetumutn. I have tried to look at the evidence here and came 
to the conclusion I was not competent to decide whether this was 
curate or not. I have seen evidences on both sides. Some people say 
tis too long and there are some people who say the lives are too 
Snort. 

Mr. Byrnes. I am not arguing either way. I am just trying to get 

the base from which you worked and clarify that the base from which 
you worked is this table of the Internal Revenue Service and there is 
nothing to justify the assumption that it is an accurate description of 
the useful life of any piece of we 

Mr. Hetitmvutu. I have not used schedule F completely. What I did 
in part was to use the data that George Terborgh developed and he 
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came to a somewhat different conclusion that the average life of plant 
and equipment assets is about 163% years. 

This would give a depreciation rate on straight line of about § 
percent. 

Then I tried to see how much new plant and equipment had been 
installed since 1954 to which the 1954 code provisions might apply. 

Then I saw how the sum of the digits method would give a larger 
deduction than a 6 percent straight-line calculation applied to that 
same depreciation basis. 

Mr. Byrnes. The only reason, Mr. Chairman, that I dwell o 
depreciation is because in all of these items of deduction and exclusions 
there is always raised the question of whether there is some special 
advantage given or some special purpose to be served other than just 
accuracy and in this area of depreciation I think we have a big ques- 
tion of conflict as to what does represent a useful life and represent 
an accurate credit for depreciation. 

Mr. Hetitmuru. My understanding now is that the Internal Rey- 
enue Service invites taxpayers or industry groups to come in and show 
evidence that the lives in Bulletin F are not accurate and in several 
cases, for example, the steel and auto industry, the industries have 
responded to this invitation and the Service has accepted a different 
estimate of those service lives. 

I would commend that. 


Mr. Byrnes. I would, too. I think they should be more flexible. 
The CuarrmMan. Mr. Mason. 


Mr. Mason. I want to clear up one point that Congressman Byrnes 
has been trying to get at. 

When you say that the growing economy increases, keeps on in- 
creasing the leakage, is what you mean that it keeps increasing the 
postponement of the tax ? 

Mr. Hetitmvuru. Yes, sir; that would be true for the depreciation 
provisions. 

Mr. Mason. I prefer the word postponement, rather than leakage. 

The Cuamman. You used the term leakage as descriptive of the 
change in the base of the tax as a result of a provision of law. You 
are not questioning at the moment the advisability of such a provision. 

What you are addressing yourself to is the question of whether or 
not there is opportunity within the corporate tax structures to make 
changes that result in subjecting more dollars to taxation and there- 
fore affording an opportunity for adjusting rates downward. That 
is really what both of you were doing, one with respect to the in- 
dividual and the other one with respect to the corporation. 

Mr. Hetitmurn. Yes, sir. 

The Cuamman. You are not holding out that these suggestions of 
change that you make are entirely defensible or that they are entirely 
desirable, you start with a certain objective to see just what could be 
done and you are doing it statistically. 

Mr. Pecuman. You are perfectly right. Professor Hellmuth and! 
started with a sort of ideal definition of income. Now, you can deviate 
from that definition. 

The Cuatrman. You did? 

Mr. Pecuman. Yes, sir. 

The Cuamman. You did not stay strictly with the definition of 
income when you reached your conclusions or if you had you would 
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have a rate structure beginning with 10 percent and ending with 40 
rcent. 

Mr. Pecuman. I did not go quite as far as I conceivably could go, 
but almost. In considering this problem, you must bear in mind the 
fact that, so long as there are preferential provisions in the tax law, 
they creé ate a gres at many pressures to which you gentlemen are subject 
toevery day to have them expanded. 

The Cuatrman. You recognize, Mr. Pechman, that once you get a 
preference in the law and it is so defined and limited as not to be 
applicable to all taxpayers, that in time all taxpayers make a good 
case for the removal of those limitations. 

Mr. Pecuman. That is exactly correct. As a self-defense mecha- 
nism, and also to reduce rates, I would suggest that the further along 
the route of eliminating preferential provisions you can go, the more 
grief you are going to save yourselves in the long run. 

The Cuamrman. If we did what you suggest, if we took the pro- 
gram Which you suggest, have you made any study, of the question of 
the shift in tax burdens that we talked about a little while ago, that 
samong the total of those paying taxes, have you made any studies to 
ee what percentage of taxpayers would actually gain under such a 
system, aside from the simplicity that your approach would bring to 
the law, the ease of compliance, the ease of administration ? 

Would half the taxpayers pay less tax, or what ? 

Mr. Pecuman. I could only hazard a guess. I have never made the 
calculation. 

The CHarrmMan. We have some information, do we not, with respect 
to the extent percentagewise of taxpayers to which such preferences 
ipply ¢ 

Mr. Pecuman. I think a rough calculation could be made of that, 
but I haven’t looked at the figures. 

My guess is that a majority of the taxpayers would be better off. 
Offhand, I think probably more than 50 percent of the taxpayers 
would be better off and less than 50 percent of the taxpayers would be 
worse off if we reshuffled the tax base. 

The CHarrMan. It might be over 50 percent. 

Mr. PecuMan. It might be; yes. 

The Cuarrman. Then, Mr. Hellmuth, just one question: You men- 
tioned in your paper some 50 million dollars that might be recouped 
from cooperatives under a change in the law with respect to the taxa- 

tion of cooperatives. 

Am I correct on that figure? 

Mr. Hettmurnu. Yes, sir. 

The CHamrMaNn, Does this assume that patronage dividends would 
be included in the tax base ? 

Mr. Hetitmutu. No, sir; it does not. It would assume that the 
patronage dividend, that the earnings would be taxable either to the 
co-op or to the patron, but the patronage dividend would be deductible 
from the co-op. 

The Cuatrman. It would still be in the tax base, not of the co-op, 
but of the individual ? 

Mr. Hertmvuru. I came up with an original estimate of $100 mil- 
lion and assumed one of the effects of changing the tax in that way 
would be to increase the distribution. 
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I assumed that half of the additional amount that might be re. 
stored to the tax base would be distributed and that only $50 million 
would be left with the co-op. 

The Cuatrman. What I am trying to get at is this: Does your as. 
sumption subject the earnings of the cooperatives to corporation taxes 
in the hands of the cooperative, or not ? 

Mr. Hetitmurn. The earnings that remain in the hands of the co- 
operative would be taxable as corporate income. Those that are dis- 
tributed would be taxable to the recipients. 

The Cuatrman. I wanted to be certain on that. 

Mr. Mason. The distribution to the patrons would have to be in 
cash or negotiable paper, not in promises. 

Fig Cosduann avs. Is that teael your enemiaptions! 

Mr. Hettmutnu. This was one of my assumptions, that the intent of 
your 1951 change would be realized. 

The Coatrman. Let me come back to this question. 

The changes that you would assume, or that you would make ir 
mining provisions, depletion, exploration and development costs in- 
clude a large transition item, no doubt about that, when you go from 
present methods to the cost depletion method. 

At the time the change might be made, the whole cost would have 
already been written off so far as cost depletion is concerned, would 
they not? 

Mr. Hetitmutu. Yes, sir; that is right. 

The CHatrmMan. Have you made any estimates over a long range 
as to what might be the additions to the base? It seems to me that 
in time your estimate in your paper might be a little high. 

Mr. Hetitmutu. Well, the estimate that I tried to allude to in the 
paper was that we now have double deductions for most of the explo- 
ration and development deductions and the depletion deductions since 
conceptually they seem to apply to the same thing. 

The Cuatrman. Now, you are talking about the so-called intangible 
drilling and development costs, for example? 

Mr. Hettmutnu. Yes, sir; about 75 percent of the cost of bringing in 
a new well seems to be what is intended to be recovered through deple- 
tion, but it also is recoverable as an exploration and development cost. 

The Cuatrrman. Isn’t the expensing of intangibles, drilling costs, 
just another way of saying accelerated depreciation ? 

Mr. Hetitmutn. It is accelerated depreciation, but when combined 
with percentage depletion it is much more favorable than that. 

The CHatrMAn. Youseea doubling up. 

Mr. Hetimutn. I see a doubling up between these two. I do think 
the gain on exploration and development would play down—I have 
estimated for this year, for example, $134 billion might be restored 
to the tax base by a change of the law on this score. 

But that this would decline to perhaps a sixth or an eighth of that 
over a longer period of time if you went back to cost depletion. 

The CHamrman. In your estimates have you made any other 
changes? Have you changed the rates or have you changed the 
allowable period for determining depletion if it is cost depletion and 
do you eliminate any items that are presently depletable ? 

Mr. Hetimurn. I did not intend to eliminate any items presently 
depletable. I was relying more on the testimony of some of the ex- 
perts that come later in the compendium on this. 
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The Cuarrman. I just wanted to know to what extent you did 
change the provisions in the existing law in reaching your estimate. 

Mr. Hetitmurn. I generally tried to say that all of the cost to the 
taxpayer would be deductible through depletion deductions with the 
timing setup so that the = deductions would take place over the life 
of the mineral property or well, and they would be timed in propor- 
tion to the fraction of recovery each year to the total recovery. 

The Cuatrman. Are there any further questions of these gentle- 
men ¢ 

If not, Mr. Pechman, and Professor Hellmuth, we again express 
to you our appreciation and deep gratitude for the work you have 
done in preparing this statistical analysis of the tax base on actual 

neome. 

We have asked you to do this job because this type of information 
is not readily available to us from any other source. Of course, it is 
very important for the study that we have before us. Thank you so 
much. 

Mr. Mason. May I say I think it is especially valuable because it 
is the result of long research and it is particularly valuable I think 
tothe members of this committee. 

The Cuatrman. Without objection, the committee will adjourn un- 
til 10 tomorrow morning when we will take up the question of indi- 
vidual income tax exclusions. 

(Thereupon at 3:35 p.m., the committee recessed, to reconvene at 
10a.m., Wednesday, November 18, 1959.) 
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SPECIFIC ELEMENTS IN THE COMPUTATION OF 
TAXABLE INCOME—INDIVIDUAL INCOME TAX 
EXCLUSIONS 


WEDNESDAY, NOVEMBER 18, 1959 


Houses or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEans, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The Cuamman. The committee will please be in order. 

The Chair has just been advised that this morning Professor 
White and Professor Strayer are prevented by illness from being here. 
They have made their contributions to the compendium in the papers 
that they submitted, and these papers are included therein. We would 
have like to have had them here for their oral presentation, and we 
will, of course, have occasion to read what they have said. 

We will proceed, however, with the three members of the panel 
who are here. We are very pleased that these members could get to 
the city and appear on the panel this morning on the question of 
individual income tax exclusions. We are somewhat handicapped 
because you panel members have discussed different aspects of the over- 
all matter of exclusion. 

First we will hear from Mr. Roy Wentz, who is with the DuPont 
Corp. of Wilmington, Del. 


STATEMENT OF ROY WENTZ, DUPONT CORP., WILMINGTON, DEL. 


_ Mr. Wentz. Mr. Chairman and members of the committee, I have 
just about exhausted myself, I am afraid, with the written statement 
that I submitted, but in summary, my examination of these individual 
income tax exclusions was quite a revelation in that as a lawyer who 
has been working with the tax law in one capacity or another for the 
past 11 years, I had not realized the extent to which there is absolutely 
lacking in the committee reports and congressional hearings any 
justification for most of our present individual tax exclusions. 

Some, and the ones which are probably the most important from the 
revenue standpoint, have been in the law in one form or another since 
1918, and apparently have been reenacted time after time without any 
serious appraisal as to what the then effect of the exclusion was or 
Le or not it satisfied the desirable objectives of long-range tax 
planning. 

I could not find any evidence in any of the committee reports that 
long-range tax planning had even been a factor. 
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It would seem as a matter of theory that statutory exclusions which 
depend on the status or condition of the recipient rather than the 
character of the payment should have no place in a law which is 
devoted solely to the taxation of income and supposedly is not in- 
tended asa vehicle of social reform. 

In this regard, however, if some of these exclusions or any of them 
really can be justified as a matter of promotion of sound social ob- 
jectives, I believe that the Congress should examine the purposes that 
these exclusions are supposed to attain, because I am firmly convinced 
that in very few cases is the apparent objective being satisfied. 

We should certainly stop the practice of providing subsidies through 
more or less obscure tax exemptions. It is almost inconceivable to 
me that any Congress would pass a law that provided for a payment 
of $20 a week out of the Federal Treasury to persons who are absent 
from work on account of sickness or accident; yet, this is almost the 
exact effect of one of the present statutory exclusions. 

A man absent from work on account of a stubbed toe, who incurs no 
medical expense whatsoever, is entitled to exempt from his income 
$100 a week so long as he is paid by his employer. 

It is ridiculous to think that our Internal Revenue Service must 
pay people to spend their time deciding such things as whether or 
not poison ivy is a result of an accident or is, in effect t, a sickness, and 
yet this is a very important determination so far as application of the 
disability wages exclusion is concerned. 

The cost of administering all of the present tax exclusions must 
surely almost exceed the revenue which could be saved through strict 
oer ations of the law. Even with the most diligent adminis- 
tration, taxpayer compliance cannot be uniform. The laws are so 
technical and subject to so many interpretations which could not have 
been foreseen that only through common withholding practices can 
any semblance of uniformity be obtained. 

It is my opinion that individual income tax exclusions are always 
discriminating as between classes of taxpayers. They cost an in- 
ordinate amount to administer. Taxpayer compliance cannot be 
uniform. For these reasons alone, their place in the tax law should 
be reassessed. 

Thank you. 

The CuatrmMan. Thank you, Mr. Wentz. 

Our next panelist is Lester M. Ponder, attorney, of Indianapolis, 
a longtime personal friend of the chairman. 

Mr. Ponder, we appreciate your being here also, and you are 
recognized. 


STATEMENT OF LESTER M. PONDER, ATTORNEY, 
INDIANAPOLIS, IND. 


Mr. Ponver. Mr. Chairman, and members of the committee, in my 
paper, of course, I have only touched on a few of the income tax ex- 
clusions. Some of them have been carved out of the scope of this 
panel and placed in other panels, such as, I think tax exempt interest. 

Of course, in my paper I have not exhausted the ones that are left 
with this panel, only touching on a few of the ones that occurred that 
do require further consideration. 
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The only exclusion that I feel that does not or that should not have 
onsideration for removal at this time is that of scholarships. 

As I have pointed out in my paper, and I will not take the time to 
vo over all the reasons here, I believe that this exclusion contributes so 
greatly to the national welfare, maybe the very survival of our country, 

that it ought not to be removed. 

Further, I think that the erosion of the tax base from the scholar- 
chip and fellowship exclusion is so slight as to not cause any revenue 
reduction of any consequence. 

[ also believe, although this is probably not susceptible to exact 
roof, that this exclusion does contribute to the increased income of 
olleges and universities, that is the nonprofit institutions, by virtue of 
ger gifts from donors for the purpose of having schol: arships and 
fellowsh hips which again is something I think to be encouraged in this 
lay when all educational costs have increased. 

J think it is generally agreed that in some fashion our colleges and 

iversities over the next foreseeable per iod must have ine reased reve- 
ue in some form of forms. 

Now, with respect to some of the exclusions that I think ought to be 
arefully examined = either eliminated or reduced, I would put, of 
ourse, high on that list, the exclusion of income earned abroad. That 
sa subject which, as al the writers have pointed out, has been some- 
what lacking in uniformity over the years in its treatment and cer- 
tainly I think requires some reexamination now. 

In other words, the origin of this exclusion apparently was to en- 
ourage technicians, for example, to work abroad without having a tax 
lisadvantage. 

Contrary, I think, to that original intention, there have been abuses 
f the income earned abroad provision which has caused that provision 
to be unacceptable at the present time. 

[ think we are all aware of some of the highly publicized people 
who have sojourned abroad for a period to come within those 
provisions. 

Although I would not say it is constantly abused, I do think it re- 
quires reexamination. 

My feeling is, as I pointed out in my paper, that certainly living 
ind working abroad should not entitle a person to pay less tax than 
a U.S. citizen who lives and works at home, perhaps not more tax, 
but not less tax. 

If the foreign country of residence chooses to levy an income tax 
on the U.S. citizen living abroad, then I certainly think there would 
have to be a comparison between the amount of that tax and the U.S. 
tax that would be required if that person chose to live and work in 
this country. 

Certainly a measure might well be the difference between those two 
taxes, at least that amount should be paid, and I think, as I pointed 
out, perhaps this in an area that would have to be approached through 
reciprocal treaties. 

But at least it is one that has to have further consideration. 

On the exclusion for sickness and accident payments, I agree with 
my colleague, Mr. Wentz, that the $100 a week exclusion now in the 

law should either be reduced or eliminated. I see no justification 
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whereas a person on the job has to pay the full tax. 

I, of course, feel that amounts of reimbursement for actual hospital 
or medical expenses, either connected with sickness or with socidiak 
ought not to be taxed, not that I feel that does not come within the 
concept of taxable income, but that is not the same, as I see it, as the 
exclusion of the wage or salary payment. 

Again I think there have been many abuses in that area that could 
not have been foreseen at the time the provision was included. 

Now, exclusions for income in kind, of course, covers a great many 
subjects. That is an area that will always be very difficult, I think, 
to approach. 

I think this: That if we have difficulty now in administering a tax 
law which taxes such things as vacation payments, how much more 
difficulty will there be in administering a tax law that is concerned 
a great deal with administering the collection of taxes on income in 
kind. 

That is to say there are many intangible benefits, some of which I 
have referred to in my paper, that are very difficult to evaluate and 
would, therefore, be very difficult to administer in the tax collection 
area. 

We all know that as a rule the fair market value of property concept, 
even as developed over a period of some 40 years in the tax laws for 
various purposes, is difficult to administer where large sums are fre- 
quently involved. 

But where something like furnishing of uniforms or some other 
small matter, allowing employees to buy goods at discount and those 
things, if that has to be valued minutely, the tax would be very small 
in most instances. 

There is a problem as to the method by which it could be gotten 
after, but I do think it requires consideration because it is obvious 
that if taxpayers generally feel that income in kind of an intangible 
nature will escape tax, they will more and more turn to those methods 
of rewarding employees and, therefore, the base will continue to be 
increasingly eroded thereby. 

I think those are my principal comments. I do appreciate this 
opportunity of being here today. 

The CuatrmAn. Thank you, Mr. Ponder. 

Mr. Munts, we appreciate your being here this morning and the 
contribution you made also to the compendium. 

You are recognized, sir. 

Do you have copies of your statement ? 


STATEMENT OF RAYMOND MUNTS, AFI-CIO, WASHINGTON, D.C. 


Mr. Monts. Mr. Chairman, I am sorry, I do not. The subject 
assigned me was exclusion of Government transfer payments which 
is in the main the benefits under our social insurance and social security 
program, as well as certain military and veterans’ benefits. 

Low and middle income people who in recent years have been assum- 
ing more and more of the burden of Federal income tax should not 
have their workmen’s compensation, unemployment insurance, or tem- 
porary disability insurance taxed unless the benefit payments are sub- 
stantially increased. 


for paying a person, in effect, a subsidy for being absent from work 
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In old-age and survivors insurance it would be more equitable to 
tax the benefit payments and exclude from taxable income the em- 
ployee contribution. 

Gratuitous Government programs where there is no contribution, 
such as public assistance and military and veterans’ benefits, offer no 
net gain to Government revenue if the benefits were increased to offset 
taxability. 

Inflation has taken a serious toll in our social insurance plans, par- 
ticular ly workman’s compensation, and unemployment insurance. 

In 1 939 half of the States workmen’s compensation laws provided a 
maximum of $20 a week, but these maximums, low as they were, were 
high enough not to nullify the ratio of benefit to wage loss specified in 
the various laws. 

But by 1949 this was true in only five States and in all of these the 
benefits to wage-loss ratio was below the usual two-thirds. 

By the mid dle of 1953 a worker ree eiving the average 1952 wage 
would have received a benefit under workmen’s s compensation amount- 
ing to less than half of his earnings under more than two-thirds of 
the laws and in four States he did not receive even 35 percent. 

Similarly, unemployment insurance claimants must tighten their 
belts more on layoff today than they did in 1939. The members of 
this committee know from the hearings earlier this year that benefits 
have declined as a replacement of lost e: arnings. 

The average maximum benefit was once 65. percent of the average 
earnings in 1939 and is under 45 percent today. 

Unemployment insurance originally gave the great majority of 
eligible jobless a benefit of at least half their lost “weekly wage, but 
today only the minority get that 50 percent wage loss replacement. 

The States have allowed the wage insurance principle in unemploy- 
ment compensation to deteriorate. 

I believe along with this panel, Professor White, that if we could 
start all over again a perfect tax system would not exclude these 
benefits. 

I would like to go even further and suggest ways in which, as part 
of an overall tax reform, Congress can improve both the tax system 
and the social security programs. 

Advocates of a broad tax base cannot allow themselves the luxury 
: speaking in generalities about higher benefit payments as a condi- 

ion for including them in taxable inc ome. They must be able to 
siies specifically to the source and appraise realistically the prospects 
for benefit improvement. 

In workmen’s compensation, dependent as it is entirely on State 
action, I have no hope that _a congressional decision to tax benefits 
would be followed in the 50 States by a 20 percent increase in benefit 
payments to offset the tax loss. There are just too many factors other 
than benefit adequacy that weigh in State legislative decisions. 

Inclusion of benefits in taxable income would simply reduce the 
value of the workmen’s compensation program by 20 percent or more, 
areduction in worth that this oldest and less successful social security 
program can ill afford. 

Of course, taxation of workmen’s compensation, where the benefits 
are payments for personal injury in lieu of any common law liability 
for personal injury, cannot even be discussed unless there is agreement 
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that all kinds of payments of damages for personal injury should be 
taxable income. 

In unemployment insurance, however, the situation is different. 

Congress here has a golden opportunity to combine tax reform with 
unemployment compensation reform. 

In unemployment insurance Congress has a golden opportunity 
to combine tax reform with unemployment compensation reform, 
The Federal Government is the responsible senior partner in this pro- 
gram. Congress can set minimum Federal benefit standards for Stat 
laws and set those standards with taxability in mind. Then whe 
States come into compliance or conformity, these payments to the 
jobless may be added to the personal income tax base. Instead of an 
individual benefit minimum of 50 percent of lost wages, as proposed 
in Karsten-Macrowicz bill introduced this year, it could be set at 60 
percent to include tax payments. 

Had such a system been in effect last year, that is the benefit standard 
and the unemployment insurance benefits in the tax base, we would 
have had the tax base augmented by almost $41 billion. 

We simply cannot overlook the fact that unemployment insurance 
benefit levels are being held down by employers’ desire for lower 
taxes, interstate competition for industry, and the unequal incidene 
of unemployment in the States. 

I am convinced that Federal benefit standards are the only answer 
and are a prior requirement to inclusion in the tax basis. 

In old age and survivors insurance and railroad retirement, I think 
we should tax the benefit payment and exclude the employee contribu- 
tion. This is a more appropriate and equitable way to tax social in- 
surance because these benefit payments, even for people who live the 
same length of time, are not so directly related to contribution or 
premium as in private insurance. Taxing the benefit rather than the 
contribution more accurately reaches income as seen over the indi- 
vidual’s life span. Since the social security contribution is in ne 
sense a voluntary act, we are as present taxing money that one has no 
option to keep. 

\ disadvantage of this approach is that it shifts tax burden to the 
aged. Here I am interested in a proposal that will be presented later 
to the committee by Prof. Eveline M. Burns, of Columbia, on the use 
of the retirement income tax credit as an explicit policy of prefer- 
ential treatment for all income received by the aged. 

Taxing OASIT benefits would have brought in $400 million to $500 
million m revenue in 1957. Excluding employee contribution that 
same year would have lost $800 million for a net loss of $300 million 
to $400 million. 

But taxing the benefit amount would remove the justification for 
the present retirement income tax credit and if that were repealed 
the net loss would be cut to $150 million to $200 million. 

Some way of averting double taxation of those who have been 
contributing all these years would have to be worked out. 

The OASDI and railroad retirement programs have taken over 
much of the cost of old age assistance which is supported from general 
revenue under the progressive tax system. Since OASDI and rail- 
road retirement payroll taxes are regressive, a uniform rate on a low 
wage base, it follows that public support of income for the aged has 
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been shifted from a program with a progressive tax to one with a 
regressive tax. 

The payroll tax is desirable in the social security program because 
it contributes to the popularity of soc ial insurance as an investment 
rather than a “handout” or public charity, but the fact remains that 
puyrell tax represents a step away from progressivity in the total tax 
structure. Regressivity should be worked out of payroll taxes at 
least by broadening the tax base. 

Thank you. 

The Cuatrman. Thank you, Mr. Munts. 

The Chair is advised that Professor White and Professor Strayer 

I had an opportunity to go over the statements of both Professor 
White and Professor Strayer, as well as the other members of the 
panel this morning. I noticed, Mr. Munts, as you mentioned, that 
Professor White argues generally for ine lusion in the tax base, as 
you have suggested, of certain of these Government transfer payments 
such as une! nployment compensation, social security, railroad retire- 
ment, veterans’ benefits, and workmen’s compensation. 

You point out, however, in that connection, that both you and Pro- 
fessor White feel that some provision would have to be made to 
provide against a double taxation on the same earned dollars. 

You suggest, and Professor White also suggests, that it would be 
better to include the payments of social security and railroad retire- 
ment in taxable income and provide for an exclusion at the time the 
employee contributions were made to those funds. 

You will recall that this committee was asked on one occasion by 
certain of those interested that we not only continue the exclusion from 
income of the benefit that is received, but that we also exclude initially 
from the tax base the amount that is contributed into these funds by 
the employee. 

I take it that you do not believe that would be a proper approach to 
this problem as Professor White indicates in his paper. 

Mr. Mounts. Professor White, I don’t believe, wants to exclude both 
the benefit and the contribution. 

The Cuatrman. That isright. I gather that. 

Now, you do not want to do that, either ? 

Mr. Mounts. No. I think that would be a subsidization of OASDI 
that we don’ t need, really don’t want at this time. 

The Cuatrman. I appreciate having that thought. 

You suggest further, and Professor White : also makes the sugges- 
tion, that if you follow the approach that you and he make as to the 
solution, that the retirement income credit could well be repealed. 

Mr. Mounts. It certainly, as conceived now, would have no justifica- 
tion if the social security benefits were included in taxable income. 

The CHatrman. Do you gentlemen, Mr. Ponder, or Mr. Wentz, 
have any thoughts? You did not cover these points, as I remember, 
in your paper. 

Do you have any thoughts on how to handle these Government 
transfer payments ? 

Mr. Ponner. Mr. Mills, I would be inclined to agree with Mr. White’s 
approach in his paper. I certainly feel that there should not be a 
double escapement or twofold benefit. 
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Of course, there is the problem naturally of whether these payments 
are to be considered within the scope of taxable income at the outset; 
that is, whether they come within the income concept as it would be 
broadly considered. 

I think there is a reaction that since either of the payments, that is 
to each recipient, is usually small, that it is not a large revenue loss, 

On the other hand, of course, there are so many of these payments 
that in the total I am sure there is a substantial loss, as Mr. Munts has 
indicated in his remarks and in his paper. 

I don’t, of course, have any figures on that. But my feeling in gen. 
eral would be to agree with Mr. White’s approach in his paper, which 
I, of course, read before coming over today, and I do think that if 
these amounts are to be excluded, continue to be kept away from tax, 
that there might be a deduction as he indicates. 

The Cuarrman. Mr. Wentz, do you have any comments? 

Mr. Wentz. Mr. Chairman, the thing about social security and its 
taxation which has interested me is that the Internal Revenue Code, I 
believe, makes no provision for excluding social security benefits from 
taxable income. 

In fact, if you go to look for the authority for such exclusion, it is 
hard to find in the tax services that are available. 

But I doubt if I can add anything new. It seems to me that the 
basic question of whether or not to tax social security benefits de- 
pends on whether the Congress wants to continue to in effect pay for 

art of the social security program through internal revenue laws, 
ecause that is what they are certainly doing now by allowing for the 
exclusion. 

I presume benefits will have to go up to some extent if they are 
taxed. 

The Cuarrman. Mr. Wentz, in the situation involving the employee 
versus the self-employed under social security, the employer is per- 
mitted to deduct from his income for tax purposes the amount that is 
paid into social security on behalf of. the employee so that when 
that money is earned by the employer it is not taxed. 

The employee does not have that opportunity since his entire income 
is taxed without any deduction for his social security contribution, so 
that the amount paid in to social security by the employee presumably 
is taxed before the payment. 

Half of that which the employee receives upon retirement, however, 
represents the contribution made by the employer. That half, under 
the existing Treasury regulation and that is where it happened, in 
the Treasury regulation rather than enactment of law, that half at 
least is never subject to any tax at any time. 

Now, as I understand Professor White in his article, and also Mr. 
Ponder’s, they take recognition of that point and suggest that the 
entire amount representing the employer’s contribution as well as the 
employee’s contribution, might well be subject to tax, but at the same 
time the employee would have to be protected against paying the tax 
twice. 

So they would suggest that the original payment be excluded. 

Now, you suggest that that might result in some further subsidiza- 
tion or some further drive for larger benefits. 
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Mr. Wenvz. If, as part of that change, you provide for taxation of 
social security benefits when received, yes, 1 think there probably 
would be a drive for increased social security benefits. 

The Cuarrman. You would suggest then that that factor also be 
weighed in connection with any shifting in this area. 

Mr. Wenz. I think it definitely should be. The deduction of the 
social security imposed tax takes place over a number of years. Em- 
ployees would not miss it after the first couple of months. 

What I am saying is that I think while that appears to be a com- 
pensating benefit to the employee for having his social security bene- 
fits taxed, since these deductions take place over a number of years 
it seems to me it is offset, considerably offset, by the changeover in 
taxing benefits when received. 

Most employees need every bit of social security they can get, the 
net amount they can get. If that amount were subjected to tax, I 
think they probably would need more. 

Tam not making myself very clear, but certainly I think that should 
be a factor in considering whether or not to change over to the 
method of taxing benefits and allowing deduction for payments. 

The CuHatrman. Mr. Ponder. 

Mr. Ponper. I want to comment further along that line Mr. Wentz 
has remarked about that usually the recipients of social security and 
other Government transfer payments receive those payments in years 
when their other income, or their total income is comparatively lower 
than it was in the years when they were earning the money from which 
those amounts were deducted. 

That is just an extension of what Mr. Wentz was saying, that I am 
speaking of the alternatives, it would be better not to tax the benefit 
payments in the years they are received, particularly in view of the 
well-known declining purchasing power of the dollar, and make the 
necessary tax adjustment in the years in which the higher income is 
being earned by the worker. 

The CHatrmMan. That goes contrary to the proposition that was 
recommended by the American Bar Association and the American 
Medical Association and the accountants and others who are self- 
employed who contend that they have some difficulty under existing 
tax rates of accumulating amounts for retirement, which we can 
readily understand is impossible under the rates we have today. 

I wonder whether or not you have gone as far as Professor White 
did into any analysis of whether or not military allowances, which 
are now nontaxable, should be included in the base with adjustments 
: he suggests, in the pay scale, what the effect would be of doing 
that ? 

Did any of you make any study of that? I did not detect it in 

any of your papers. 
_ Mr. Monts. Mr. Chairman, my feeling about that is assuming there 
is substantial justification for the magnitude of those payments 
reached by rational decision, then the purpose they are intended to 
serve would require they should be taxed an increase in the benefit 
amounts. 

Does it really make any difference to change tax policy because from 
the Government’s standpoint it is out of one pocket and into the other. 
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The Cuamman. It might even be more under a change. Is that 
possible ? 

Mr. Munrs. Only if the income distribution of these taxpayers is 
different than the general population. 

Mr. Byrnes. May I ask a question ? 

The Cuamman. Yes 

Mr. Byrnes. Of course, when you do not recognize the benefit pay- 
ments, say it goes not of one pocket into the other, do you not then 
ignore the progressive rates that we have, as it relates to the individual 
particularly ? 

By saying it is out of one pocket into the other, so far as the Gov- 
ernment is concerned, it seems to me that you ignore the fact that we 
do have progressive rates. 

Mr. Harrison. If that argument were sound, it would apply all 
along the scale. 

The CHatmrman. We are faced, however, with a Court of Claims 
case that held that the subsistence payments to the military do not 
constitute income. That was never appealed from the Court of 
Claims. 

I don’t know whether that decision is a good one or not, I am not 
commenting on that, but we do have that before us. 

I never thought that it was administratively feasible, as a practical 
matter to include as income imputed rent on owner-occupied homes. 

Yet, in the Department of Commerce calculations of total personal 
income, I think that this item accounts for some $9 billion or $10 
billion ordinar ily. 

What do you gentlemen think about the possibility or practical ap- 
proach to any such conclasion as that ? 

Mr. Ponprer. Mr. Chairman, I would like to comment on that. 
Again from some years of experience in trying to collect the tax and 
some years of experience in trying to reduce the collection the ad- 
ministrative difficulties would seem to me to be rather overwhelming. 

As I understand it, there are other countries which have used a 
form of income taxation of imputed income of various types such as 
rental or interest of various forms, but my feeling would be, of course, 
without this matter having been tested in this country, that the ad- 
ministrative difficulties, for example, in arriving at the \ various valua- 
tions of the rental to be included, which might be varied according to 
the cost or the value of the particular residence or other such factors 
would be very great, for example, property taxes in various States 
differ and all of those things I think would probably have to be taken 
into account. 

My feeling has been that as opposed to making an effort to approach 
that form of inclusion of i income, perhaps the better method would be 
to go at it the other way which, of course, I realize is suggested in 
some of the later papers on deductions, and perhaps eliminate some 
of the deductions that are given homeowners in the present tax law, 
such as deductions for property taxes and interest on property. 

I realize any form of taxation presents administrative problems, 
but I feel that this area, again as I indicated in an earlier response, 
would tend to cause even greater controversies between taxpayers and 
the Treasury Depar tment, in computing their taxes, than now occur in 
areas that are easier to decipher ; of course, starting with cash pay- 
ments which are the easiest of all to decipher and then going on to 
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what is fair market value of unlisted securities which again gets to be 
very difficult. 

But I think this is one area which would be very, very difficult to 
administer, very expensive to administer for the revenue produced. 

The Cuamrman. What is your feeling with respect to the inclusion 
of imputed interest which is another item of some size in the Depart 
ment of Commerce inclusion as to total personal income / 

Mr. Ponper. I would have the same feeling, Mr. Chairman. As 
I say, I simply feel that practical considerations always must be con- 
sidered in taxation problems. I think the practical aspects here would 
seem to me to override the theoretical concept even though the 
theoretical be given complete acceptance. 

The Cuarrman. Is there some question actually in your mind with 
respect to whether either of these, under the 16th amendment to the 
Constitution, would be income ? 

Mr. Ponper. I think there would be a qustion, Mr. Chairman, which 
I, of course, have seen discussed in numerous articles in this area in 
which writers, learned writers, differ as to whether these concepts, im- 
puted income concepts, come within the realization of income. 

I don’t feel qualified to give the last word on that point, but I think 
they could be a constitutional question. 

The CHAIRMAN. Regardless of that, you do reach the conclusion that 
the administrative problems of collecting such income would be so 
great as to perhaps cause you to reach a conclusion that these items 
should not be included in the base. 

Mr. Ponper. That would be my opinion, Mr. Chairman, independ- 

ntly of any constitutional question. 

The Cuamman. Are there any further questions? 

Mr. Mason? 

Mr. Mason. Mr. Ponder, you were somewhat critical of eroding the 
base in connection with income earned abroad. I am in full accord 
with that idea. Would you be just as critical of the erosion of the 
base in profits earned abroad ? 

Mr. Ponper. Yes, Mr. Mason, I would. I would feel that whenever 
we have in this country, whenever we are aware of amounts that are 
being either earned or gained in any fashion abroad that are not pay- 
ing or that are escaping tax as compared to the person at home, either 
the earner or the businessman who is paying the tax, I think there 
arises an emotional response which is detrimental to the tax-enforcing 
system. 

Now, whether there should be any incentives placed in the law to 
exclude some profits earned abroad as compared to, say, salaries and 
wages earned abroad, I realize, of course, it is a very delicate question 
and one probably of high policy. 

But, again, I feel that with due allowance in the proper way, what- 
ever the proper way may be, for tax paid to the foreign country, I 
don’t think the person or business should be penalized by having 
earned or made a profit abroad, but I would be inclined to favor some 
type of equalization of the tax burden. 

In other words, I would feel generally that a dollar of profit earned 
abroad by a US. company, using that term broadly, should bear the 
same burden of taxation that that company is paying on the dollars 


earned in this country, but, as I say, with some allowance for the 
foreign tax. 
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Mr. Mason. Let me see if I can translate what you are trying to In o 
tell me. ty dligible 
I am Mr. Ford and I have to pay 52 percent, we will say, on the § ower i 
profits I make in this country on my cars. I produce cars in Eng. So I 
land. According to some propositions, I would have to pay only 59 Bit is be 
percent on the profits I make there. Yet I have the privilege of hay. § 2° th 
ing them shipped over here and selling them on our market. indeed 
You do not agree that that is a fair proposition, do you ? Now 
Mr. Ponver. No; I do not; that is exactly right. hope, S 
I would say, using your figures, that the difference between the 38 specific 
and the 52 percent, at least, I say, to that extent, in any event, Ford, which 
using your example, should be paying this countr y- s0 fort 
Now, there comes a question whether the full 38 percent should be § " 8% 
allowed as an offset or whether a company that chooses to go abroad Ith 
for part of its business should have to bear perhaps a little heavier § 1 
tax burden because of that choice. Burns 
Perhaps other factors help the company and cause it to go abroad, § "@ Te 
Mr. Mason. That isall, Mr. Chairman. incom 
The Cuatrman. Mr. Forand will inquire. benefit 
Mr. Foranp. Mr. Munts, I was interested in your comment relative Mr. 
to the suggestion about taxing social security benefits. I presume that 9 "T°. ' 
you are in agreement with what Mr. Ponder has said relative to these — 
recipients of social security benefits being in that class whose income is aie 
declining. eee iia 
I am wondering just how much of an increase you would propose § ° ] 
be given in benefits in order to offset the tax that you would apply on Tes 
those benefits, the tax would at least be 20 percent. ‘ es 
Would you suggest 20 percent increase or more in the benefits? = 
Mr. Mounts. Mr. Forand, that is a very difficult question because, wash 
as we well know, some, maybe many, OASI beneficiaries, through ex- ras 
emption that they are entitled to, OASI being their only source of No 
income, aren’t paying a tax. J, mci 
So I don’t know that I can really answer the question. I would, —. 
however, like to comment to Mr. Wentz that he can be certain that the i f 
drive or the expressed need for improved social security benefit is NN | 
not going to depend on whether or not these benefits are taxed. a 
I ‘apologize, Mr. Forand, for using your question as a takeoff to “Th 
make comments that have occurred to me while the discussion has Mi 





been progressing. 

Mr. Foranp. That is all right. I appreciate your frankness. 

Mr. Mounts. I would like to s ay that with regard to Professor 
White’s position, he takes an overall view that any insurance program 













is more aptly taxed on the benefit than on the contribution. 4 e 
I really don’t know about that, if that is so. Perhaps it is. But rn - 
I am sure that a social insurance program is much more aptly taxed on “Tt 
the benefit than on the contribution because of the fact—which I point #, 
out at some length on page 357 of the compendium, the second para- “he 
graph from the : bottom—that in social insurance the benefit amounts , \ 
to which one is entitled do not bear such a fixed relationship to the " 
total contribution of the individual over his working life as they doin J" 
private insurance where actuarial factors establish a tighter relation- § “® 
ship between the benefit and the total contribution or premium. wa 
But in social insurance we are concerned with social problems in _ 
addition to individual saving. _ 
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In our social insurance programs newly covered groups become 
digible for benefits very quickly. There is a weighting on behalf of 
lower income people and people with dependents. 

So I must reiterate that you really cannot measure the income until 
it is being paid in benefits because the income paid, the income that 
goes through the tax contributions channel, is a very gross measure 
indeed of what the final benefit under social security will be. 

Now, to come back to your question, Congressman Forand, I would 
hope, sir, that you will raise it again when you will have a panel here 
specifically discussing the whole problem of retirement income in 
which such factors as the double exemption, the retirement credit and 
9 forth, are all brought into focus, together with this problem of tax- 
ing social security benefits. 

I think the thing has to be seen as a whole. 

I would go so far as to say that if some proposal such as Professor 
Burns is going to make to you were used, a conscious policy of using 
the retirement income tax credit for preferential treatment of the 
income of the aged, there may need be no increase in social security 
benefits to offset their taxability. 

Mr. Foranp. Supposing the suggestion of increasing the benefits 
were adopted, have you given any thought to the method of any fi- 
nancing so that it will not be just a plain drain on the trust fund 4 

Mr. Mounts. Increasing the tax base has been used as a primary 
method of increasing the benefit amount and keeping the program 
geared to the general wage and price levels that we face. An increase 
in benefits and in the base is needed now. 

Iam very much in favor of increasing the tax base not only to keep 
the benefits up to the general movements of the economy, but also to 
wash out some of the regressivity that necessarily is in a payroll tax 
system. 

Mr. Foranp. Thank you very much. 

Now, a little comment on what Mr. Wentz mentioned relative to a 
possible drive or increased benefits. 

I can assure you, Mr. Wentz, there will be. I hope to be in the 
forefront of that group that is going to push for it. 

_Not only an increase in cash benefits, but also to provide hospitaliza- 
tion and other medical services such as my bill, H.R. 47, represents. 

That is all. Thank you. 

Mr. Wentz. Mr. Forand, I certainly did not want my position mis- 
understood. I think that Professor White’s proposal is the right 
oe. I think certainly as a matter of sound tax policy social security 
venefits should be taxed when received. 

_All I meant to say was that right now we are to some extent sub- 
sidizing, in my opinion, the social security program through the opera- 
tion of the income tax laws. 

_ If you remove that subsidization, it seems to me we are going to 
have to make it up some place. 

It is a question that Congress is going to have to decide. Which 
way do they want to doit? 

But something that has not been mentioned, although I am sure you 
are aware of, is the situation I have run across where persons who are 
how receiving social security refuse to take a paid job and a pretty 
well paid job because they would lose their social security benefits and 
the exemption that goes along with it. 
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Certainly, in my opinion, age sixty-five is not when a man’s useful. 
hess to our economy stops. ‘That may be a minor factor. That js 
we cannot get people to work and pay them because of this social 
security benefit, but it is a factor and it comes up more times than you 
think it does. 


Mr. Foranp. Is that not one good reason why we should remove the 
work clause that a earnings ! 


Mr. Wentz. Well, I don’t know. I would not think that 
way to handle it, myself. 

Mr. Foranp. If you have a better plan we are here to hear it. 

Mr. Wentz. No, I think the better plan is to tax the social sec urity 
benefits, when received. 

Then remove this great advantage to social security receipts anda 
person would just as soon get more money or would rather get. more 
money for the work he is doing. 

Mr. Foranp. You and I know that there is a large number of people 
who are receiving old-age and survivors insurance benefits who want 
to work and they will work right up to that point where they do not 
want to lose that $80 a month. 

If you were to remove that ceiling on their outside, we would get 
the benefit of work of many of these people to whom you are referring. 

Mr. Wentz. I certainly think that is true. To some extent I would 
suppose the cost of the social security program would be reduced be- 
cause there are undoubtedly some people who cannot afford to live on 
social security alone and must work and therefore their social security 
benefits. 

Mr. Foranp. It is a problem. 

Thank youso much. Do you wish to talk on that, Mr. Ponder. 

Mr. Ponper. I did not have any further comment on that, but | 
wanted to clarify the record, Mr. Chairman, on my previous remarks 
pertaining to the social security payments, either their taxation or 
some type of deduction for the contribution during the years of high 
earnings. 

In my mind, at that time, I was distinguishing between the social 
security benefit payments and all other retirement income payments 
which, as Mr. Munts pointed out, will be the subject of another panel. 

I feel that the law. or at least the regulations as the chairman has 
pointed out, has distinguished over the years between the taxation of, 
say, retirement payments flowing from qualified retirement plans 
and social security payments. 

Now, whether that distinction is valid, or whether it is caused by 
the fact that perhaps these retirement income payments from a quali 
fied plan are much larger than the social security benefit payments 
which may have been considered to be a bare minimum which a person 
can receive and yet continue to live, is, of course, a question I cannot 
answer, but I did not want my remarks construed as contrary to the 
pending proposals to bring self-employed within the same scope as 
the a. nt. retirement plans which are open to corporations. 

The Cuamrman. Are there any further questions 4 

Mr. Byrnes. I would like to inquire. 

The Cuamman. Mr. Byrnes. 

Mr. Byrnes. Does anybody have any idea on how many _ people 
drawing social security benefits would possibly have any tax liability 
even if we repealed the retirement income ¢ redit 2 
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It would just seem to me that it would be relatively small and cer- 
tainly from the social standpoint it would not be the same problem 
that a lot of people look at when they say you are taking something 
away from these people who are ret ired and in bad financial sh: upe. 

Mr. Mounts. I had to investigate or make an estimate on this to 
arrive at my figure on how much tax income there would be should we 
tax social security benefits. I feel ill equipped right now to answer 
your question in detail because I do not have all those plan sheets in 
front of me. 

But the Department of Health, Education, and Welfare in the So- 
jal Security Bulletin, a recent issue _ year, had a rather interesting 
study on the income of persons over 65, how many under $1,000; how 
many under $2,000, and so forth. 

While the arrangements of this data does not go as far as the tables 
on income tax distribution, this is material that one can work with 
and arrive at guesstimates. 

The figure on estimated tax revenue from taxing social security pay- 

ments would be $400 million to $500 million in the year 1957. 

Mr. Byrnes. That is considerably less than 20 percent of the bene- 
fit payments that were made. 

Mr. Munts. Because of double exemptions, 

Mr. Byrnes. I was wondering whether that figure took into con 
sideration the fact that you also had the retirement income credit. 

Mr. Munts. Yes. Removing the credit would add $150 to $200 
million more in revenue. 

Mr. Byrnes. In your discussion on unemployment compensation 
lid I understand that you put that in a different category than social 
security benefits, the unemployment ene payments and the 
workman’s compensation payment so far as tax law is concerned. 

Mr. Munts. The main point I was making was that since it is in 
the power of Congress to include une mployment insurance benefits 
Sree le income and it is also within the power of Congress to set 
those benefits to meet the presumptive need that the program is sup- 
posed to fulfill, that we have here the opportunity for two kinds of im- 
provement that work well together. 

Mr. Byrnes. I am talking without regard to benefit level. I am 

talking purely on the base of tax equality or tax theory. 

Do you put that in a different category or do you say that the bene- 
fit there dona be taxed, but the benefit should be increased to offset 
the tax ? 

Mr. Munts. Yes, sir; that is right. 

In that sense, I would view them the same way. 

Mr. Byrnes. You are not advocating that the tax law should be used 
tosoften the effect of wage or income losses ? 

Mr. Munts. No, sir. I think that the unemployment insurance 
benefit should be taxed if the program is made to meet the needs 
that it is designed to meet. Supplemental unemployment benefits are 
how taxed, unemployment insurance benefits are not. 

Mr. Byrnes. I would like to ask Mr. Ponder this question: 

I gather from your statement that you felt that we might be safer 
tostay on the ground of taxing contributions rather than looking to the 
benefit because of the deferment aspect. 

How do you get at the second party contribution that exists in 
hany of these areas? 
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Mr. Ponpver. Could you define that a little more? You mean the 
employer ? 

{r. Byrnes. Let us take social security. Very few receiving social 
security today have contributed anywhere near the amount they re. 
ceive. They receive greatly in excess of what was contributed by them 
personally. 

In fact, their benefits exceed what has been contributed by them. 
selves and their employers in an employee case. 

If it is a self-employed person he is receiving more than he con. 
tributed. 

So in some cases it is a Government contribution in addition to an 
i contribution. 

am wondering whether you consider that as income and, how 
you would tax that? 

Mr. Ponpver. I have never focused on that point until this moment, 
but I would say that I do not think it would be practical—I will start 
out by saying what I think we could not do—I don’t think it would 
be practical to tax a part of it, that is, in later years, attributable to 
this so-called prepayment, or whatever it is, that is, it has escaped tax 
earlier. 

I don’t think, although there might be—I don’t think you can tax 
it later. 

Again I think the administrative complications, the small amount 
involved, would not make that approach, it seems to me, good. 

How it could be picked up in these earlier years is the problem, as 1 
understand your question. 

I really at this moment could not suggest a way that that could be 
done. I just do not believe you could tax the outside contribution to 
the person at that time although that could be an approach. 

In other words, the Government making the contribution, or the em- 
ployer making the contribution for him, I don’t believe that would be 
practical as the tax thrust, but at this moment I don’t think I havea 
ready solution to the question. . 

Mr. Byrnes. It seems to me we come to the conclusion that the only 
practical way to do it is to have a deferment which gives him a benefit 
in many cases because you are shifting it to a period of lower income 
and you avoid the progressive aspect which results from a deferral 
from a high income period to a low income period, 

But the practicality of the situation means that if you do not do 
it that way there is going to be other income that escapes. 

In one case you escape the progressivity; in the other case you 
escape the income tax. 

Mr. Ponper. That is right. It illustrates the classic conflict we s0 
often encounter in the income tax field. That is the conflict between 
the ideal or the theoretical to which we could all probably agree on 
some certain point, and the practical, how to get the job done. 

Of course, that is the age-old tax problem. 

Mr. Byrnes. Thank you. 

The Cuarrman. Are there any further questions? 

Mr. Metcalf. 

Mr. Mercatr. Mr. Ponder, in discussing the exclusion of income, 
as I gather from your colloquy with Mr. Mason, profits earned abroad, 
you said perhaps in passing that perhaps the solution for unusual 
hardship cases may lie in the area of reciprocal treaties. 
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I wonder if in making that observation you have considered the 
propriety of imposing a tax, or excluding from a tax, on American 
citizens under the treaty process ? 

Mr. Ponprer. I would say that I have given that matter some 
thought over a period of other years and am keenly aware that, first, 
there are great practical difficulties in working out such arrangements 
with other countries and also as to the point in your question with 
respect to the propriety of having an agreement with a foreign country 
to determine tax liability to this country ? 

Mr. Mercatr. I was thinking more perhaps of a violation of the 
spirit of the Constitution. : 

Now, many of the reciprocal treaties do not impose taxes on Ameri- 
can citizens, granting equal taxes on foreign citizens. 

In the treaty process we have only one House of Congress in opera- 
tion and we have the State Department coming to the Foreign Rela- 
tions Committee of the Senate rather than the Ways and Means Com- 
mittee and the Finance Committee of the separate Houses and working 
with the Treasury Department. 

It seems to me that this treaty process is certainly a violation of 
the spirit of the Constitution without getting ino the Bricker amend- 
ment or something like that. 

Mr. Ponver. I think, of course, the point is well taken that it does 
introduce other factors such as you have described into the tax col- 
lecting function. 

I can well agree that perhaps reciprocal treaties might not be the 
only solution or the best perhaps, although I suggested that as a 
possible solution. 

Perhaps the credit method, that is to say, simply using some form 
of allowing, as we do now in certain instances, a credit for the foreign 
tax paid against the U.S. tax, perhaps that is a better solution or pos- 
sible approach than the treaty approach. 

I simply mentioned that it seems to me that particularly in hardship 
cases, whatever that covers, treaties might offer a possible avenue. 

I realize there are objections to that. I do not think that avenue 
has been too successful over the years. 

Perhaps it has not been pursued vigorously. 

Of course, I am not in possession of the background facts on that 
point as to how well the treaty system might work, overlooking your 
points, if it were followed up aggressively. 

Mr, Mercatr. Thank you. 

The Cramrman. Are there any further questions? 

Mr. Baker will inquire. 

Mr. Baker. Does either of you gentlemen have any guesstimates 
as to the revenue involved in the exclusions from the code? Do you 
have any estimate as to the revenue involved in these exclusions that 
are subject matter of today’s panel ? 

Mr. Wentz. I have some company figures with regard to the reve- 
nue loss that would shed some light on the revenue loss involved in 
the disability wage exclusion which I think, leaving aside Govern- 
ment transfer payments, is where the greatest revenue loss lies in the 
present exclusions. 

We found in 1958, with some 40,000 salaried employees that there 
was about $114 million of excludable sick pay, which means that you 

a revenue 1oas of at least 20 percent of that and probably higher. 
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If that is any reliable indication of the amount of revenue los 
which you are suffering from the section 105(d), exclusion for dis. 
ability wages, the figure would be high, I think it works out to about 
four-tenths of 1 percent of the total salary paid. 

I think it would be awfully hard to estimate these other losses, 

Your scholarship and fellowsship grants certainly cannot amount 
to very much. 

I have not seen anybody that has recommended that we abolish 
that exclusion, anyway. Even if we took the exclusion out of the 
code, scholarship grants probably would still be excludable as gifts, 

I think the Internal Revenue Service is probably interpreting th 
specific exclusion to restrict it to gifts anyway. 

Your income earned abroad, there cannot be too much reve nue loss, 
assuming that we are going to still allow our people a credit for 
foreign taxes paid 

The European individual income tax rates are, almost all of them, 
higher than in the United States. 

So there is no revenue loss there. 

The convenience of the employer exclusion, on which there seems 
to not be a great difference of opinion, is most difficult to rationalize, 
There is no reason in the world why it should be exempt, that is meals 
and lodging furnished to the employee. 

I think the present exclusions, your Government transfer payments 
and your excludable sick pay, are the only two that are really 
substantial. 

Mr. Baker. Do you have a figure on that? 

Mr. Wenvz. In our experience, with a total paid to salaried em- 
ployees of some $350 million, there was excludable sick pay amount- 
ing to $114 million. 

I worked that out at about four-tenths of 1 percent, something like 
that, of the total amount of compensation paid. 

Mr. Baker. Now, if you tax sick pay, logically you should tax 
benefits from health and accident insurance. 

Mr. Wentz. Very definitely. That is the way the sick pay provi- 
sion got into the law. Insured payments have always been excluded. 

Mr. Baxer. In essence there would be no distinction. If you tax 
one you should tax the other. 

Mr. Wentz. That is right. 

Mr. Baxer. I have read these statements. Apparently the only 
one of the panel that recommends ae rental income to housing 
space of homeowners is Professor White. Is that right, none of you 
three recommends that? 

Mr. Mounts. I did not even attempt to address myself to that ques- 
tion. I wasconfined to transfer payments. 

Mr. Baxer. Where did that idea originate? Do you have any idea! 

Mr. Wenvz. I think it is economic theory. It is certainly nothing 
that is very familiar toa lawyer, my type of lawyer. 

Mr. Baker. I concede that is economic theory. 

Mr. Ponper. Mr. Congressman, I am not certain about this, but in 
the back of my mind I had a dim recollection that this might have a 
one time been a part of the English income tax system. 

Mr. Baxer. That was to be my next question. Is it a part of the 
tax structure of any nation or state? 
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Mr. Ponver. I think it isa part of the English system. 

Mr. Baxer. I am informed that France does that. 

Mr. Stam says he is certain that France does. 

Mr. Wentz. Mr. Congressman, or Mr. Stam, I think they probably 
all it income, rental value, at least, but they still work it as a property 
ix matter, at least in our experience, they actually have regular deter- 
minations if you own this much house you have this much income and 
then they apply a standard rate to it. 

Mr. Baker. Do you not think that could well defeat the purpose 
evenuewise in ~ . it would be fundamentally a great deterrent to the 


resent method of homeownership, that is reasonably small down- 
payments. 


The arguments is used universally whether good or bad, your pay- 
ent is about the same as rent. 

Would either of you care to address yourselves to that point ? 

As I see it, it is the wrong thing to do in our national economy, but 


im trying to see if there is any real basis that there would be revenue 
lc cae ae Gceveamnatcnd 
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us It would be such a vast departure from my idea of encouraging 
ze. @ homeownership. Am I on the right track ? 
us Mr. Ponprr. Of course, as previously pointed out in another con- 
nection, I believe there could be a constitutional quest ion as to whether 
its @ imputed rent or interest comes within the 16th amendment language, 
lly @ although again that is not something that would be the subject of this 
liscussion, I realize, but assuming that the concept of imputing rent 
or interest does come within the present scope of the Constitution, as 
m- @ you point out, to now tax that imputed income would be, of course, 
nt ontrary to some 55 or more years, 10 years, of income tax e xper lence, 
which means that the pregent generation of American taxpayers have 
ike # never been introduced to that concept and, as I pointed out earlier, the 
idministrative difficulties alone would be insuperable. 
aX Of course, as a practicing law) er, 1 am not as well versed in these 
_ § theories as a person who spends more time in their consideration but, 
vi: @ asl say again, my feeling is that if any change is to be made in the 
ed. @ present laws which give tax benefits to homeowners, that that would 
tax @ be in the field of deductions and I would anticipate a lively discussion 
long that line when that panel appears, judging by their papers. 

Mr. Baxer. On that same thing, if you apply that theory should you 
nly § not allow depreciation as a business expense on the imputed por- 
ing @ tion of the income? 
you Mr. Ponprer. That gets into that very point. 

Mr. Baxer. Up to now apparently it 1s such a theory that imputing 
1es- @ rental income, using that as one basis, has never been seriously recom- 

ended or considered so fas as you ge «ntlemen know ? 
ea! Mr. Ponprer. Not that I am aware. My thought is that under 
ng ur system, developed over the years, under our income tax system, 
ve have alw: Lys require d some for m of a severance of some thing i in the 
: lorm of property before we have impos secl income taxes. 
tm In other words, like you just mentioned, on depreciation of a resi- 
eat lence or de »preciation of any property, there has been no attempt to 
tax that until there has been a severance. 
the 


Mr. Baxer. If you imputed it, certainly you should have deprecia- 
tion on that portion. 
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If you went into that field would it not be almost limitless? Could 
it not apply to a $5,000 automobile? 

This proposal is based on the theory that you are escaping taxes 
by using capital. 

Mr. Ponprr. It is pointed out, I believe, in Mr. White’s paper, you 
go from the rental income and imputed interest point, to the house- 
wife and the value of her services, which I think is discussed in one 
of the papers. 

That, of course, would get into a most controversial area. 

I do not believe I would like to handle a case of that kind in court. 

Mr. Baxer. If you would recommend that you would require quite 
some time to discuss that ? 

Mr. Mason. I would say on the value of the housewife after 55 years 
of marriage that she is an expense. 

The Cuatrman. Actually this panel has addressed itself to certain 
items, not necessarily because these items, in the practical sense and 
for tax purposes, can be considered as income, but because these items 
are actually considered as income in the Department of Commerce 
statistics of total income. 

In looking to see what part of the total income reported by the De- 
partment of Commerce as received by individuals in the course of 
a year, we were looking at all the various items, but as I indicated in 
my questioning, at least I thought I was indicating, when we get to 
this question of imputed interest and imputed rent on owner-occupied 
homes, if for no other reason than the administrative problems that 
are involved, it would be most difficult for us to ever consider those 
items as income for tax purposes. 

I think the same thing probably is true with respect to the items 
included by the Department of Commerce which are produced and 
consumed on farm. 

If we should decide here that that is income for tax purposes, we 
would be in an administrative quagmire from the minute we started 
until the item was repealed. 

What we were doing this morning was looking to see whether or not 
any of these items that are not included in the tax base, that are in- 
cluded in the income base by the Department of Commerce, is suscep- 
tible from a practical point of view and from the point of view of 
administration, of being included in the tax base. 

Now, so far we have the suggestions that some of these Government 
transfer payments could be included in the base, as a practical matter. 

From the point of view of administration of the law, the exclusion 
of sick pay has been questioned. The exclusion of earnings by Amer- 
icans while overseas has also been questioned. 

But the panel seems to be pretty generally agreed that not all of the 
items that are included by the Department of Commerce could possi- 
bly be included in the tax base for tax purposes. 

I think the papers by the panel are quite good and very searching 
in their analysis of what is practical and what is entirely theoretical. 

Mr. Alger? 

Mr. Arcer. Mr. Munts, I want to ask you something and I hope the 
other gentlemen will comment, too, if it seems appropriate. 

I feel that you might be less enthusiastic about this point you 
made earlier about a Federal tax on unemployment compensation 
payment, because you laid down two conditions if I understood. 
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One would be that there would be Federal minimum standards. 

Secondly, that the compensation payments would be raised if the 
tax is to be paid. 

My question would be this: Would you be for a tax on unemploy- 
ment compensation payments if those two conditions were not laid 
down ? 

Mr. Mounts. Absolutely not. 

Mr. Aucer. Then what is your opinion underlying that? Let me 
coon and we will come back to it. 

I am trying to get the consistency of your viewpoint. I am looking 
at your statement on page 361 in which you said: 

Exclusions and deductions are not the best way to promote desired social 
bjectives; their promiscuous use can destroy the role of tax progressivity as 
amethod of redistributing income. 

You would not be for anything that would destroy the progressivity 
ofour present tax; is that correct, as a basic principle ? 

Mr. Mounts. Would you state that again. I don’t believe I heard it 
correctly. 

Mr. Aucer. I am just asking whether you would be against any—— 

Mr. Mounts. Yes, I am against anything that tends to undermine 
the progressivity of the tax. 

Mr. Arcer. I ask that for another reason: Mr. Henle appeared here 
the other day and made a very straightforward presentation that we 
must rededicate ourselves to the proposition that we must tax ac- 
ording to ability to pay and without getting into that argument 
Isimply will observe that many of us are troubled because we recog- 
nize that it is a basic part of the income tax and we are faced with the 
problem as to what degree we will tax according to ability to pay. 

But it was your own associate, Mr. Henle, who presented us with 
the thought that the top bracket was too high. 

Mr. Munts. No, sir; there is no contradiction there. I think that 
Mr. Henle’s viewpoint on this, at least it is mine, is that the thing we 
are concerned about as far as progressivity in the present tax struc- 
ture is concerned is the fact that the effective tax rate by which I mean 
the rate on income, considering a broad base, is a good deal less than 
the rate structure specified in the law would indicate. 

Mr. Arcer. I should qualify what I said: Mr. Henle did not 
want to cut down progressivity for itself, but, rather, the fact that it 
was promoting loopholes in effect and permitting others in the higher 
backets to find other ways to cut their tax liability. 

So I guess he was not against the cutting down of the progressivity 
and that would make it consistent with your own view. 

Now, I bring this up and I go back to my first question: I am still 
trying to find out what your underlying principle is, whether you are 
for or against the Federal tax on unemployment compensation. 

What is your principle underlying that? You say if we don’t 
raise the benefit enough you are against it. 

Mr. Munts. Perhaps I can put it this way: 

_ My impression is that your committee is meeting on this subject 
decause it is concerned about erosion in the tax base. As a historical 
matter, it seems to me that this erosion has been accelerated in recent 
years by some tax features that tend to benefit those in the higher 
vrackets. Things like workmen’s compensation, unemployment insur- 
ance, social security benefits have never been taxable. 
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So those who argue about the dangers of erosion are indeed stretch. 
ing their argument when they apply it to these benefits, this type of 
transfer payment. 

However, in the interest of helping to promote an overall tax re 
form, I feel that if the benefits of these programs can be included iy 
taxable income without, damaging the programs themselves, the 
overall reform should be encouraged. 

Mr. Areéer. Going back to the statement I read, I quoted part 
of your statement on page 361, if this is an exclusion, the tax on unem- 
ployment compensation, and you have pointed out that exclusions 0: 
deductions can destroy the role of tax progressivity, I am wondering 
if you are being for the inclusion and not challenging this progres 
sivity. 

It is one way or the other. Either you are going to have your pay- 
ment deductible under unemployment compensation which you said 
you are for if there are Federal minimum standards that raise the 
money enough so that workers can pay it in which case that is not 
exclusion. 

Mr. Mounts. My point there is exclusions or deductions, whether 
available to high income earners only or available equally ‘to all in- 
come levels, diminish the progressivity of the income tax structure. 

Now, when you talk about unemployment insurance you are not 

talking about ‘an exclusion that is equally available to all income 
levels because ever ybody is not cov eekbe it. 

On the other hand, when you are talking about social security you 
are talking about a program that is available to all income levels, and 
in this case both exclusion of benefits and contributions does diminish 
the progressivity of the tax structure. 

Mr. Atcer. In any event, to shorten the whole thing, you would d 
nothing that would cut the progressivity of the income tax, that is 
your basic principle? 

r. Mounts. Yes, sir. 

Mr. Axucer. This would be within that framework, is that not cor: 
rect ? 

Mr. Mounts. Yes, sir. 

Mr. Arcer. Just one final thing. I may have misunderstood you. 
When you were speaking of OASDI and railroad retirement pay- 
ment, were you supported by progressive tax—did you make that 
statement ? 

Mr. Mounts. No; I said that the payroll tax is a regressive tax. 

Mr. Arcer. I am thinking now of the statement you made relative 
to the OASI and railroad retirement payments are being supported 
partially by the progressive tax structure. 

Mr. Monts. I think you may have misunderstood the point I was 
making, which was that in the past, before we had social security, the 
only way we could publicly supplement the income of the : aged. was 
through old-age assistance, which is supported out of general revente 
and the progressive income tax. 

Now, we have substituted for that in large part social security whic 
is a payroll tax and a regressive tax. 

So that to some extent the public approach to supporting the ir- 
come of the aged has been shifted from a progressive to a regressive 
tax finance arrangement. 
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Mr. Auaer. My question would be this: If this were entirely sup- 
orted still by the progressive tax structure, only 14 percent of the 
tire income is raised by those all over the lower 20-percent bracket, 

ny program that comes out of the taxpayers’ pockets is being paid 

ythe low bracket t: ixpayer ; is that right? 

‘Mr. Mounts. This is a very unfortunate development of our tax 
system. 

z Acer. There is not enough money in the upper brackets for 

is progressivity. 

“Mr. Munvs. I think there are a number of things we could do. I 
think that Mr. Henle touched on several of them. 

Mr. Aucer. Thank you. 

The Cuarrman. Are there any further questions ? 

If not, gentlemen, let me thank you again for the contributions 
you have made to our thinking in this area. 

The papers that you filed for the compendium and your appear- 
neces this morning and the prompt responses to all of our inquiries, 

appreciate very much. 

Without objection, the committee is adjourned until 10 a.m. tomor- 
row. 

(Thereupon, at 11:50 a.m., the committee was recessed, to reconvene 
it10 a.m., Thursday, November 19, 1959.) 
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PECIFIC ELEMENTS IN THE COMPUTATION OF TAX- 
ABLE INCOME—INDIVIDUAL INCOME TAX DEDUC- 
TIONS 


THURSDAY, NOVEMBER 19, 1959 


House or REPRESENTATIVES, 
ComMiITrTEer on Ways AND MEans, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
iearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
nan) presiding. 

The CuarrMAN. The committee will please be in order. 

This morning the topic of discussion is “Individual Income Tax 
Deductions.” We are very pleased that we have with us members of 
the panel who are here. We are sorry that, again today, Professor 
White will not be present due to illness. 

We certainly thank you gentlemen for the contribution that you have 
nade in the articles in the compendium. You are present today to 
summarize those statements in the compendium. We will ask you to 
take 5 minutes or so to summarize your conclusions in your papers and 
then we will ask you to answer such questions as members of the 
committee may have in mind. 

We are pleased to have all of you and we thank you very much for 
your splendid cooperation and the contribution that you have made 
tothis study. 

Our first panelist this morning is Samuel H. Hellenbrand, attorney 
for the New York Central Railroad. Mr. Hellenbrand, we are pleased 
tohave you, sir, and you are recognized. 


STATEMENT OF SAMUEL H. HELLENBRAND, NEW YORK CENTRAL 
RAILROAD 


Mr. Hettensranp. Mr. Chairman and gentlemen of the committee, 
ly statement traces the origin and the legislative history of personal 
ieductions under the Federal income tax laws starting with the act of 
\861. I might interpolate to say that this was a most fascinating and 
interesting history. 

rhis history does not show any clearly defined —- principle, or 

t 


pattern upon which personal deductions are based. Rather, the history 
Woes show a rather steady enlargement of the areas of allowable de- 
luctions, and the increase of the size of deductions in already exist- 
ing deduction areas. 

ersonal deductions—itemized and standard—are estimated to 
‘mount to about $39 billion in the year 1959. This is about 24 percent 
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of the difference between total adjusted gross income of individual 
and total taxable income. Clearly, such large figures present a rel 
problem for earnest consideration. 

The need for a solution to this problem of personal deduction 
has long since been documented. There is also a surprising amount 
of agreement on the basic principle of taxation which should 
applied—equal amounts of income should bear equal tax liabilities 
While there may be agreement on this basic principle, real difficulti« 
seem to be involved in the application of this principle. 

There are conflicting factors working for and against a solution t 
the problem. Perhaps one of the most critical factors in this problen 
is that created by high tax rates. This creates pressure for the con. 
tinuance and even expansion of personal deductions. Unless thi 
high tax rate problem is squarely faced up to, it is unlikely that an 
real solution will be found. 

It can safely be said that any particular part of the taxpaying 
public benefiting from the allowance of personal deductions woul 
not look with too much favor upon their elimination. It can also le 
safely stated that those taxpayers who are not now in a position t 
avail themselves of deductions would look with favor upon restoring 
these amounts to the tax base. 

The problem is even more complex than I have just indicated, ani 
I have covered these matters in some detail in my paper. 

It is most important to bear in mind that our income tax laws ar 
based upon a self-assessment system. For its success, this depend: 
upon the confidence of the taxpaying public. 


There is a substantial feeling in this country that our tax laws ar 


loaded with discriminations. The charge is made that high tax rate 
are deceptive. Yet there are many people who do pay the high tar 
rates. Our laws have become complicated. In addition to difficultie 
in application and administration, this tends to create distrust o 


the part of our people. When the charge of discrimination is couple — 


with distrust of the entire tax system, we really could have problem 
in our self-assessment system. 

Obviously there will be no perfect solution to this problem. Ther 
may be a solution, not necessarily perfect, but possibly it would bk 
such a substantial improvement over our present situation as to justif} 
our most earnest consideration. 

In the place of the existing personal deductions, it is proposei 
that consideration be given to adopting a new standard deduction t 
take the place of all itemized deductions. This should bring abot 


greater equity in taxation and remove much of the present complaint f 


Since the impact of such a proposal would not be the same on al 
taxpayers, it is suggested that it be adopted at a time when it 
feasible to reduce tax rates generally. 


It is also proposed that a 5-year workout provision be adopted sf 


as to spread the impact upon those people who might be disadvan: 
taged by the proposal. There are substantial advantages and dis 
advantages to this proposal. These are summarized as follows: 


I have listed what I consider to be the major advantages of the 


proposal and the major disadvantages, so that the problem and the 
possible solution might be considered in its best light. 
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Advantages : 

(1) Preparation of returns and administration would be simpli- 
ied. 

(2) Greater equality among taxpayers would be obtained. 

(3) Charges of discrimination would be reduced and confidence in 
law and Government restored. 

(4) Pressure for new deductions would be minimized. 

(5) Taxpayers could, in their own minds, attribute the new stand- 
ard deductions to the items they believe meritorious. 

(6) Eliminating the deduction problem for the administrators 
would make possible greater efforts in other areas, thus obtaining 
better compliance and equality. 

I might say that I think this latter point is of really very great 
significance. 

(7) Greater neutrality in the alloc ‘ation of economic resources would 
result as well as a basis for the adoption of a more equitable and 
realistic rate structure. 

I am sure that there are a great many more advantages which 
could be listed, but it seemed to me those were the principal advantages. 

There are some disadvantages and I thought I should list those, as 
well. 

(1) Change will bring dissatisfaction, particularly from those who 
willlose an advantage. 

(2) Tax decreases resulting will not be equally distributed. 

(3) Deductions would be denied for which it can be claimed eco- 
omic or tax theory justify. 

(4) Even if adopted, some exceptions are certain, and we will soon 
be back to where we are now. 

(5) It will be politically difficult to obtain. 

(6) The support of socially desirable objectives by the tax laws 
would be removed, thus creating a new set of problems. 

(7) The effect of the proposal is to deny all deductions since the 
same result could be obtained by rate : adjustments. 

Here again I am sure there are still further objections which could 
be made, ‘but it seems to me these are the principal ones on the other 
side of the argument. 

Our tax laws need to be reformed. If equal dollars of income are 
to bear equal taxes, some solution such as here discussed would seem 
to be the way out. Change will not be easy, but if an improved tax 
structure with all of its attendant benefits is the result, the price might 
be worth it. 

The CuatrMan. Thank you, Mr. Hellenbrand. 

Our next panelist is Mr. Harry Kahn, of the National Bureau 
of Economic Research and aa rs Unive rsity. 

Mr. Kahn, we appreciate your being here and you are recognized. 


STATEMENT OF C. HARRY KAHN, NATIONAL BUREAU OF ECONOMIC 
RESEARCH AND RUTGERS UNIVERSITY 


Mr. Kann. Mr. Chairman and members of the committee, personal 
deductions now exceed $40 billion annually. Although there is scant 
evidence of congressional intent with respect to most of the deductions 
iow allowed, they may be explained on either of two grounds. 
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Some deductions of a personal nature may be considered part of 
the attempt to arrive at taxable capacity by additional refinement of 
the net income concept underlying the tax. Others are apparently 
allowed simply as means of furthering certain social or economic 
rsa and, in effect, constitute an indirect form of Government 

nance. 

As will be shown, it is important to draw this distinction not only 
in order to decide on the merits of given allowances, but also to deter- 
mine their appropriate form, that is, whether a tax credit or a deduc- 
tion from income is called for. 

Consider the philanthropic contributions allowance. The charge 
that in its present form the deduction reduces the cost of giving of 
the “rich” by a greater percentage than the cost of giving of the 
“poor,” because of the progressive rate structure, would have little 
merit if the allowance were intended as a recognition of lowered tax- 
paying ability of the giver compared to the nongiver. 

The unequal tax value of the deduction to individuals in different 
income classes in that case follows simply from the decision of Con- 
gress (a) to allow deduction from income; and (0) to impose tax at 
graduated rates. 

However, we may argue that a philanthropic gift is as gratifying 
to the donor as any other of his consumption outlays, and, therefore, 
only the desire to encourage more of these expenditures can justify 
a tax allowance. The latter view is generally accepted both in and 
out of Congress. If a subsidy has indeed been intended, three points 
need to be made: 

1. The tax value of a given contribution should be the same for 
all taxpayers; hence, a tax credit is called for. 

2. The boundaries of the term “philanthropy” should be carefully 
defined so as to include only areas clearly within the zone affected by 
a public interest. 

3. The question of whether this form of Government participation 
is the most effective in eliciting greater private contributions should be 
considered. Available evidence, although by no means conclusive, 
shows that contributions have over time varied little as a proportion 
of income. In other words, can the tax cost of $1.5 billion for $4.9 
billion of itemized contributions for 1956 be justified in terms of ob- 
servable results? 

Can the allowance be revamped so as to preclude the possibility of 
large overstatements of contributions? The latter could be accom- 
plished by the Treasury’s matching of gifts to philanthropic institu- 
tions directly, rather than through the taxpayer. 

While the philanthropic contributions allowance may be viewed as 
an incentive deduction, that for medical expenses is a good example 
of an equity-type deduction. An allowance for medical expenses of 
extraordinary size appears to have been intended; hence, only medical 
expenses above a certain floor are deductible. 

Until 1953 this floor had been an exclusion from deduction of 4 
percent of income. Since average family medical expenses have long 
been somewhat over 4 percent of income, this floor seemed reasonable 
in view of the desire to make allowance for expenditures of extraor- 
dinary size. The lowering of the floor to 3 percent in the 1954 act 
seems to me to have been unnecessary. 
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A point which merits consideration is the present treatment of in- 
surance under the deduction. To the extent that it evens the flow of 
one’s medical expenditures over the years, the deduction becomes less 
available to the insured and benefits primarily the uninsured. This 
is because a person whose medical outlays are evenly distributed over 
time is less apt to exceed the exclusion than one whose outlays are 
erratic. 

The deduction of State and local taxes appears to me the least 
justifiable of the major personal deductions. A large part of the 
35.8 billion itemized in 1956 were no doubt the property taxes of 
homeowners. ‘To permit this group to deduct expenses when no income 
is imputed to owner-occupancy is uncalled for. 

Sales taxes, excises, and income taxes may be viewed as payments 
for the services rendered by State and local governments and there is, 
hence, little reason for deductibility. Deduction of State income taxes 
is usually justified on different grounds. It is held that it prevents 
combined rates from being confiscatory and mitigates interstate dif- 
ferences. States are thus enabled to levy progressive income taxes. 

Yet, it is well known that deductibility has the effect of making 
State and Federal income taxes combined less progressive than the 
Federal rate schedule by itself. This despite the fact that nominal 
State rates appear progressive. 

We have thus the anomalous situation that in trying to save progres- 
sive State rate schedules through the deductibility device, they become, 
in effect, less progressive than they might be without deductibility. 
In addition, the average taxpayer does not understand the effect of 
deductibility on combined Federal-State rates and is unnecessarily 
misled by what appear to him two highly progressive rate schedules. 

As in the case of nonbusiness taxes, congressional intent with respect 
to personal interest outlays is not evident. In 1956 $5.5 billion, at a 
cost of $1.6 billion in taxes, was deducted for personal consumption 
interest. Two arguments in support of the deduction have some force 
behind them : 

1. The purpose of a loan cannot always be determined. <A person 
can borrow ostensibly for a business purpose only to use the funds 
to increase his consumption outlays. It is difficult to appraise the 
quantitative importance of this consideration. Probably only few 
could borrow funds to finance a home purchase under some business 
pretext. 

2. It may be argued that an interest deduction evens the advantage 
between those who own durables—including residences—outright and 
those who need to borrow to achieve the same kind of consumption. 
This is correct. 

But it seems to me also valid to object that the person who is neither 
a clear nor a debtor-owner is left out of the picture and at a disadvan- 
tage. In a wider sense, those whose consumption pattern leads them 
to travel through life “lightly” are at a disadvantage compared to 
those who tend to obtain services through ownership of consumer 
capital items. 

In the absence of imputation of a return to owners of such capital, 
there is no ideal solution to the treatment of interest in the personal 
income tax. But I doubt that we have moved closer to the ideal solu- 
tion by increasing the omission of income as is done by current practice 
of allowing the deduction of personal interest outlays. 

48820—60——18 
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I have estimated that for 1956 total personal deductions reduced 
tax liabilities at current rates by some $8.2 billion. Alternatively 
viewed, in their absence, tax rates could be lowered by one-fifth while 
maintaining the yield of the income tax. 

The Cuarmman. Thank you, Mr. Kahn. 

Our next panelist is Mr. Harvey E. Brazer, professor of economics, 
University of Michigan. Professor Brazer, we are pleased to have 
you with us and you are recognized. 


STATEMENT OF HARVEY E. BRAZER, ASSOCIATE PROFESSOR OF 
ECONOMICS AND RESEARCH ASSOCIATE, INSTITUTE OF PUBLIC 
ADMINISTRATION, THE UNIVERSITY OF MICHIGAN 


Mr. Brazer. Mr. Chairman and members of the committee, it is 
with some embarrassment ihat I appear before you this morning as an 
individual whose primary interest has been in the field of State and 
local taxation and finance when my designation is the University of 
Michigan, which indicates, among other things, that I come from 
Michigan. 

However, one develops a thick skin in these matters after a while; so 
I perhaps can overcome my embarrassment for 5 minutes and read to 
you my summary statement. 

State and local taxes claimed as nonbusiness deductions under the 
Federal individual income tax in 1956 by those who filed taxable re- 
turns amounted to $5.5 billion. This figure may be expected to reach 
at least $7 billion in 1960 and to reduce the income tax yield by about 
$2 billion, or 5 percent of the total. Thus, the disallowance of this cate- 
gory of deductions would, in itself, provide a sufficient broadening of 
the tax base to permit an across-the-board reduction in tax rates of 
5 percent. 

The ratio of State-local taxes deducted to both adjusted gross and 
taxable income reported on all taxable returns tends to rise as income 
increases. The effect of this feature of the deduction is, therefore, 
to reduce the ostensible progression of the Federal income tax; at 
the State level Federal deductibility results in income taxes losing 
a large part of their intended effective progression, and this Federal 
offset intensifies the regressivity of State-local taxes in general. The 
impact of the standard deduction, moreover, is such as to deny, in 
effect, the deduction of State and local taxes to some 70 percent of all 
Federal income-tax payers. 

If we accept, as I do, the view that allowable personal deductions 
should include only unusually large, unexpected, and voluntary ex- 
penses which impose a real hardship on the taxpayer, such as medical 
expenses in excess of some proportion of income—not necessarily the 
present law’s 3 percent—State and local taxes paid simply do not 
qualify. 

They are, presumably, involuntary, although by no means entirely 
so, but they can hardly be said to be unexpected, nor do they impose 
hardships in the sense here intended. There are many kinds of 
State and local taxes which we incur in a voluntary sense which one 
can avoid as one avoids certain items of consumption. 


A la 
involvil 
paid fo 
for loc: 
ductibi. 
held to 
nomic, 

Thus 
renter 5 
and to 
not to | 
on busi 
reci piel 

Som 
of nont 
markuy 
bet wee! 
rant tk 
$1 whi 
deduct 

It is 
State : 
should 
In ord 
excess 
employ 
achieve 
and in 
taxpay 
taxes : 
overre} 
have b 

Accel 
mitted 
sota, a 
Feder: 
argum 
can be 
tax cre 

I sh 
cent o 
undou 
itt 
is sup 
should 
tional 
rect, s1 
proces 

The 

Our 
the Uy 





INCOME TAX REVISION 169 


A large proportion of deductible taxes are, in fact, user charges, 

involving, as in the case, for example, of the gasoline taxes, a price 
aid for services enjoyed. In a broader sense the same may be said 
for local property and other State-local taxes. Moreover , their de- 
ductibility depends largely upon whether or not the taxpayer is 
held to bear the legal, as opposed to the far more meaningful eco- 
nomic, incidence of the tax in question. 

Thus, the deduction is allowed to the homeowner and not to the 
renter; to the consumer of cigarettes in some States and not in others; 
and to taxpayers in States relying upon so-called direct taxes, but 
not to individuals who bear the burden of taxes levied by the States 
on businesses which shift them to individuals as consumers or income 
recipients. 

Some State and local services are financed by taxes, others by means 
of nontax charges such as fees, special assessments, liquor-monopoly 
markup, and so forth. Surely no logical distinction can be drawn 
between taxes and nontax charges that is sufficiently clear cut to war- 
rant the former being paid at a net cost of as little as 9 cents per 
$1 while the latter must be borne in full, without benefit of Federal 
deductibility. 

It is frequently argued by those who oppose the deductibility of 
State and local taxes in general that State and local income taxes 
should, nevertheless, be deductible. This is held to be necessary 
in order to avoid combined Federal-State-local marginal rates in 
excess of 100 percent and as a means of encouraging the State-local 
employment of income taxes. However, the first objective could be 
achieved at far less cost by reducing the top Federal bracket rates, 
and in seeking the second objective we would discriminate between 
taxpayers resident in States which already rely heavily on income 
taxes and those residing in States in which constitutional barriers, 
overrepresentation of rural areas in the legislature, and other factors 
have blocked and will continue to block income tax legislation. 

Accidents of history or of political circumstances should not be per- 
mitted to favor the individual resident in, say, Oregon or Minne- 
sota, as against Pennsylvania, Washington, or Michigan under the 
Federal income tax. Finally, if concessions must be made to the 
arguments of those favoring income tax deductibility, their objectives 
can be achieved more equit: ‘ably and at less cost through the use of a 
tax credit rather than deductibility. 

[ should say preferrably a tax credit which would decline as a per- 
cent of Federal tax paid as income rose, as Professor Heller will 
undoubtedly suggest in his summary. 

If the deductibility of State and local taxes as personal nen 
is supported on the ‘ground that it provides an indirect subsidy, 
should insist that it constitutes an exceedingly inefficient and irra- 
tional subsidy. If Federal subsidies are desired, they should be di- 
rect, subject to the scrutiny provided by the operation of the budgetary 
process, and specifically tailored to obtain the objectives being sought. 

The Cuarrman. Thank you very much, Professor Brazer. 


Our next panelist is Mr. Walter W. Heller, professor of economics, 
the University of Minnesota. 
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Mr. Heller, we appreciate yotir appearance on the panel today and 
you are recognized. 


STATEMENT OF WALTER W. HELLER, PROFESSOR AND CHAIRMAN, 
DEPARTMENT OF ECONOMICS, UNIVERSITY OF MINNESOTA 


Mr. Heiter. Thank you. Mr. Chairman and members of the com- 
mittee, may I take occasion to correct what appears to be a Freudian 
slip in the table on page 430 of the compendium. I had submitted this 
table with initials S, M, and D for exemptions. As the typesetter 
set it up it came out single, married, and divorced rather than single, 
married, and dependents. 

Rather than let you think that the States have added something new 
by way of exemptions, I thought I would take this occasion to make 
clear that that should read “dependents” and not “divorced” on the 
table on page 430 and following. 

In my paper, I argue that unlike deductions for other State and 
local taxes, there is a strong case for either (a) retaining deductibility 
of income taxes and supplementing it with a sliding scale tax credit 
or, preferably, (6) substituting a tax credit for the present deduction. 

Deductions for State and local taxes other than income taxes have 
little justification. Such deductions intensify the regressivity of the 
sales, property, and selective excise taxes which account for 80 per- 
cent of State-local tax revenues. In the case of consumption taxes, the 
deduction means little (20 percent) or nothing (where the standard 
deduction is used) to those in the low brackets, and up to 91 percent 
in the top bracket. In the case of property taxes, renters get no de- 
duction, and homeowners benefit inversely to the size of their incomes. 
Apart from this perverse pattern of benefit, consumption tax deduc- 
tions are difficult and expensive to verify, and the property tax deduc- 
tion (together with deductions for mortgage interest. ( distorts resource 
allocation by drawing savings into homeownership that would have 
vielded a higher return in rental housing or other forms of investment. 
In short, a determined attack on income tax erosion should wipe out 
these deductions. 

Federal deductibility of State income taxes (which account for 
about $3 billion, or a little less than one-tenth of total State-local taxes 
of about $35 billion) can be differentiated and defended on several 
grounds. First, it protects taxpayers against confiscatory combina- 
tions of State and Federal income taxes. Second, deductibility 
strengthens State income tax systems (a) by giving the States access 
to income tax revenues at a net cost to taxpayers which, especially for 
taxpayers with high incomes, is significantly below the amount of 
tax they pay in to the State; and (+) by reducing interstate differen- 
tials in net burdens of the income tax, which is most sensitive to the 
retarding fears of interstate migration of wealth and industry. 

Concrete illustrations of these effects are presented in tables 1 and 
2. Table 1, which is derived directly from a statistical study of Min- 
nesota tax returns, shows that nearly one-third of the burden of Min- 
nesota’s income tax in 1956 was absorbed by reductions in Federal lia- 
bility. (Even if we allow for “wastage,” by use of the standard de- 
duction, or perhaps half of the State income taxes paid by those with 
incomes below $12,000, and therefore subtract a little over $4 million 
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from the nearly $20 million of tax offset, the absorption still approxi- 
mates one- fourth of the State tax.) 
(Summary table 1 follows:) 


SuMMARY TABLE 1.—Proportion of Minnesota individual income tag offset by 
deductibility under Federal income tax and suggested 5-percent Federal credit, 
1956 

{Amounts in thousands] 


| Estimated State tax offset | Estimated State tax that 

1956 Minne- by deductibility under would be offset by a 5- 

Cross income sota income Federal tax percent Federal tax credit 
tax liability 


Amount | Percent Amount Percent 


Less than $4,000_. $6, 005 $1, 260 21.0 $4, 628 
$4,000 to $8,000 23, 097 4, 941 2 10, 407 
$8,000 to $12,000___. 8, 289 1, 970 2% 2.318 
$12,000 to $20,000_.- 8,175 2, 543 3 1, 943 
$20,000 to $100,000____ a 14, 401 7, 241 § 3,975 | 
Over $100,000 030 1, 806 ¢ 1, 206 


rotal 61, 997 19, 761 31.9 24, 477 


Note.—‘ Gross income”’ is essentially the same as ‘‘adjusted gross income’”’ under Federal income tax. 
fable does not take account of standard deduction 


Source: Data derived from Minnesota individual income tax returns for 1956 by Minnesota Department 
{ Taxation 


Mr. Hetxier. Table 2 shows the net cost of the New York tax after 
taking account of Federal deductibility. Although New York’s 
normal tax rates run from 2 to 10 percent, its maximum effective 
rate after deductibility is below 3.8 percent at $30,000 and at $500,000 
the net cost drops to about seven-tenths of 1 percent. 

(Summary table 2 follows:) 


SUMMARY TABLE 2.—Percent of New York individual income taz effset by Federal 
deductibility and 5-percent tax credit at selected income levels (married taz- 
payer, 2 dependents, income year 1959 


State tax offset by de Net cost of State tax —— t would be 
ductibility under Fed to taxpayer ifset by a 5 percent 
icome before State eral income tax Fede saa ten credit 
taxes income 
tax 
Amount Percent of Amount Percent of Amount Percent of 
State tax net income State tax 


$4,000 : ‘ 

$6,000 $34 $7 20. 6 $27 5 $0. 34 100. 0 
$10,000 ee 200 22.0 1L5€ 1. 56 79 39. 5 
$30,000. __ ba 1, 965 5 43.0 | , 120 3. 73 417 21.2 
$100,000...____- ; 8, 965 | 55 72.0 2, 510 2.5 2, 596 34.5 
$500,000. .......- 49, 005 , 505 91.0 , 410 20, 123 | 41.1 


Noi New York State income tax rate schedule ranges from 2 percent on first $1,000 - 10 percent on 
income over $15,000. Exemptions are $600 per capita, plus $25 tax credit for married couple and $10 for single 


Mr. Hetrer. This overall cushioning effect of deductibility is its 
greatest. strength. But its distribution is perhaps its greatest weak- 
ness. For the higher the income, the deeper the cushion. The higher 
& person’s income or the wealthier the St: ite, the greater the propor- 
tion of any given State income tax burden that is offset by savings 
in Federal tax liabilities. For ex: unple, in table 2 2, at $10,000, 22 per- 
cent of the State tax is offset; at $30,000, 43 percent is absorbed; at 
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$100,000, 72 percent; and at $500,000, 91 percent. Deductibility re- 
lentlessly bends the upper bracket end of the State income tax curve 
into regressive.form. As between States, it runs counter to the goal 
we customarily seek of reducing interstate inequalities of income. 

From tables 1 and 2, we can also see that substituting a flat Federal 
credit for the existing deduction for State income taxes would mark- 
edly alter the distribution of benefi.s. Substantial relief would still 
be provided in the top brackets, while taxpayers in the lower brackets 
would be relieved of all or a large part of the burden of the existing 
State tax, thus making room for strengthening State taxation in 
these areas. 


Again let me direct your attention to summary table 2: the 
final two columns show that the offset of State tax with a 5 per- 
cent credit would be 100 percent at the bottom, then drop to 39.5 
percent and 21.2 percent and rise again gr adually to 41 percent. 

I particularly draw attention to that ‘feature of the credit because 
it is often assumed it would not be worth a great deal to the upper in- 
come brackets. Yet even as modest a credit as 5 percent would offset 
about two-fifths of the State tax in the top income brackets. 

The case for a Federal credit for State income taxes paid rests on 
three basic propositions : 

First, a serious imbalance has developed between Federal and State- 
local taxing capacity relative to expenditure responsibilities. State- 
local spending and debt have multiplied fourfold in the postwar pe- 
riod, while Federal spending has risen 21% times, and Federal debt 
10 percent. Fiscal projections for the next decade widely foresee 
rising surpluses for the Federal Government, difficult as it may be to 
believe from where you sit, and rising deficits for State-local govern- 
ments. 

In short, as the Federal Government, barring a worsening of inter- 
national tensions, develops leeway for tax reduction either through 
economic growth or through base-restoring income tax reform, it 
should give full consideration to the States as a claimant on the avail- 
able funds. 

Apart from debt retirement, as necessary, to reduce inflationary 
pressures, the pressing claims of the States for funds to finance their 
vital programs deserve at least equal priority with the claims of Fed- 
eral agencies for budget increases to expand Federal programs and a 
higher priority than the claims of Federal taxpayers for income tax 
reductions. 

Second, a Federal income tax credit would reduce interstate income 
tax differentials and allay the fears of driving out industry and wealth 
that tend to choke off full use of State tax resources. The State in- 
come tax movement bears the full brunt of taxpayer threats to seek 
haven in friendlier tax territory. This process of playing off one 
State against another has the net effect of weakening the financial 
base of responsible self-government and striking hard at the tax 
which responds most readily to economic gr owth. 

Congress should follow the precedent it established 35 years ago 
when it enacted a Federal estate tax credit to curb the vicious competi- 
tive rate cutting which had threatened to run State death taxes into 
the ground. A Federal income tax credit averaging 5 or 10 percent 
would not remove the interstate competition threat entirely, but it 
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would put a substantial noncompetitive floor under State income taxes 
and reduce the struggle for competitive advantage which has retarded 
the use of the outstanding growth tax in the State revenue system. 

Third, we need to provide Federal fiscal support in a form that will 
reduce, rather than increase, income inequalities among the States. 
Substituting a Federal cr ‘edit for deductibility, whether as a flat per- 
centage of the Federal tax or on a sliding scale basis would serve this 
end. If deductibility is retained, a Federal credit would have to be 
put on this negatively graduated basis to balance somewhat the bias 
of deductibility in favor of high incomes. 

Even if the deduction were eliminated, the desire to build a positive 
interstate equalizing effect into the credit for State income taxes would 
suggest some form of the sliding scale. Summary table 3 shows the 
impact of a plan which would allow a credit of 20 percent against the 
first $200 of Federal tax, 10 percent against the next $300, and 1 per- 
cent of the remainder. ‘The figures in table 3 illustrate the equalizing 
effect, showing that State taxpayers in Montana and Arkansas would 
get almost twice as large an average percentage credit against their 
Federal tax as those in Delaware, and about one-third more than those 
in New York. 

(Summary table 3 follows :) 


SuMMARY TABLE 3.—Allowable credit against Federal individual income tag for 
State income taxes under a sliding scale credit plan: 20 percent against the first 
$200 of Federal tax; 10 percent against the next $300; and 1 percent against 
tar in excess of $500, selected States, 1956 


| Total Fed, | Actual State 
eral tax individual 

| credit allow- | income tax 
able to collections 

residents of | fiscal 1957. 

| listed States, | as percent of 

| as percent of Federal 
Federal | liability 
liability | 


oe | 


Montana 
New York. 
Rhode Island__ 
Wisconsin. 
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Note.—The difference between the 2 percentages does not necessarily measure the full benefit of the 
proposed Federal credit; States with average liabilities already exceeding the Federal credit may have areas 
in their income tax scale where liabilities fall substantially below the level of credits allowable under the 
20-10-1 percent sliding scale. In Minnesota, for example, the overall ratio of State to Federal collections 
is above the 9.6 percent that would be allowable under the proposed credit, but the present liabilities of tax- 
payers in the lower brackets total only about 7 percent of the Federal tax (in the less than $4,000 bracket), 
while the tax credit would be 20 and 10 percent. 


Mr. Hetirer. The Federal revenue loss would depend on the size of 
the credit and the action taken on other State and local tax deductions. 
Removal of all such deductions would make possible a Federal credit 
averaging 5 percent without any appreciable revenue loss. 

The er reatest. revenue benefit would go to the 17 States that do not 
now have income taxes, and many of “these are economics uly strong 
States. At the same time, both significant direct support and indirect 
support would go to the 33 States that already have individual income 
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taxes. Even those whose taxes exceed the overall level of the credit 
would in most cases receive significant direct revenue support in some 
brackets of their income tax scale in addition to the indirect support 
of a lighter net burden of income taxation. 

Minnesota is a good case in point. Even with a 5-percent flat credit, 
the total State tax liabilities in some of the lower brackets would be 
nearly equaled, or even exceeded. A 10 to 20 percent credit in those 
brackets would clearly give Minnesota access to large additional reve- 
nues without additional burdens on its taxpayers. 

Finally, the crediting device represents a paradoxical combination 
of freedom and coercion. Its most fundamental purpose is to protect 
the power of the purse underlying State sovereignty and local inde- 
pendence. It would give the States access to that tax which has proved 
itself most. responsibe to economic growth. 

Studies by Dick Netzer of the Federal Reserve Bank of Chicago 
show that the revenues from State income taxes have responded 17 
percent to every 1 percent change in the gross national product while 
sales tax revenues increased by just 1 percent for every 1 percent 
increase in the gross national product. 

Moreover, Federal credits leave ample room for variations in State 
definitions of income, exemptions, and tax rates. At the same time, 
the credit would strongly induce, if not force, 17 States with over one- 
third of the Nation’s population to adopt at least minimum credit- 
absorbing personal income taxes. 

On balance, it seems fair to conclude that the Federal tax credit, 
particularly if substituted for the present deduction for State income 
taxes, offers the States a large gain in fiscal strength and integrity in 
exchange for a relatively small loss in freedom of tax action. 

The Ciaran. T hi ink you, Professor Heller. 

Our next panelist is Mr. Bruce Lee Balch, attorney, Rock Island, 
Il. 


Mr. Balch, we are glad to have you with us and you are recognized. 
STATEMENT OF BRUCE LEE BALCH, ATTORNEY, ROCK ISLAND, ILL. 


Mr. Baucu. Thank you, Mr. Chairman and members of the com- 
mittee. These hearings are to determine the practical possibilities of 
establishing a broader income tax base and lower rates. This concept 
of a broader base and lower rates is, in my opinion, both a practical 
and desirable goal, and I am in complete harmony with the purposes 
of this committee. 

Our hearing today is concerned with “itemized deductions for per- 
sonal expenses and standard deductions.” My basic position is that 
these deductions should be substantially eliminated and tax rates 
reduced accordingly. This adjustment will be fair if, and only if, it 
is coupled with a general broadening of the tax base and reduction of 
rates throughout the entire income tax system, and not merely in this 
one limited area 

May I interject at this point that a more detailed explanation of 
these adjustments is included in my full statement in the compendium. 

On the assumption that there is a drastic rate reduction, made pos- 
sible by a general broadening of the tax base, my recommendations as 
to each class of personal deduction would be as follows ; 
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Medical expense should be retained as a deduction, subject to certain 
modifications. The special rules now applicable to persons over 65 
should be repealed. Drugs and medicines should be treated the same 
as other medical expenses. The present 3 percent exclusion should 
be increased to at least 5 percent of adjusted gross income, but the 
medical deduction should be allowed without regard to whether other 
personal deductions are claimed. 

Casualty losses should continue to be deductible, but the amount 
deductible should be limited to the excess over 1 percent of adjusted 
gross income, and the amounts deductible should be allowed without 
regard to whether other personal deductions are claimed. 

Alimony should continue to be deductible and should be allowed as 
a deduction without regard to whether other personal deductions are 
claimed. 

Expenses for the production of income should be retained as a deduc- 
tion, but the amount deductible should be limited to the excess over 
1 percent of the adjusted gross income; and the amounts deductible 
should be allowed without regard to whether other personal deductions 
are claimed. 

All other personal deductions should be completely eliminated, which 
would mean the repeal of the deductions for interest, taxes, contribu- 
tions, care of certain dependents, cooperative housing, and the standard 
deduction. 

This history of our income tax shows a tendency to enact new deduc- 
tions to alleviate the effect of high rates on selected taxpayers. Such 
enactments cause the rates on the remaining taxable income to rise 
even higher. We have created a cycle of increasingly complex provi- 
sions, a shrinking tax base, and rising rates. 

If we are to continue to enjoy the tremendous revenue produced by 
our income tax, the historical trend must be reversed. The system is 
rapidly outgrowing the ability of people to comprehend the law and 
comply with its provisions. It is, therefore, my considered opinion 
that a broader tax base and a reducton in rates is not merely desirable 
and practical, but is absolutely necessary. 

The Cuarrman. Thank you, Mr. Balch. 

Our next panelist is Mr. Jack E. Gelfand, professor of economics 
at Temple University. 

Mr. Gelfand, we are pleased to have you with us and you are recog- 
nized. 


STATEMENT OF JACK E. GELFAND, PROFESSOR OF ECONOMICS, 
TEMPLE UNIVERSITY 


Mr. Getranp. Thank you, sir. I did not prepare a statement. My 
statement in the compendium is rather short. I thought I would 
briefly summarize what I said there. 

It seems to me that one of the difficulties that we face in income 
taxation is that of a satisfactory definition. We have several groups 
of professionals who are concerned with taxation. We have lawyers 
and judges on the one hand; we have economists on the other; and 
ay often they speak two sets of languages. Congress tries to recon- 
cile the two points of view. 

Congress, of course, has to deal with both groups and try to satisfy 
the requirements of both groups. The economist defines income ac- 
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cording to his own dictates, and the Supreme Court defines income 
in itsown way. Congress’ first responsibility is to satisfy the require- 
ments of the Supreme Court on the defint ion of income. 

One of the requirements of the legal definition of income is that 
gains on property must be realized before they become taxable. This, 
of course, poses a problem in the handling of charitable contribution 
deductions. A deduction is allowed for the full fair market value of 
donated property, including realizable capital gains if there are any, 
The enhanced value of the property, however, escapes taxation. The 
fair market value is the amount that is deducted, the increased value, if 
any, escapes taxation, so that we have here in effect a double deduction, 
one for the full value of the donated property and are in the form of 
the nontaxability of the gain. 

In order to eliminate this, I have recommended that Congress initiate 
a concept of constructive realization. Constructive re: alization is some- 
thing that will have to be tested by the courts. 

However, we have in tax law two cases of constructive interpreta- 
tions. One of these, the doctrine of constructive receipts, is an out- 
growth of judicial review. The other concept of constructive interpre 
tation grew out of congressional action. That is the doctrine of con- 
structive ownership of stock. We do, therefore, have precedent that 
a constructive interpretation may be used as a solution to problems 
in taxation. 

Congress may, by introducing a concept of constructive realization, 
subject the gain on property donated to charitable organizations to in 
come taxation. The same concept of constructive realization may be 
applied to property that is passed on through inheritance. 

The CuHatrman. Thank you, Professor Gelfand. 

Our next panelist is Mr. Frank H. Sparks, who is president of the 
Council for Financial Aid to Education. 

You are accompanied by Mr. Paul E. Klopsteg, of Glenview, Ill. 
I understand we have the benefit of a statement from both of you; 
is that correct ? 

Mr. Sparks. Yes. 

The Cuarrman. At this time, Mr. Sparks, we are pleased to have 
you and you are recognized. 


STATEMENT OF FRANK H. SPARKS, NEW YORK, PRESIDENT, 
COUNCIL FOR FINANCIAL AID TO EDUCATION 


Mr. Sparks. Thank you, Mr. Chairman. I speak to a slightly = 
ferent point of view than my fellow panelists as president of t 
Council for Financial Aid to Education. We endeavor to aeolll 
the use of the present tax deductions so far as voluntary support of 
higher education is concerned. 

My part is really more to report on how well we are doing with the 
present law than the recommendation of the modification in 1 this law: 
Mr. Klopsteg and I join in this statement because his proposal directs 
attention more to suggested modifications. 

1. Friendliness of Federal Government toward education as re- 
flected in tax laws is of very great importance. 

Approximately one- fourth of all money spent in the support of 
higher education at the present time comes from gifts, past and present. 
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The operating costs for general and educational purposes for 
the approximately 1,900 college-level institutions in the United States 
are currently at the rate of $3% billion per year, with another $1 
billion going annually into capital, buildings, equipment, and endow- 
ment, a total of $414 billion each year. Of this sum, approximately 
one-half comes from taxes—State, municipal, and Federal—one-fourth 
x tuition, and one-fourth from gifts. 

The financial problem of higher education stems from the pric- 
in i policy. Practically all colleges and universities price their serv- 
ices below cost. In public-supported institutions, the student arely 
pays more than one-third the cost of the educational program in 
which he is enrolled, and in privately supported institutions he nearly 

ways pays less than two-thirds of the cost. 

This makes it necessary for the college or university to find other 
resources to cover this deficit and to bring income and outgo into 
—— 

t, Multiple factors are at present disturbing the equilibrium among 
the sources of support of higher education. Three such factors are 
the enormous expansion of science and science-related subjects—these 
are expensive aiads to teach; the great increase in the number of 
students attending college; and ‘the decrease of the purchasing power 
of the dollar. That is the reason we are presently in such an acute 
situation so far as financing higher education is concerned. 

The money cost of higher educ ation in America during the decade 
he id will depend upon the number of students enrolled and the 
quality of the educational — which are made available to 
them. It is of the greatest importance that each student should 
search out the educational environment that is best suited to his needs. 

Such a shift in enrollment is presently taking place. 

The point I would make in this section of the paper is the com- 
plexity of the problem. The dispersings of student enrollment are 
not at all even across our system, nor are the expenses of different edu- 
cational programs equal, nor are the methods of financing these vari- 
ous segments the same. So this gets into quite a complex problem. 

6. Given sufficient time, a new equilibrium will be attained among 
the sources of income and among enrollment in the various types of 
educational institutions. A modification of the income tax code could 
hasten this adjustment greatly. 

What I am saying is that if things are left as they now are, dis- 
equilibrium can shift into balance. C ollege enrollment was approxi- 
mately static before the beginning of W orld War II. The great up- 
heaval came in enrollments after the war. 

It looks as if we are about halfway through this period of adjust- 
ment. We will have another 10 years of rapidly g growing enrollments, 
then as far as we can project, it looks as if we w ill hit a plateau. 

I think we are making excellent progress in coming to an equi- 
~ ium. My personal feeling is that we will reach this equilibrium 
by the time we reach the plateau. If Congress will let us alone we 
will handle this adjustment without any modification of the tax code 
: the pressure is on Congress for Federal intervention for some 
relief, 


This brings me to the point that my colleague, Dr. Klopsteg, will 
present. 
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The Cuamman. We thank you, sir. 

The next panelist is Mr. Paul Klopsteg, of Glenview, Ill. 

Mr. Klopsteg, we are glad to have you with us this morning and 
you are recognized. 


STATEMENT OF PAUL E. KLOPSTEG, GLENVIEW, ILL. 


Mr. Kiopsrec. Thank you. 

Mr. Chairman, I note my only identification is my living in Glen- 
view, Ill. Perhaps I had better add I am a retired professor of 
applied science from Northwestern University and I am engaged in 
part-time consulting work on research and education in the field of 
science and engineering. 

The Cuatrman. We will qualify you as an expert just by looking 
at you. 

Mr. Kuorstrec. Thank you, sir. 

Increasing pressure on colleges and universities for admission are 
resulting both from normal population growth and from a growing 
public conviction of the need for higher education. These institu- 
tions—the instrumentality for dev eloping our most valuable national 
resource—are perhaps the greatest single asset which we ossess. 

They operate with inadequate funds, and their difficulty increases 
with higher enrollments because their tuition charges fall far short 
of meeting costs. Heretofore the gap has been closed by private 
gifts, including endowment income; their total lags increasingly 
behind the needs. Hence, in recent years, pressure for financial aid 
from Government has been growing. Govermnent’s share of support, 
particularly at the larger institutions, has become substantial. 

A possible remedy would be to keep raising tuition charges until 
they balanced the otherwise unmet costs. This would soon price 
higher education beyond the reach of the majority of our families. 
It isa remedy not likely to be adopted. 

The future pattern of financing colleges and universities will, 
therefore, either remain as it is with respect to the relative shares 
of the gap to be assumed by Government and private sources, or, 
more probably, the Government’s share will increase unless private 
donors can be induced and become able to give more. 

Official reports show that for many years the ratio of total philan- 
thropic gifts to adjusted gross income has remained remarkably con- 
stant at about 4 percent. Higher education may be receiving an in- 
creasing fraction of this total, but if we are to improve the quality 
of education as well as college populations, its annual income must 
grow much more rapidly than it has in the past. 

In view of the national experience and the Nation’s long-established 
tradition, it is desirable and indeed urgent to hold firm or to increase 
the ratio of private to public funds for higher education. Govern- 
ment control of, or its intrusion into this vital activity is unthink: able 
in a free nation, yet such effects are manifest in many aspects 0 
Government subsidy of colleges and universities. 

To the extent that the burden of income taxes on individuals and 
corporations is responsible for limiting private giving, as it can plaus 
ibly be shown to be, a revision in the revenue “code is indicated for 
reducing the obstacles to giving and thus to ease the annually recurring 
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task of those directly responsible for keeping their institutions in 
financial vigor. 

Various plans for increasing incentives for private giving, through 
revisions in the code, appear readily workable, and they appear equi- 
table as well. Perhaps the simplest is a partial tax credit by which 
the cost of giving to higher education would be equalized throughout 
the many income groups subject to Federal income tax. Should all 
tax credits be eliminated from a revised code, other kinds of positive 
incentives of similar effect can be developed. 

Since gifts for higher education are not charitable in the usual sense, 
but are rather to be regarded as investment of capital, with incaleul- 
able returns, in the future national health, defense, and economy, such 
donations call for special consideration and treatment within the cate- 
gory of charitable contributions which at present are deductible from 
adjusted gross income. 

The Cuamman. Thank you, Mr. Klopsteg, for being with us this 
morning. 

Our next panelist is Mr. Ray Trammell, who is a professor at the 
University of Arkansas Law School. 

Mr. Trammell, we appreciate having you with us this morning 
and you are recognized. 


STATEMENT OF RAY TRAMMELL, PROFESSOR OF LAW, UNIVERSITY 
OF ARKANSAS 


Mr. Tramme ty. Thank you, Mr. Chairman. 
Mr. Chairman and members of the committee, I think that by a 


preliminary remark or two I can summarize and lead into my state- 
ment. 

If we are to increase the income-tax base, which is one of the objec- 
tive of the committee, it is fair to consider deductions and their limita- 
tion because they cause a substantial erosion in the taxable base. But 
[, personally, would not favor any limitation on the present personal 
deductions unless it is accompanied by a rate reduction. I would 
include in that hope the possibility that the lowest bracket could be 
split into two brackets with a new bracket that would be lower than 
the present lowest bracket. 

If the rates are to be lowered, one possibility that suggests itself 
is that all of the individual deductions be repealed and that all tax- 
payers be relegated to a standard deduction which would no longer 
be optional. I am very pleased to say that I find that I have arrived 
at this position in my paper without knowledge of Mr. Hellenbrand 
also arriving at that position which he does in a very brilliant fashion. 

If it is not reasonable to require a standardized deduction and we 
continue to itemize, then I think it is possible to make certain changes 
by way of limiting the present deductions through the application of 
floor provisions, ceiling provisions where they are not now applicable, 
and also through the use of tax credits in lieu of deductions, 

But if we are to retain the deductions which we now have, there is 
some desirability in pointing up and clarifying the nature of that 
which is deductible and there is also an opportunity to cut out some 
existing inequities. 
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Mr. Chairman, I will leave it to you at your pleasure as to whether 
I should read my summary statement in addition to that or not. | 
though those remarks would locate my paper. 


The Cuamman. Do you think your remarks have in a general way 
conveyed to us what would be conveyed through reading the paper! 

Mr. Tramett. I think so, Mr. Chairman. I have 29 rather specific 
proposals if the itemized deductions are to be retained. 

The Cuairman. I would suggest that at least your paper be included 
in the record of the hearing in full if you do not deem it advisable to 
read all of it. 


Mr. TrammMe tw. [shall be glad to follow your wishes. 
The Cuarrman. All right. Without objection, your entire state- 


ment will be included in the record since you have given us what you 
say is the highlights of it. 


(Mr. Trammell’s prepared summary follows :) 


SUMMARY STATEMENT OF RAY TRAMMELL, PROFESSOR OF LAW, UNIVERSITY 


OF 
ARKANSAS 


The largest single factor eroding the tax base involved the “grace-of-Congress” 
deductions for individuals. These expenditures are nonbusiness in character 
and unconnected with profit-seeking transactions. They include the permitted 
subtractions for charitable contributions, personal interest, personal taxes, 
medical expenses, casualty losses, child care expenses, and other miscellaneous 
items. While their benefit is not always equitably distributed, as presently built 
into the code, they are the privilege and prerogative of certain groups and their 
disturbance quite naturally has political implications. 

Upon the basis of the tax returns filed in 1957, more than $36 billion went 
untaxed because of personal income tax deductions. This included: Standard 
deduction, $12.3 billion; taxes, $6.4 billion; interest, $5.4 billion; contributions, 
$5.2 billion: medical, $3.4 billion; casualty losses, $0.4 billion; child care, $0.1 
billion; miscellaneous, $35 billion. Thus, one-third went to persons who did not 
itemize their deductions. Substantially more than that proportion of returns 
did not itemize. 

A general proposal would be to require all taxpayers to use the standard de 
duction and thus limit the amount of deductions on each return. (This is equiva- 
lent to increasing the allowance for personal exemption and abolishing the per- 
sonal deductions completely.) It would appear that no legal difficulties stand 
in the way as these are not constitutionally protected deductions. This pro- 
posal would probably add some $11 to $13 billion to the tax base and permit rate 
reduction. It would be impossible to do anything which would make for greater 
parity between taxpayers as to this area. It would reduce administrative ex- 
pense. The taxpayer would find compliance more convenient. 

If specified deductions are to continue, there are a number of amendments I 
would propose in order to achieve the announced goals of the committee. Some 
of these are technical amendments, some are new ideas. 


CONTRIBUTIONS 


A new deduction is proposed for those who contribute blood to a charitable 
organization. It is proposed that deduction for gifts of future interests in 
property be postponed until such time as the charity comes into use and enjoy- 
ment of the property. This would postpone, for example, a current deduction for 
the gift of a painting to a museum, where the donor reserves the use of the 
painting for himself for a period of time. 

I would clarify the benefit which a donor may retain for himself and yet re- 
ceive a deduction for a contribution. If he selects the ultimate beneficiary or 
receives benefits directly from the charity. This would reinforce progression 
by preventing deduction of gifts made through a charity but for one’s relatives 
and friends. 

For the charity to qualify it is required to be organized and operated exclu- 
sively for charitable, religious, educational, etc., purposes and no substantial 
part of its activities be propagandizing or attempting to influence legislation. 
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These two words are not correlated, are indefinite and have not been consistently 
onstrued. This should be clarified. 


CHILD CARE EXPENSES 


An unintended discrimination exists here. The deduction exists only for “a 
woman or a widower,” the latter defined to include a divorced or legally sepa- 
rated man as well. While the never-married woman with a child may deduct, 
the man must have been once-married to qualify. This militates against the 
father recognizing and taking into his custody and care his illegitimate child, a 
thing encouraged by domestic relations laws of the States. The deduction 


should extend to both women and men without more. 


MEDICAL EXPENSES 


The taxpayer should be permitted to deduct for prepayment of medical, dental, 
or drug bills. The Tax Court held otherwise in 1956. The 1 percent floor on 
expenses for drugs should be removed. Improvements to property and the pur- 
chase of extensive property items should be permitted as deductions. Cases 
conflict on the deductibility of elevators for heart victims, swimming pools for 
polio cases. 

Persons 65 years of age and over are allowed to deduct all medical expenses 
and not just those which are extraordinary (in excess of 3 percent of adjusted 
gross income). This discrimination should be abolished. Where one spouse is 
of this age, all medical expenses of the under-65 spouse are also deductible. 
This cannot be justified. 

INTEREST 


Interest on personal debts should be deductible only when paid. The court 
decisions conflict on whether partial payments are, taxwise, to be first applied 
to principal or to interest. This should be clarified. In Dorzback v. Collison, 
the Third Circuit Court of Appeals in 1952 held deductible 25 percent interest 
a taxpayer paid his wife. Provision should be added disallowing excessive in- 
terest, particularly if not at arm’s length, and interest which violates State 
usury statutes. Interest on tax delinquencies should not be deductible. 

Interest paid on debt for money to buy life insurance should be further re- 
stricted. So-called policy stripping plans having a high cash value during their 
early years permit gain to be created by reason of the tax brackets and the in- 
terest deduction and this gain is either not taxed or not fully taxed. This prob- 
lem was before the committee in 1957 and only partially solved. 


INTEREST AND TAXES FOR HOMEOWNERS 


The number of homeowners increases directly in relation to increase in in- 
come. The homeowner, through deductions for property taxes and mortgage 
interest, coupled with the fact that the asset invested in produces no gain which 
is taxed is doubly benefited as against the renter who gets no deductions and is 
taxed on investing his savings elsewhere. The persons most in need of subsidy 
go unbenefited. Either the deductions should be disallowed here as they are 
elsewhere in the code where the investment is in tax-exempt assets) or the 
more than $4 billion in fair rental value of these residences be taxed as imputed 
income. 

Tares 


Cigarette taxes are deductible by the smoker in some States but not in others. 
This should be made uniform. Improvement district charges, even if for in- 
terest or maintenance, should not be deductible except as a business expense. 

State and local sales taxes should be made nondeductible. The “reasonable 
estimate” as to these results in leakage of revenues. These are purely related 
to personal expenses, 


Casualty losses 


Nature of qualifying occurrence needs clarification. Regulations and cases 
Show no clear definition on this. “Theft” losses need a uniform definition un- 
related to varying State criminal laws. Minor losses should be disallowed by 
use of a floor provision so that only major disaster losses are allowable on 
personal, nonbusiness assets. 
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Alimony actions 

Legal expenses in connection with divorce are not deductible. But, legal ex- 
penses in connection with alimony or property settlements between husband 
and wife are deductible by the wife alone according to the Commissioner, and 
the Tax Court. The Court of Claims, and the 6th and 8th Courts of Appeals 
have allowed husbands this deduction in extreme cases. The expense is per- 
sonal and should be disallowed for both spouses. 

It is thought that these proposals—some 29 in all—will close present loop- 
holes, aid progression, clarify remaining deductions and permit rate deduction. 


The CuatrmMan. Is the chairman correct in his understanding that 
there is a copy of Professor White’s statement available and we should 
ask you, Mr. Kahn, to read the summary statement ? 

Mr. Kaun. Mr. Chairman, there are the conclusions of Mr. White 
as printed in the compendium. I shall be very glad to read those. 

The CHatrman. If you will do that, we will have the benefit of Mr. 
White’s thinking even though he is not present as a member of the 
panel. 

Mr. Kany. All right. I will read the conclusions of Professor 
White of Brooklyn College. 


CONCLUSIONS OF ProF. MELVIN I. WHITE, BROOKLYN COLLEGE 


Mr. WHITE. The views developed above on the proper treatment of the items 
of personal deductions can be summarized briefly item by item as follows: 

Interest Expense: Of itself, always deductible; also, better approach is to 
expand income imputations to owners of durables than to attempt to offset 
present lack of imputation by disallowing interest deduction. 


Taxes; real estate—-For homeowner impute gross rental from which taxes 
are properly deducted; if standard return on equity is technique of imputation 
deduction is implicit, not explicit. 


State and local sales and excises.—Deductibility should be disallowed. 
Income taxes.—Continue deductibility. 


Casualty loss.—Insurance premiums proper deduction from imputed income 


to property, benefits taxable; where imputation not feasible, limit loss deducti- 
bility. 

Medical expense.—If Government responsibility is viewed as assuring ade- 
quate medical care then 3 percent nondeductibility rule should be removed; if 
viewed as partial insurance against hardship, then nondeductibility rule is 


appropriate; in either case, tax credit should be substituted for income de- 
duction. 


Contributions—Tax credit superior to deduction from income. 
Child-care expense.—As offset to discrimination against working mother re- 
sulting from lack of imputation for housewife’s services, should be larger, not 


subject to hardship limitation, and is justified whether a dependent is involved 
or not. 


Standard deduction.—Repeal and replace with rule that expenses below some 
standard percent of income are nondeductible. 

The Cuarrman. Thank you, Mr. Kahn, for reading the summary 
of Professor White’s statement. I wanted it before the members of the 
committee in this hearing this morning. 

We appreciate again the very fine contributions you have made in 
your appearances this morning. 

If I may, I would like to ask just a few general questions of the 
panel before yielding to other members of the committee. 

I want the views of all of you on this if I may have them: 

Should we consider replacing tax deductions with tax credits wher- 
ever possible so as to restrict the benefit derived by the taxpayer to the 
first bracket rate? What are your thoughts with respect to that? 
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Under existing law that would be 20 percent. It would work gen- 
erally as a benefit of 20 percent to all taxpayers rather than of 91 
percent with respect to some. 
~ Will anyone volunteer to lead off ? 

Mr. Kann. It seems to me, as I have already pointed out in my 
statement, that the question of whether a deduction from income or a 
tax credit is desirable depends entirely on what Congress has in mind 
ind what Congress wants to achieve with the particular deduction. 

Now, if a particular deduction is considered in the nature of an ex- 
pense or a loss, such as, for instance, the casualty loss allowance, then I 
think it should be treated as a deduction from income because it is 
properly a refinement of income. 

It is simply something that is necessary to obtain relative tax- 
paying ability and in that case the fact that a high income taxpayer 
gets a relatively larger reduction of tax liability because of the pro- 
gressive rate structure is quite irrelevant. 

[f, on the other hand, Congress intends to give an incentive to tax- 
payers to expand the particular kind of expenditures such as, for in- 
stance, gifts to philanthropy, in that case, I think it is advisable to 
give each taxpayer the same amount of Government participation 
in the expenditure that we want to subsidize. 

The CuHatrman. You distinguish, then, between the type of deduc- 
tion as to whether or not it should be a credit or whether it should 
remain as a deduction against income, depending upon the purpose 
which the Congress has in mind in allowing the deduction or credit. 

Mr. Kann. That is right. 

The Cuarrman. Mr. Heller. 

Mr. Hetter. I essentially agree with the position that expenses of 
earning income ought to reduce the income itself while allowances in 
the nature of incentive provisions and subsidies ought to be in the 
form of a straight 20 percent credit. 

The CrarrmMan. Professor Brazer. 

Mr. Brazer. Mr. Mills, I am not sure whether your question refers 
to State-local income taxes only. 

The Craimman. I included in my question all the deductions pres- 
ently allowed. I wanted to see whether there was agreement among 
the panel in a general respect or whether or not just what Mr. Kahn 
and what Mr. Heller said would be the position of most of the 
panelists. 

Mr. Brazer. If the item permitted for deduction is properly re- 
garded as a charge against income, then it ought not to be a personal 
expense deduction, but ought to be placed among the deductions for 
adjusted gross income rather than deductions from adjusted gross 
Income. 

Thus, Mr. Kahn’s first category, or, perhaps, it was his second, in 
any event, those deductions that may be regarded as reducing income 
taxpaying capacity as charges against income that are designed to 
refine the income concept, it seems to me, ought, in any event, what- 
ever else the committee may do, be removed from the personal expense 
deduction and be made expenses for adjusted gross income or expense 
taken in arriving at adjusted gross income. 


48820—60——_14 
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That only leaves, therefore, then, presumably those deductions 
which are permitted as a means of encouraging or giving special con- 
cessions to certain kinds of expenses incurred by the taxpayer which 
are not related to his income or which do not involve refinement of the 
income concept. 

With respect to these it seems to me there is only one proper way to 
treat them and that is by the allowance of a tax credit so that the inter- 
est incurred by a man subject to a 90 percent rate will not, if the rate 
is 5 percent, cost him 0.5 percent, whereas it costs someone else 5 
percent. 

Mr. Hetiensranv. Mr. Chairman, it seems to me that the question 
you pose presents really two aspects: One is the basic problem of 
Government finance. That is, if it is the desire of Congress to subsi- 
dize or support whatever worthwhile cause it may be, would it not be 
better to appropriate directly rather than to handle it through an 
indirect method? That problem would solve several other problems, 

For example, it would solve the administrative problem of deter- 
mining whether the contributions, if that is one of the categories for 
which a credit would be allowed, are actually made. 

Congress could review that in connection with its budgetary 
process. 

In the second place, it would provide a real attack upon the Federal 
revenue and would have to be handled mdet carefully since obviously 
if it is going to cost the taxpayer nothing in the sense that every dollar 
up to a certain amount contr ibuted or tre ansfer red to some organization 
would reduce his Federal tax to that amount, the pressures on the part 
of the recipients will be such that precisely that amount will be trans- 
ferred from the Federal Treasury or avoid coming into the Federal 
Treasury from these other sources. 

It seems to me to be a basic public finance principle that that should 
pe done by a direct appropriation by Congress so that the Congress 
maintains control of the purse strings and the revenue rather than 
spread this through all the multitudinous taxpayers in the country. 

So that it would seem to me to be really the point that rather thana 
tax credit approach, that Congress might consider facing up to making 
a direct appropriation and thus avoid all the related problems. 

The Cuarmman. Mr. Balch. 

Mr. Baucn. Mr. Chairman, my approach to this problem is con- 
siderably different than the approach used by the other members of the 
panel. My approach is: How do you do this? How do you deal 
with people who are actually struggling, trying to prepare their Fed- 
eral income tax return ? 

It is all very well that you have some theoretical justification for 
handling it one way or the other, but this tax must be collected from 
individual citizens ed have to compute it, either with or without the 
help of professional tax advisers. 

If you use a tax credit it means that every b rgsewe= who spends money 
in the area where the credit is given must claim that credit, keep ree- 
ords of it, and remember to put it on the tax return, or else have some- 
one who will prod his memory so that it will get on the tax return. 

If he does not do that, it means he will be making a gift to all the 
other folks who are either wealthy enough or sophistic ated enough to 
get this type of advice. 
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Now, if you use the method of deduction, you can take care of the 
same problem by inserting percentage floors under the deductions so 
that varying levels of income can be used to ¢ hop off the volume of the 
deductions. 

But if you use the credit it means that you are loading up every 
citizen of the country with the burden of either claiming this credit 
or losing it. 

The Cuarrman. Mr. Balch, may I ask you one additional question 
before passing to other panelists ? 

You have had experience as a tax consultant ; have you not ? 

Mr. Batcu. That is correct, Mr. Chairman. 

The CuatrmMaNn. You speak from a wealth of experience in actually 
advising taxpayers how to comply with the provisions of existing law. 

Mr. Baucn. I try todo that, Mr. Chairman. 

The CrHamrman. I understand that you are a very successful at- 
torney in Rock Island. Do you find from the point of view of the 
administration of the Jaw and compliance with the law by taxpayers 
that we are today in one of the areas that causes considerable trouble 
from both points of view? Does this area that we are in today lead 
to considerable differences between the administrative authorities on 
the one hand and the taxpayers on the other 4 

Mr. Batcu. Mr. Chairman, when you say “this area,” I don’t know 
whether you arere sferring tothise redit- 

The CHatrrman. The area of personal deductions. 

Mr. Batcu. This is an area that is extremely sensitive and brings a 
lot of people into contact with the Revenue Service who otherwise 
would have nothing to do with the Revenue Service. 

These are personal deductions which have nothing whatsoever to do 
with business activity. Everyone has personal deductions. These are 
deductions that are incurred by just ordinary citizens. 

I will say that in my experience ordinary citizens simply do not 
keep the records and the necessary facts with which they or their 
tax advisers can put anything together in order to satisfy the require- 
nents of the Revenue Service. I think that isa point that many of the 
theoretical thinkers overlook. 

We are trying to administer a tax structure here that rests right 
on the people of the country. These people are not tax thinkers, they 
are not. people that conduct their private life as a business and keep 
accurate records of all their property from which they can claim de- 
ductions, impute income, and claim tax credits. 

Regardless of how you can justify the theory it still comes back 
to the point that when it gets down to the individual citizen the law 
must be in such condition that he will be able to comply with it if he 
Wants to. 

[ think most of our citizens want to, but it is rapidly getting to the 
point where no matter how hard they try they cannot do it. 

The Cuamman. I certainly agree with that statement. I have been 
under the impression in talking to a great number of taxpayers, my- 
self, that they find it is quite difficult to comply with this particular 
part of the law, at least in their dealings with agents of the Rev- 
enue Service. 

lam glad that you confirm my thought in this respect. 

Professor Gelfand, do you have any comment to make on my 
original question ? 
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Mr. GeLranp. From a theoretical point of view, I am inclined to 
agree with Mr. Kahn, Mr. Brazer, and Mr. Heller that we should 
include business deductions to arrive at adjusted gross income. 

This is the taxable entity so to speak, as defined by the Supreme 
Court. Personal deductions could, at least theoretically, more justi- 
fiably be treated as tax credits. 

I would like, if I may, to comment on Mr. Hellenbrand’s statement, 

There are certain expenditures incurred by individuals that re- 
duce their taxpaying capacity without reducing their income, expendi- 
tures such as medical, that are properly, I think, subject to tax credit 
or tax deduction and cannot readily be treated in the form of a 
subsidy. 

However, deductions for contributions to charitable organizations 
can be treated by direct subsidy. 

The Cuarrman. Mr. Sparks? 

Mr. Sparks. It seems to me that there is a very distinct advantage 
to the field of higher education in having the donor of funds to higher 
education share some portion of the burden of his gift rather than 
have the privilege of allocation of funds w ithout punishment to 
himself. 

My reasoning is that if some portion of the cost rests on the in- 
dividual, he will make his gifts to higher education with the con- 
viction this is important, and this involves his concern for what takes 
place in higher education as well as involving him in the financing of 
it. 

This, too, is the basic reason why I feel so strongly about diversified 
sources of support. 

Education in our country affects all of our economy and it ought 
not become the concern only of any restricted group. 

We have at the present time great diversification in types of in- 
stitutions and great diversific ation in sources of support. The appeal 
for continuing some practice similar to that which we have lies in 
the fact that getting this explained and_ getting voluntary participa- 
tion among our ¢ itizens is in itself an educational activ ity. We areat 
the present time receiving approximately eight times as much con- 
tributed money to higher education as we were receiving 10 years ago. 

This is wonderful for our country and I would be personally dis- 
tressed if anything happened that disturbed it. 

The Cuatrman. Mr. Klopsteg. 

Mr. Kuiorstec. I have nothing to add. 

The Cuarrman. Mr. Trammell. 

Mr. TramMELL. In relation to your original question I agree with 
the other members of the panel that equity is not the sole objective in 
this matter of using credits although the use of credits would make 
for greater equity. 

I would also add, Mr. Chairman, I do a limited amount of tax prac- 
tice, too. In relation to the comment of Mr. Balch, I certainly agree 
with his remarks that apparently there are many individual taxpayers 
who do not have the ability to make a wise choice between itemizing 
deductions or using the optional standard. 

The result is usually they will use the optional standard deduction, 
forgoing what might be a larger total deduction which they are 
allowed under the present law. 
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You do get a lot of administrative problems on the itemized deduc- 
tions. 

I had one taxpayer whose return came back with a proposed de- 
ficiency assessment for more tax because he had deducted $30 too 
much gasoline tax. He had no credit card for gasoline, he had no way 
of proving how much gasoline tax he had actually paid during the 
year other than to estimate it. 

A sales tax estimate as a deduction is another area that causes a 
great deal of controversy because it is based upon a reasonable esti- 
mate and the Government’s idea may well differ from the taxpayer’s 
as to What was reasonable for a man of his income. 

Mr. Hetzer. Mr. Chairman, may I add just a postscript to my 
answer ? 

In answering your question I accepted the bounds of the question 
itself, that is, if we are going to give some form of recognition to these 
various activities would we prefer to do it via tax credits or tax 
deductions? 

Most of them I would rather not recognize in the tax law at all. 
With all due deference to this committee, and to Mr. Sparks and Mr. 
Klopsteg, it seems to me they should be appearing before the Educa- 
tion and Appropriations Committees of the Congress and not trying 


tomake a second structure appropriations committee out of the Ways 
and Means Committee. 

In effect, when group after group after group comes for subsidy or 
support through the tax law, it is asking the taxing committees to 
make substantive decisions on how Government payments—or “nega- 


tive taxes,” which are the same as Government outp: xyments—should 
be distributed among various groups in our society. 

I think that puts an undue burden both on the committee and on 
the income tax system. 

Mr. Brazer. Mr. Chairman, may I be permitted for the record to 
endorse very heartily Professor Heller’s statement. 

I would like to make this one point: I would like to quote from 
page 452 of the compendium in which Mr. Klopsteg quotes with ap- 
proval President Coles, of Bowdoin College, who says: 


Government support cannot and should not be free of Government control. 


Now, I submit that when an individual chooses his favorite, private 
college, whatever the objectives of that college may be, and some 
have objectives that some of us would not consider properly educa- 
tional, I am extremely reluctant, as a taxpaying member of the public, 
to contribute 90 cents for every dime this individual puts forth. 

The CHarrman. Are there any further comments? 

Mr. Sparks. Perhaps, Mr. Chairman, you would just as soon keep 
out of the record rebuttals of the panelists among themselves. 

The Cuatrman. No, sir; that is exactly what I want to do, to permit 
you people to rebut and re-rebut. 

_ Mr. Sparks. It seems to me what is involved here is a conflict. of 
ideologies. On one extreme we would leave the Federal Government 
entirely out of the function of financing higher education. 

At the other extreme, you would use the Federal taxing machinery 
for collecting and disbursing the funds to finance higher education. 

Somewhere in between these two extremes, we all fall. I am more 
hearly on the border of the first. 
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Our educational institutions, have grown up through the participa- 
tion of many millions of people. This participation is at a new high 
and it is reflected in the new high level of financial support on a volun. 
tary basis. 

This I would be very reluctant to see disturbed through any modi. 
fication of the tax structure. To put it another way, ‘the bringing 
of funds, into Washington by the income tax method, or any other 
tax method, and the redisbursement of these funds to our educational 
institutions will tend to restrict and diminish the participation of our 
citizens in their concern of what is going on in education. 

The Cuarrman. Mr. Sparks, may -T ask this question: Do you think 
that it is essential in the field of education and particularly with re. 
spect to higher education, that a credit be provided within the in- 
come tax law which is ch: argeable against the total of the income of the 
individual in order to get that individual to make a contribution, or to 
make as much contribution as he might otherwise make, to higher 
education. 

Mr. Sparks. Mr. Chairman, I am quite convinced if we had never 
had any special concession given to contributions to higher education, 
it would be supported by voluntary contributions to ‘approximately 
the extent it now is. 

But if we eliminate these present encouragements for contributions 
we shall have to start all over to attract anything like the same amount 
of money we are now receiving. 

The Cuarrman. On that point, because I want to get your think- 
ing—I have great deal of respect for your thinking on this point; I 
know of your background and experience in this field—if the Congress 
should, say, eliminate this matter of personal deductions including 
contributions to higher education and at the same time provide a re- 
duction in rates that would generally reflect the same amount in reve- 
nues, would the action of coupling those two things together make it 
more difficult for you to obtain contr ibutions for higher education or 
not ? 

Mr. Srarks. This would make it very much more difficult, because 
the incidence of participation would fall on different people. 

That is to say, the person who is now giving generously to education 
at a portion of what it costs, would immediately reappraise what he 
gave to education if everything he gave came out of his own pocket. 

The question you ask bears directly on the point that I would like 
to make: It is because the present practice is established that I am 
hesitant to have it too much tinkered with. 

If we could go all the way back and come up slowly enough, I don’t 
think it would make much difference because I think America wants to 
support all education. 

The Cuarrman. Maybe I have had the wrong impression, but I 
thought: people made contributions for these worthwhile purposes not 
because of any tax consequence as a result of making them. I thought 
they made these contributions because of a feeling that they had that 
this is a worthwhile purpose; that it must be maintained in part by 
my contribution and the contribution of other people; and, that they 
make these contributions without regard to whether they make them 
out of their own pocket altogether, or whether they make them out of 
their own pocket and in part out of the pocket of the Federal Treasury. 
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I would not want to believe that people do these worthwhile things, 
Mr. Sparks—I am sure you do not believe—because of any pecuniary 
effect upon themselves. 

It would destroy the virtue of giving if that were the fact and I just 
cannot admit it to myself that it is a fact. 

Mr. Sparks. My impression is that we have about the same con- 

yictions on this matter. 

The point that I would like to make is that present participation 
has come to a balance because of the present impingement of costs. 

For instance, many, many people are now giving close to their 30 
percent allowance to higher education. This costs them in most in- 
stances what would be equivalent to about 15 percent or less, if they 
did not have the tax encouragement. 

Now, one does not give to education out of a single purpose. One 
does not give to education unless he is interested in education. 

This is the reason I would keep in any law some cost to the donor, 
not a complete credit, not a complete giveaway. The donor should 
share in the cost of what goes to education. 

But if you increase this sharing too rapidly there will be an im- 
mediate drop in the participation. 

The Cuarrman. Mr. Sparks, you are going to disillusion me in a 
minute. 

Mr. Sparks. I don’t want to disillusion you, sir, because I have as 
much confidence in the citizenry of this country as anybody could pos- 
sibly have. That is the reason I think, Mr. Chairman, that, given 
time enough, we need no tax credits at all, or no tax deduction at all 
to get support, but this takes a good deal of conversation, it takes a 
good deal of persuading to get done. 

The Cuarrman. None of us want to do anything—that is the reason 
Tam asking you these questions—that would in any way interfere with 
the opportunity of growth of our institutions of higher education, 
because we are all cognizant of the strain that is on higher education at 
the moment to take care of the increasing number of students, as you 
pointed out. 

[ just don’t want to admit that it is the bracket that the taxpayers 
are in that determines whether or not he shall make a contribution to 
higher education. 

Mr. Kxorsrec. Mr. Chairman, I would say that the amount which 
the philanthropically inclined donor gives, although the giving comes 
from his inner motive of wanting to provide assistance for higher edu- 
cation, the amount which he gives is determined by the amount he is 
able to giv e. 

The CHatrmMan. Does the tax law determine, then, for this indi- 
vidual, his ability to make a contribution or not make it / 

If I am being taxed at 20 percent, on a percentage basis, certainly 
[ would have more left after taxes to pay out of my own pocket in the 
way of contribution than if I were taxed at 91 percent. 

Mr. Kiorsrec. If you didn’t have a great deal in your pocket to start 
with, then the amount that is left is very small even at the low rate. 

The Cuamman. Yes; the incentive would be greater if I am in the 
91-percent bracket because I am only m: aking it to the extent of about 
9 percent out of my own pocket. 

Mr. Kuorsrec. That is true. 
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The CuarrmMan. Now, as a matter of fact, do we get most of our 


contributions from people in upper brackets ? 

Mr. Sparks. Not the most of them. We get the great majority of 
contributions from the middle-bracket incomes. 

The CuatrmMan. That is what I thought. I thought they were the 
principal contributors in dollars. 

Mr. Sparks. Of course, there are more of them. The aggregate 
income is greater. 

It seems to me that one making contributions is always making 
choices between uses of the funds that are at his disposal. If the tax 
is high, the choice he is making is does he give to his favorite college 
or does he give it to the Federal Government. The college has a slight 
edge here in some instances. If the choice is between keeping this 
money for some personal use or giving it to his college, I am afraid the 
college would be too often at a disadvantage. 

The Cuarman. Let me ask you this ‘additional question then: ] 
have given voice to the hope that it might be possible for us sometime 
in the future to so reform our tax laws as to bring the top bracket from 
91 percent down to not higher than 65 percent. Now, would our ac- 
tion in doing that result in less contributions being made for charitabk 
purposes, in your opinion ¢ 

Mr. Sparks. I think it would some. I think this would not be 
serious. 

Mr. Klopsteg and I have discussed this very point in thinking about 
the application of his proposal. If you brought your total deductior 
level down, and then made the cost to all donors the cost to the high- 
est income recipient, we think the aggregate gift to education would 
be greatly stimulated. 

Mr. Kuiorstec. Mr. Chairman, may I refer to a remark that Mr. 
Brazer made in my approval of the statement of Dr. Coles of Bowdon 
College. This approval comes from my experience in a Government 
agency a greater share of the time during the past 8 years, and noting 
how, even in the most well intentioned operations, there must be Gov- 
ernment control over Government funds. It is a statement of what is 
happening in most cases. 

The Cuarrman. Mr. Sparks, may I ask you one additional question: 
What percentage, if you know, of ‘individual contributions on behalf 
of higher education comes from income tax returns on which the 30 
percent limitation is placed and which through the provisions of see- 
tion 170(b) (1) (C) ? 

Mr. Sparks. There is no verifiable information on this point that I 
know of. My guess is that approximately 5 percent of the total con- 
tribution is coming from the high income group of taxpayers. 

The Cuarrman. You mean the latter group? 

Mr. Sparks. I am not sure which group you refer to. 

The Cuarman. That is the unlimited personal contribution group. 

Mr. Sparks. Yes, sir. 

The CuArrman. Only 5 percent? 

Mr. Sparks. Yes; of total giving to higher education. This may 
be a fallacious estimate, but it is my best guess. 

The Cuarrman. In that instance, where it is used that is total 
giving, is it not? 
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Mr. Sparks. Yes; that is the basis of my estimate. My opinion is 
that about 50 percent of the total contributions of high income tax 
ayers goes to education. 

The Cuamman. You think about 10 percent of the total of contri- 
butions comes from this source. 

Mr. Sparks. Isn’t it true that approximately $100 million in gifts 
for all purposes come from this group of our taxpayers ? 

The CHarMan. We are trying to find out at the moment. 

Mr. Sparks. Isn’t that right, Mr. Klopsteg? 

Mr. Kxorsree. This is the figure I had in mind. 

The Cuamrman. Is that in a recent year or when ? 

Mr. Sparks. 1956, I think. 

The CuHarrmMan. You don’t have evidence that that figure has risen 
since then ? 

Mr. Sparks. No; our own agency has not run a research on this. 
We don’t have facilities for doing it, but this information came 
from one of our associates here in Washington, I think from the 
Bureau of Labor Statistics. 

Now, how much of this $100 million goes to education is speculation. 
There are no figures that are authentic. 

It is my personal judgment that education ranks very high among 
the high income donors. 

The CuarrMan. We are talking about high income donors in this 
section, are we not ? 

Mr. Sparks. Yes. 

The Cuarrman. Mr. Gelfand. 

Mr. Getranp. Mr. Mills, I think one of the problems we are not 
concerned with enough is the matter of the allocation of contributions. 
Perhaps from the social point of view we may do better with fewer 
contributions than more. 

I have in mind a particular university that shall be nameless who 
received a contribution, a large amount of money, for the purpose of 
building a particular type of building which duplicated a facility 
which was being utilized at approximately 40 percent of capacity. 
The new building was put on the campus, with funds allocated for the 
maintenance of the building. Since the contribution had been made 
another tombstone was added to the campus without contributing to 
the real needs of the university. In fact, the maintenance cests of the 
new building added to the burden of the school. 

Mr. Sparks. Mr. Chairman, I can testify this is not a chronic ail- 
ment in our institutions of higher learning. 

Mr. Ge.tranp. But this is a possibility where charitable contribu- 
tions are dispensed by individuals who obtain a tax deduction for 
the contribution. 

The Cuatrman. Yesterday, we discussed the area of exclusions of 
income and looked at cert: iin elements of income as compiled by the 
Department of Commerce in reaching conclusions as to total personal 
income derived by individuals in the course of a year. 

All of you gentlemen are familiar, I am sure, with the fact that in 
1957, I think it was, the Department of Commerce reported total 
personal income of individuals to be $350.6 billion. 

For the purposes of taxation, $149.3 billion became the taxable 
base. So we were looking at those amounts of money involved in 
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Government transfer payments and so forth that are used by the 
Department of Commerce in reaching the figure of $350.6 billion for 
that year. 

One or two elements in the total appeared to us to be such as not 
to represent practical possibilities from the point of view of adminis. 
tration of the tax law, of being included in the tax base. One of those 
was imputed interest. 

That is some $9 billion as I recall. 

The other was imputed income to the owner of a home. That is 
either $7 billion or $9 billion. 

The two figures together are approximately $16 billion of this $350.6 
billion. Whether in tax theory those items represent properly de- 
finable sources of income as the economist would define them, we did 
not dispute. 

We were thinking in terms of the practical application of a tax law 
and the administration of the tax law that would include such applica- 
tion. 

Now, we are talking today about deductions and here one of the 
deductions is a rather sizable amount in total in the year 1957, namely, 
the amount of interest that is deducted from the income of the tax- 
payer representing interest paid, in part at least, in obtaining owner- 
ship of a home through the payment of the loan on the home. 

Now, as a practical matter if this imputed income represented in 
homeownership should not on the one hand be included in the base 
because of the administrative difficulties alone, if not for other rea- 
sons, then should the taxpayer be permitted to deduct interest. from 
other income that goes to ownership of a home to pay off the mort- 
gage. 

I think most of the members of the panels have concluded that that 
type of deduction should not continue to be allowed in connection 
with any reform of the tax law. 

Is that true of all of you? 

Now, all of you who have discussed the matter seem to have reached 
the conclusion that it is not a proper deduction against the taxpayer's 
income to permit deductions for State and local taxes other than 
possible State income tax. 

Now, are you in agreement on that point? There is some argu- 
ment among you about whether or not the income tax should be 
deducted, but I am excluding that. 

Is there any dispute about that among the panel? Are you all in 
agreement with respect to medical expenses, that there should continue 
to be a deduction within some limitations for medical expenses? 

Mr. HeLLenprRAND. I think it should not be permitted by deduction. 
I suggest that rather than use the deduction route it is entirely pos- 
sible, if it is a socially desirable objective, that Congress can set up 
a direct program of dealing with it and if it wishes to subsidize 
that aspect it can proceed that way rather than do it indirectly through 
the tax route. 

Mr. Hetier. Mr. Chairman, let me associate my position on this 
one with Mr. Hellenbrand. I agree with his basic position. 

The Crarrman. But if we should continue medical expense as 4 
deductible item, is it the thought of the panel that the present pro- 
vision of law allows an excessive amount compared to what Congress 
should allow? 
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Mr. Brazer. Mr. Chairman, I would argue that the fact that the 
individual over 65 is permitted to deduct all medical expenses is a 
feature which should be removed. 

The CHatrMan. Is 3 percent the proper base, or should it be 5 
percent ¢ 

Mr. Brazer. This is a matter of judgment. My own judgment is 
that it ought to be somewhat higher than 3 percent and that this 
minimum should apply to all taxpayers irrespective of age. 

Age may be regarded in some respects by some as disability. To 
others it 1s not. 

The CuHarrMAN. The argument is made that those over 65 may need 
more medical attention than those under 65. 

Mr. Brazer. In that case this could be taken care of readily by 
removing the upper limit rather than the lower limit. 

I would further suggest, in line with our comments of a few 
minutes ago, that to the extent that we recognize medical expenses 
as a factor influenci ing taxpaying capacity we ought to do so, as was 
suggested earlier I think by most of us, by means of tax credit rather 
than deduction. 

Mr. Trammetit, Mr. Chairman, I have two points very briefly. The 
roblem is one of defining what is an “extraordinary” medical expense 
c ‘ause I believe that was the original concept of Congress. 

I would certainly agree that the special provision given persons 
over 65 should be eliminated and in the process we will eliminate 
something which may not have been intended. 

The spouse of a taxpayer who is over 65, even though the spouse 
is under 65, gets to deduct all of his or her medical expenses, showing 
that there is no true relation to the 65 age in the provision at all. 

Second, I would certainly encourage the removal of the discrimi- 
nation that exists against expenditures for drugs. I think some of 
the other panel members had that point in their papers also. 

The CHarrman. Now, with respect to casualty losses, most of you 
are of the opinion that some deduction should be allowed for casualty 
losses against the taxpayer’s income. 

Mr. Balch, you suggested that there be a specific limitation, did you ! 

Mr. Barcn. No; it would be my suggestion, Mr. Chairman, that 
only the companies over a st: ated percentage of gross income be 
allowed as deductions. 

The CuHatrmMan. The excess over a stated base? You would ap- 
proach it on that basis ? 

Mr. Batcn. Yes, Mr. Chairman. 

Mr. Brazer. I would add only to Mr. Balch’s suggestion that if we 
are to allow a credit for casualty losses over and above a floor level, 
we ought to treat the insured taxpayer in a manner parallel to that in 
Which we treat the noninsured taxpayer, so that we should count 
premiums on casualty insurance as well as losses and then, of course, 
not permit the reimbursed losses as a deduction. 

In other words, I am suggesting that we use a treatment parallel 
to that afforded to medical expenses where we allow insurance 
premiums to be deducted, we do not allow the deduction of reimbursed 
expenses 

Mr. Trammene. Mr. Chairman, at this place we also might point up 
what is a casualty. I find that a very difficult area. The commission- 
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er has recently ruled, I believe, that sonic boom causes a loss which 
is now deductible. From a theory of causation that certainly is not 
from a ni a event. : 

[ find a great deal of thought in this area. I think we might 
consider mi bier it definite and clear in the statute itself as to what 
is the deductible event. 

The Cuatrman. I was thinking also of the casualty loss that may 
result from termites under the decision of the Bureau with respect 
to that. If they eat your house up slowly, is it a casualty loss for 
purposes of taxation ¢ 

Mr. Tramme.t. I believe there is a conflict of opinion. 

The Cuatrman. But if they eat your house up fast it is a casualty. 

Mr. Hetiensranp. Mr. ( Yhairman, I wonder if I could not come 
back again to the point which at least I have arrived at. If you once 
arrive at the conclusion that you should have a floor I wonder if it 
is not a very easy step to arrive at the next conclusion and say don't 
allow anything at all for casualty losses and let it all take effect by 
the route of the rates. 

Then we are right back to what I think is the only basic doctrine 
we can stand on, equal income will have to pay equal tax liabilities; 
and we don’t get into the question of whether the man damages his 
own automobile in an accident through his own negligence, gets a 
tax deduction. 

I don’t like to see one deduction, one exc =r 

This is a fear I think people have in this are 

I wonder if this problem 1s important enoagh to really require an 
exception or whether we cannot do it all via the rate route and really 
have a workable system. 

Mr. Kann. Mr. Chairman, this begs the question of what consti- 
tutes equal income. We have in our income concept usually recog- 
nized losses as well as gains. So that if a man’s house burns down 
that is obviously a loss; he is not as we ‘ll off as he was before his house 
burned down. 

The CuHatrmMan. You look not only at what he made in the course 
of the year, but his condition in the overall, do you not? 

Mr. Kann. That is right. We do not only look at what apprecia- 
tion has taken place in his property, but also at what depreciation or 
what casualty losses have occurred in his property status. 

So if you look at it that way, then I think the casualty losses de- 
ductions are perfectly proper and should be deductions from income. 

It is true that a floor here would be an appropriate thing so as to 
rule out the minor damages of broken windows and so forth. 

But if you have a floor as you have in the medical deduction, then 
I would say that for both the medical deduction and the casualty 
loss allowance we should not allow deduction of insurance premiums, 
but the deduction of the actual expenses. 

I say this because otherwise the deduction discriminates against 
those who insure themselves as compared to those who do not insure 
themselves because once you have a percentage floor you may not 
allow deductions to those whose expenses occur at an even flow. 

That is particularly true in the medical expense deduction. 

The CHarrmMan. Mr. Mason. 

Mr. Mason. I have been fidgeting in my chair, Mr. Chairman, to 
get at this. 
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Mr. Hellenbrand and Mr. Trammell agree that we should do away 
with all these exemptions, personal income exemptions, and put up a 
standard one. 

But neither one indicated whether that standard exemption should 
be a liberalized exemption over what we have or whether what we 
have would be it, or what. 

Did you mean that we should liberalized our present standard deduc- 
tion? That is the first question, yes or no? 

Mr. Hetrensranp. Yes, I thought it would be liberalized in the 
yrocess. 

Mr. Mason. That is fine. That is what I thought. 

Now, then, Mr. Balch says that all voluntary expenses, like interest 
and ¢ ontributions, and so forth, should not receive tax privileges. 

But all involuntary, like medicine and losses, should receive. Now, 
that is the practical angle on this tax thing. But both Mr. Balch from 
a prac tical angle, and these professors from a theoretical angle, agree 
that you two are not in your right place here, Mr. Klopsteg and Mr. 
Sparks, that you two are m: iking special pleas 

I want to disabuse the chairman’s attitude on that because he was 
an idealist if ever there was one when he said of course we give because 
of our great interest and sympathy for the cause. 

Now, he has a pretty good opinion of me. I have taught Sunday 
School classes for over 50 years. I am a pretty decent chap with a 
pretty big heart, but when I give a thousand dollars to the building of 
achurch, I have in the back of my mind the fact that Uncle Sam is 
going to give about $400 of that and I am only giving $600. 

Mr. Sparks. Good for you. 

Mr. Mason. So we have got to look at this from a practical angle. 

Now, that is a voluntary contribution of mine. Mr. Balch and these 
theorists say, no, sir. 

You say I should get a tax credit on that. So there is a difference 
right there. 

I am wondering if we can resolve these differences. I think that 
perhaps these different opinions on this and these arguments between 
yourselves have been very enlightening to me. 

About the only thing I find that you all agree on, every single one 
of you, is the fact th: at if we broaden the tax base we must lower 
the rates. You are all agreed on that, I am sure. That is what I 
have gotten out of this discussion, Mr. Chairman. 

I hope you will still have a kindly feeling for me when I say when 
I make a contribution I say, Uncle Sam is going to give that much. 

The Cuamman. Mr. Mason, admissions “of that sort are not going 
toaffect our friendship at all. 

Mr. Mason. I am a practical minded man if ever there was one. 

The Cuatrman. Mr. Harrison. 

Mr. Harrison. Professor Trammell and you, Mr. Hellenbrand, 
what would be your recommendation as to what the standard deduc- 
tion should be ? 

Mr. Hetienpranp. I have thought a great deal about that ques- 
tion, anticipating that it might be asked and even before that, what 
I thought was the right answer 
Quite frankly, I find my self troubled by two aspects of the ques- 
tion. Perhaps I should not be concerned about the political side of 
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the problem, using the word political in its broad sense, but if we 
are going to take away substantial deductions from people, without 
regard to whether that is now a benefit that they receive, I have the 
feeling that the impact of that is going to be so great that unless it is 
moderated in some way that the accomplishment of this objective 
may be defeated by a view which is too strict. 

It is for that reason I tend toward the view of a rather liberal 
allowance. 

Now, to me that is not really very important. 

Mr. Harrison. What would be your idea ? 

Mr. Hetiensranp. I have not thought in terms specifically. We 
now have a rule of 10 percent, no more than $1,000. We might leave 
it at 10 percent and say not more than $1,500 or $2,000. 

I suggest that is not very important because I suggest to you that 
adopting a standard deduction type of program is in reality doing 
nothing more than adjusting the rate structure and you could accom- 
plish the same thing by simply adjusting the rate structure so that 
you consider that in terms of the rate structure itself only. 

I don’t see any particular problem. I don’t think it is as important 
a problem except based upon the historical background that every 
American taxpayer has thought he is entitled to his deductions, that 
he almost has a vested right in his deductions. 

This may be a reasonably satisfactory way to go from one point to 
the other. I do not think that the particular place that you pick for 
a standard deduction is really as important as it might seem before 
careful analysis. 

You can reduce the rates a certain amount, but if you increase a 
standard deduction you have accomplished a decrease in the taxpayer's 
take just the same. 

What you have done is you may have shifted the burden among 
taxpayers some. You may have taken away an advantage which 
some taxpayers have and equalized them with someone else. 

Mr. Harrison. Professor Trammell, what was your idea about the 
standard deduction ? 

Mr. TramMett. I think the answer will definitely depend on the rate 
structure that is adopted. I assume that when the present standard 
deduction was adopted it was based on some, shall we say, rough 
experience data that the Treasury Department had. 

Mr. Harrison. Amongst people in that smaller tax bracket that 
would be true. 

Mr. TramMe tt, I am sorry 

Mr. Harrison. Only true as to people in the smaller tax bracket? 

ae TraMMELL. Yes, because of the flat $1,000 deduction; that is 
right. 

I would certainly agree—I have said this in my paper—that there 
is no legal problem in abolishing all of the deductions we are talking 
about here today. These are grace-of-Congress deductions. They 
have nothing to do with the production of income, carrying on of 
business, or transactions for profit. 'They are personal in nature. 

So constitutionally I don’t think there is any question but what they 
could be abolished. I do think the shock would be great to the tax- 
payers if you abolish them completely but you could do that and revise 
your rate structure and have ‘no personal deductions whatever. 
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But in order to make it a little more palatable for psychological 
reasons, 1 would say extend a standard deduction but require its use. 

Mr. Harrison. It might be a shock to the taxpayers if we should 
come out with a substantial reduction in rates. 

Mr. TRAMMELL. Yes, sir. 

Mr. Harrison. Now if you retain the $1,000 limit or any such figure 
as that, it would certainly have a very serious adverse effect on char- 
itable donations from the wealthier taxpayers, would it not ? 

Mr. Tramme tt. I think I would agree on that. I hate to get my- 
self into this problem of the men on my left. 

Mr. Harrison. There would be no way around that. 

Mr. TRaMMELL. I agree. 

Mr. Harrison. You might be able to follow Mr. Hellenbrand’s sug- 
gestion about appropriations for college use and appropriations for 
medical expenses, but you certainly could not do that for religious 
donations, could you? 

Mr. TramMeE LL. No. 

Mr. Harrison. Now, you would eliminate, would you, if you had 
the standard deductions, all deductions for catastrophes, catastrophic 
illness, casualties—— 

Mr. Tramme ty. I would for the reason I said before, I am very 
cognizant of the observations that the chairman made of the difficul- 
ties involved, but could I come back for one moment, Mr. Congress- 
man, to what you said before: 

If we are talking about the effect on the rates and so on, one of 
the comments that the chairman made and some of the panel members 
made, concerned the great difficulties involved in administering—on 
the side of the taxpayer—the present laws. 

I suggest that there are also great difficulties on the Government’s 
side. One of the points I made and one of the great advantages of 
this proposal is that we would gain still greater equity in our laws by 
enforcement of other provisions of the law more fully by being able 
to take the people in enforcement away from dealing with these prob- 
lems to deal with other problems. 

So we would get greater revenue and greater equity in the laws in 
that respect. 

Mr. Harrison. Would you recommend and would you suggest that 
we allow insurance premiums on insurance policies for protection 
against casualties and against medical expenses, as a deduction ? 

Mr. Hettensranp. Mr. Congressman, I am not bothered by the 
economic questions raised by my colleagues. I recognized it and I 
think that was disadvantage No. 3 in my list of disadvantages for the 
reason that we do not seem to be bothered by the economic theory on 
imputed income, for example. 

Back in 1861 and 1862 and 1863, as my research indicates, this very 
problem was recognized. At that time, dealing now with the imput- 
ing income theory, while imputed income was not taxed the law per- 
mitted a deduction of rent paid and the Commissioner of Internal 
Revenue repeatedly came back to Congress and urged the taxation of 
imputed income. 

So that I am not particularly bothered by the fact that one particu- 
lar economically theoretical justification for reduction is not fol- 
lowed when I recognize that an economically theoretical justification 
on the income side is also not recognized. 
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I say at some — we must cut the knot and proceed forward to 
establish an income tax law which can be administered and have the 
confidence of the American people. 

I say this is going to mean that there are some border areas which 
are going to be ¢ ‘affected adv ersely, but I see no alternative to that, but 
even a still more complex tax law which all of us are greatly conc erned 
about now. 

Mr. Harrison. In connection with some of the remarks that Mr. 
Mason addressed to you, Mr. Klopsteg and Mr. Sparks, have you seen 
the table that Professor Kahn has in the compendium on page 393! 
It indicates that the Government is not only contributing substan. 
tially to charitable contributions that have actually been made, but 
may also be contributing substantially to contributions that never 
were made and have been claimed. 

I am wondering if we repealed the deductions for contributions 
possibly the colleges would get some money that the Government is 
now contributing, but the colleges are not getting. 

Mr. Sparks. I think that might be true. 

Mr. Harrison. Thank you, sir. 

The Cuamrman. Mr. Baker. 

Mr. Baker. For quite some time we have been hearing a lot about 
loopholes. Which of you gentlemen would define a loophole for me! 

Mr. Hetitensranp. A loophole would, I think, be a deduction which 
is made available, a deduction or a credit or an exclusion which is 
made available under the law which I don’t use. If I use it, it is not 
a loophole. 

Mr. Baker. You said which you do not use. 

Mr. Mason. Which he cannot use. 

Mr. Hetteneranp. In connection with this discussion I found the 
statement in the Congressional Record back in 1861 which I thought 
was very interesting. ‘T have it in my paper. 

A great question arose as to w hat word should be used in the statute 
in defining i income. Should it be income or net income. 

One of the gentlemen said, and I will quote it : 

If I put in the words “net income” he would try to have all the repairs, and 
so on, deducted and would make them amount to as much as the income. 

I wonder how much farther we have come in 99 years. 

Mr. Baxer. Is that not exactly what we should focus our attention 
on, what is income? What is there upon which the Federal Govern- 
ment can fairly and equitably levy its tax? 

AsI see, that is the problem. 

Now, you said that is $40 billion i in this field—that unquestionably 
is the largest field of ¢ away from the tax base. 

Now, it looks like it is ‘the job of this committee, today, to say 
which part of that $40 billion—I suppose are are 80 or 90 million 
individuals involved in this discussion today art of it should 
be removed. That is really a gigantic task. 

You suggest a very, very few. I do think the deductions allowed 
citizens over 65 amounts to very little moneywise. Whether it is justi 
fied or not is another story. 

Casualties, and sickness, cuts back the income. I am not. talking 
about profligate spending, but what is there on which to levy the 
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tax if we don’t relate it to the net income figure, that is net income 
without loopholes. 

That brings me to the next question, which I think is awfully 
important : 

Mr. Mason wound up his interrogation with a question to all nine 
of you and nobody disagreed, that if we are to justify broadening 
or restoring the tax base we must in a commensurate manner reduce 
the tax rates. 

Yet with all due respect to Professor Heller—and I do respect 
him; he was here earlier—he makes this statement on page 4: 

In short, if the Federal Government barring a worsening of international 
tensions develops a leeway for tax reduction either through economic growth 
or through base restoring income tax reform, it should give full consideration 
tothe States as a claimant on the available funds. 

I have taken that out of context, I realize. Surely you do not 
= if we took out this whole $40 billion that the States should have 

the $40 billion. 

Would you explain that a little more because it is a little contrary 
tothe theory on which we are basing these hearings. 

Mr. Heuer. I am glad to have the opportunity to do so, Mr. Baker. 

I think the point is at least implicitly made later in my paper that 
a5-percent tax credit to the States might be about the revenue equiva- 
lent of what you would gain by disallowing deductions of State and 
local taxes, in other words, about $2 billion. A credit aver aging 10 
percent would involve perhaps $4 billion a year. 

Now, if you restored $40 billion to the tax base you would, of course, 
have far more revenue available for tax reduction than just $2, $3, « 
$4 billion. 

I would certainly plow the remainder back into reduction of tax 
rates. 

I was simply suggesting that the States and localities be given some 
recognition as a claim: int against these removals from tax reduc ‘tions, 
but not as a sole claimant by any means. 

Mr. Baxer. How far would you go, leaving the present structure as 
it is, in distributing to the States the right to tax, a sufficient amount 
of income to restore the imbalance to which you referred in your 
statements. 

Would you go all the way, part way, or where? 

Mr. Heiser. I suggested that a credit averaging somewhere be- 
tween 5 and 10 percent of Federal income tax liabilities as they stand 
today, about $40 billion a year, would give the needed kind of lift to 
State tax systems at the most critical point; namely, income taxation, 
which is most sensitive to interstate competition and which is the best 
growth tax the States have. A credit in that order of magnitude, 
between $2 and $4 billion, would recognize this disparity between St¢ ite 
and Federal capacities to tax relative to their respective responsi- 
bilities for service. 

Mr. Baker. Now, on giving credit for State income tax, but not for 
property tax, ¢ going back to Mr. Hellenbrand’s definition of the twi- 
light zone between income in the Constitution and net income in the 
congressional discussions, what justification is there for not giving 
credit for a man when he pays property taxes individually in a St: ite 
ifyou are going to give him credit for income tax? 
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What is he going to have to pay on if he does not get credit for 
his property tax ? 

Mr. HeLttensranp. Are you addressing that question to me ? 

Mr. Baker. Yes. 

Mr. Hevienpsranp. In the first place, I suggest that in the 1861 act, 
I believe it was not until 1870 that income tax laws did not give ay 
individual a deduction for property taxes to start with. 

I suggest that a tenant who rents an apartment or a house pays 
a factor of taxes in his rent. It is perfectly obvious that is one of 
his elements of cost which is part of his rental. He does not get a 
deduction, so it is perfectly possible for a man to get along, as some 
do, and a great portion of our population does get along, without de- 
ducting property taxes. 

I would suggest that if that approach is one to be considered you 
might readily start at the beginning. 

If a man has to earn a living he has to travel to work. So perhaps 
we ought to consider whether he should get a reduction for traveling 
to work. 

Then we might say, he has to eat, so we should give him a dedue- 
tion for eating. 

I don’t think roperty taxes are any more significant than that whole 
compendium of wate of survival or living than any other one. 

Perhaps among the least important of them, certainly the most im- 
portant and yet we don’t give it to them. 

Most of us have to wear clean shirts every day as part of the price 
of going to work, yet that is not a deductible item. 

Mr. Baxer. We are considering today a $40 billion field. As I 
said, there are 80 or 90 million people involved. Maybe that vacant 
chair is where some of them should sit along with this panel. Every 
one of those people, when he goes to fill out his return, thinks that 
his particular deduction is fair. 

We all agree on that. Well, maybe not all. Certainly a person 
over 65 years of age thinks his deduction is fair. I do not believe, if 
we add it up, the eliminations that you recommend here would amount 
to a tax cut of any consequence. 

Does anybody have any figures on that? That will be my last 
question. 

Mr. Kann. You mean, Mr. Baker, the tax equivalent 

Mr. Baxer. Of the elimination of the deductions that you recom- 
mend. It may be more substantial than I think. 

Mr. Kaun. It would be about $8.2 billion if you eliminated all of 
the deductions. 

Mr. Baxer. I am not playing on words now, but can either of 
you gentlemen designate either one of these ‘individual income tax 
deductions of $40 billion as a loophole in the generally accepted use 
of the word loophole, rather than the one so well defined by Mr. 
Hellenbrand ? 

Mr. HeLiensranv. I would suggest to you that every person, and 
this is the result of my analysis, and I might add on a subject in 
which I had no experience prior to this study, my analysis and study 
of this problem convinced me that a deduction is a loophole whether 


it be property taxes or any other of the more popularly know 
loopholes. 
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Isay a deduction is a good one if I use it. It is not a good one if I 
cannot use it and if I cannot use it I think I have one which is as 
justifiable as the one allowed and I think that one ought to be allowed. 

This is the result of my study. 

Mr. Brazer. May I comment, Mr. Baker ? 

I would not be quite so pragmatic as Mr. Hellenbrand in approach- 
ing the question of loopholes. I do begin my definition of loopholes 
with a definition of income and that definition of income would be 
somewhat as follows: 

That income is essentially equal to the value of rights exercised 
in consumption expenditure plus the change in one’s capital position 
over the course of the year. 

Now, you have a loophole under this definition if you allow a 
deduction or an exclusion that is not justified under the terms of 
this definition. 

Thus, I regard the property tax, for example, as part of one’s con- 
sumption expenditure undertaken for the purpose of occupying a 
home. 

Therefore, a loophole. 

Similarly, I regard the deduction for charitable contributions in the 
light of the belief that it is better to give than to receive, and, there- 
fore, if a man disposes of his income in this way he does it because 
he prefers to do it in this way than any other way and he is in 
effect enjoying a consumption expenditure and it is included, there- 
fore, in my definition of income. 

Mr. Baxer. Those are two clear instances. If you have others I 
think it would be most helpful. 

Mr. Brazer. I would similarly treat at least the largest part of 
interest deductions, interest deductions insofar as they do not involve 
cost of obtaining income. 

Such interest deductions I would also regard as a loophole. 

If I purchase an automobile and buy it on credit, then I would, de- 
spite Mr. White’s argument and some others, by and large regard 
the payment of interest as part of the cost of enjoying consumption 
expenditures. 

Mr. Baxer. If you pay cash for an automobile you get no deduc- 
tion. If you buy it on credit, $3,000 or $4,000, you get $300 or $400 in 
interest and you consider that a loophole because it is absolutely unfair 
between those two taxpayers ? 

Mr. Brazer. I wedi prefer to make the distinction not so much be- 
tween the person who pays cash for it and the person who buys it on 
credit, but, rather, as between the person who buys a car whether it is 
on credit or for cash and a person who does not buy a car, a person 
who uses taxicabs and other public service transportation. 

Mr. Baxer. I can see that and that is a good illustration. 

_ Mr. Brazer. With respect to other deductions I should think that 
inmy estimation, at any rate, ordinary medical expenses can readily 
be defined as being well in excess of 3 percent of adjusted gross 
income. 

I am not sure what the proper figure is. Personally I prefer 5 per- 
cent to 3 percent. 

To this extent, therefore, the difference between 3 and 5 percent 
that is allowed is a loophole. 
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There you have essentially the main categories of deductions which 
account for the great bulk of the total. 


Certainly it seems to me that the standard deduction not only defeats} 


the purpose of allowing the existing deduction, but if adopted in the 
manner in which Mr. Hellenbrand suggests, is a poor way to raise 
the personal exemption because what it would mean is giving, say, a 


flat $1,000 deduction to the bachelor in the same manner as you gives 


it to the man with a wife and 12 children. 


I would far prefer, if you feel you can spare the revenue, that youj 


abandon the standard deduction and that you raise the persona 
exemption. 

Mr. Baxer. I am glad to hear you say that. 

That is all, Mr. Chairman. 

The Cuarrman. Mr. Ikard. 

Mr. Ixarp. Mr. Chairman, most of the questions I had in mind hava 
been asked except one: . 

With regard to this ere proposition, the termite case that yo 
mentioned and others. I understand, I think, what the suggestion 
are with respect to the losses, but would you suggest, also, “that the 
exclusion with respect to awards as a result of personal injuries be 
done away with, too? 

Mr. Brazer. To whom are you addressing the question ? 

Mr. Ixarp. Anyone who wants to answer it. 

Mr. Brazer. I would simply say that the topic, I would feel, is 
properly covered under exclusions rather than deductions, but I fee 
at least as strongly about exclusions as I do about deductions, if not 
more strongly. 

I would argue that in the definition of income that I suggested i 
response to Mr. Baker’s question, that such compensation should prop 
erly be included in income. I would go much further than that as 
well, of course, and include such compensation as unemployment in 
surance benefits, veterans disability benefits, and a great variety o 
others. 

Mr. Ikarv. Those are some of the things I had in mind. I recogniz 
that they come in other sectors, yet they are related to this questio 
which has been raised here this morning. 

Mr. Kaun. I wonder if Mr. Brazer means that if losses are to be in 
cluded, the benefit should be included as an offset to the deduction 0 
the full loss. 

I assume that is what he means. So you have a canceling out he 

Mr. Brazer. I was not going to allow the full loss in the first place 

Mr. Ixarp. Thank you. 

Mr. Getranp. I w ould like to make a few comments at this point 
We are discussing an income tax. I think that a lot of economists! 
defining income for tax purposes envisage a tax that is based on th 
total-revenue of the individual. 

Now, the reason they do this is because they think of the incom 
tax as the best ex xample of taxation according to ability to pay, what 
ever that means. 

But the fact is that the taxable entity is income and in defining | 
come as Mr. Brazer did, which is very similar to the definitions 0 
income of Henry C. Simons and William Viskrey, I think income 
defined a little bit too broadly. At least, it is a little bit too broad t 
be acceptable to the Supreme Court. 
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Defining income as broadly as Simons, Viskrey and Brazer do, 
Beans that we would have to include gifts, we would have to include 
quests, we would have to include anything that enhanced the eco- 
jomic power of an individual in the tax ‘base. 

At the same time, of course, we have to eliminate the losses of this 
dividual. 

These receipts may be the measure of a person’s ability to pay taxes, 
wt they are not the measure of a person’s income. 

I think the concept of income must include compensation for the 
erformance of an economic function, performing a service for wages 
r salary, holding property, exchanging property. Compensation, 
shether in the form of money or otherwise, for performing these 
conomic functions may be properly ~ ated as income. 

We economists delude ourselves by defining income for tax pur- 
Byses too broadly. We do not define income that broadly for na- 
J ional income purposes. 

I think if we narrow our definition of income to encompass at least 
gme of the concepts of the Supreme Court, and that of the national 
Micome analysts, perhaps we could be a little more help in formulating 
Bucome tax law. 

Mr. Ixarp. That leads me to this observation : 

This idea of a very broad definition of income which has been, at 
east to this point, suggested almost every day in these he: arings, 1s a 
ry interesting one ¢ and I think it has certain ideas of a basic equity 
thich are very ‘appealing. 

On the other hand, it would seem to me, and I would agree with 
that you have just said, that in the breadth of your definition you 
wmetimes are apt to change our whole concept of what income is if 
re are to apply the tax on ‘the breadth that it has been suggested. 

This would shake a lot of people all the way up and down the line. 
Mr. Ge.tranp. The attempt to define income this broadly is, I 
vould think, an attempt to throw the entire burden of tax structure 
mthe income tax. 

Total ability to pay may be measured in terms of the breadth of 
efinition. However, the income tax may be considered as one of 
portions of the total tax structure. 

We do have a gift tax, we do have death taxes. Perhaps we should 
onsider the tax structure in its entirety. 

Mr, Ikarp. That is all. 

The CuarrmMan. Mr. Betts. 

Mr. Berrs. Mr. Brazer, do I understand you would advocate elimi- 
ution of standard deductions and all personal deductions and in its 
place provide for a higher personal exemption ? 

Mr. Brazer. I would not necessarily eliminate all personal dedue- 
tons. Those that I think should remain should be converted to tax 
redits allowed on expenditure beyond some given floor. This, I 
think, is particularly apt with respect to medical expenses, 

I have some sympathy, but for reasons I won’t go into now, not a 
reat. deal, with Professor Heller’s notion that we ought to provide 
ior a tax credit for income taxes paid. 

Mr. Betts. Is that on a percentage basis ? 

Mr. Brazer. On a percentage basis, 

Mr. Berrs. How much of a percentage? 
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Mr. Brazer. I would prefer to have a formula developed under 
which you might permit as much as perhaps 10 percent in the lower 
income brackets, moving down to perhaps 2 percent in the upper in- 
come brackets. In other words, a sort of sliding scale that Professor 
Heller suggested. 

But I see no real merit for allowing the standard deduction as such 
since in effect it operates as an increase in the personal exemptions, 
but it operates in such fashion that it cannot take account of the nun- 
ber of dependents for whom the taxpayer is responsible. 

Mr. Berrs. How much would the personal exemption have to be 
raised to offset the elimination of deductions ? 

Mr. Brazer. A one-hundred-dollar increase in the exemptions, if I 
remember my figures correctly, would cost about $3 billion in revenue, 

I would not be prepared to go any further than that I don’t think, 
because to go further would mean missing what I think is an excel- 
lent opportunity that may be presented to this committee and to the 
Congress in 1960 for what I should hope would be rather drastic revi- 
sion in the tax rates. 

Mr. Berrts. Thank you. 

Mr. Hetirer. Mr. Chairman, I just wanted to add that in general 
I oppose this high standard deduction idea or, for that matter, 
converting it into a substantially increased exemption. Once the 
rather modest proposed provision has been made for support of State 
revenue systems, I think it is very important to plow as much of the tax 
reduction as possible into reducing the high marginal rates through- 
out the scale. We gain more in terms of incentive by reducing those 
high marginal rates with the average tax in terms of true income still 
remaining more or less the same. The average tax is a spur to in- 
creased activity, but these high marginal rates tend to reduce additional 
effort and risk taking. 

Consequently, I think we would have a net loss in terms of incentives 
if we were to convert a lot of our present specific deductions into a 
liberalized standard deduction. I would rather see it converted into 
lower tax rates for that reason. 

Mr. Berrs. To that extent you would disagree with Mr. Brazer. 

Mr. Hetter. Our disagreement is not very great. I think Mr. 
Brazer would probably agree with me, at least halfway. 

Mr. Brazer. My suggestion that you might increase exemptions by 
as much as $100 predicated upon the notion that this is the alternative 
toa higher standard deduction which I would oppose. 

But if you present me with a clean sheet of paper, I would say 
don’t increase the exemption, and eliminate the standard deduction as 
well, and reduce rates. To that extent I am in perfect agreement with 
Professor Heller. 

Mr. Heiter. Mr. Chairman, just so that the record might show out 
of your 2 days of hearings at least one person who feels it is feasible 
to tax imputed rent from homes, I would like to dissent from this 
earlier assumption that all of us would say this is not practically 
possible. 

After all, Great Britain is doing it. They are taxing the imputed 
rent from owner-occupied homes. ‘ 

I should like to think that our legislative and administrative skill 
and cleverness is equal to that of British. I would favor a system 
of taxing imputed rent from owner-occupied homes. 
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Mr. Berrs. You are for eliminating the tax deduction anyway ? 

Mr. Hetter. I would eliminate mortgage interest and property 
tax Pi ayment if we did not tax imputed i income. 

jut if we did put imputed rent into the base then the mortgage 
interest and the taxes would be a legitimate deduction against. the 
impute od rent. 

So if you feel it is impractical to tax the imputed rent, I am strongly 
for eliminating the mortgage interest and property tax deductions, 
much as I enjoy them on April 15 of each year. 

Mr. Berts. What do you think about the administrative difficulty 
in determining what the imputed rent is? There are different laws 
in different States affecting appraisal values of the property. Who is 
going to determine what the imputed rent is ? 

Mr. Heuer. I think, incidentally, that there would be a very sub- 
stantial feedback to improve local property tax assessments if you got 
the Internal Revenue Service into this business. It might turn out 
to be a strong force for improvement of local property taxation. 

That is not the reason I would do it, but I think this would be a 
benefit that would be very considerable. The British have adopted : 
standard of rental values which seem to serve very well for this 
purpose, though it is now getting considerably out of date. 

The Cuarrman. Mr. Metcalf? 

Mr. Meroatr. Mr. Sparks, you started your statement off with an 
assumption that friendliness of the Federal Government toward edu- 
cation was socially desirable. 

Now, I want to talk about not Mr. Mason’s $600 that he contributes, 
but I want to ask you about Uncle Sam’s $400. 

Now, who should decide where that $400 of Uncle Sam’s should go, 
Mr. Mason—the Congress, or some administrative agency, or whom 
should decide that? 

Mr. Sparks. I would rather leave it to Mr. Mason. He sounds all 
right to me. 

Mr. Mercatr. He is a very generous person, I know, but he may not 
agree with that. 

So would you leave it tome? 

Mr. Sparks. No. I beg your pardon. I would not leave the dis- 
position of Mr. Mason’s money to you, but I would leave the dis- 
position of your money to you. 

Mr. Mercarr. I am talking about ‘Uncle Sam’s money, the money 
that Mr. Mason defined as Uncle Sam’s money, that money that we are 
either raising by taxation of all the people or that he is getting back 
because of this deduction. 

Now, should we decide it should not go to education at all, but 
maybe should go into defense, or maybe we should decide to build a 
building, as was suggested, on one university campus rather than 
(evote it to establishing a chair for economics on another university 
campus, who makes that decision as to the Government’s money ¢ 

Mr. Sparks. Let us go back to the very basic assumption. The 
Government has no money. The money is in the hands of the individ- 
ual citizen. The Government has no right to take my money that the 
Government does not need to perform ‘the functions that are in the 
interest of all the citizens. 

Mr. Mercatr. But we started from an assumption that the Govern- 
ment should be friendly toward education, and that it was a socially 
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desirable thing for the Government to contribute to education. I was 
taking your assumption that we should spend some of the Federal 
Government’s money. 

Mr. Sparks. The Federal Government has no money. 

Mr. Mercair. I was using the same example that Mr. Mason used, 
The Federal Government has the money when they take it away from 
you, Mr. Mason, or from me. 

Mr. Sparks. No. Let us stick to Mr. Mason’s example. He has 
$1,000. Now the friendliness of the Government says that it is to 
the interest of all of the people that education prosper. We would 
like to encourage the individual citizens to believe this same way, 
to allocate certain portions of their income for this good public service, 

Then you le ave it to the decision of the people of the United States 
where it ought to be, not concentrating that decision in the hands of 
a few. 

Mr. et Fr. We do not leave it there. We concentrate in the 
hands of a few whether or not some Ivy League colleges, for instance, 
should get support instead of southwestern colleges. They determine 
whether or not Dartmouth should get support ‘for a certain type of 
education instead of the University of California. 

I would differ from you. I say that if there is going to be some 
Federal support for these socially desirable things, medical programs, 
education, taking your assumption, Uncle Sam’s money should be 
allocated and spent by the Congress, not by Mr. Mason, not by me, or 
not by any member of the family. 

Mr. Sparks. You would use the mac hinery of the Government to 
levy taxes upon the people of the United States to be directed by the 
Government to the service of the people of the United States. 

[ would shortcut that and let the citizens of this country take care, 
to the extent that they will, of the services they want by direct con- 
nection and leave the machinery of the flow down here and back, out 
of it. 

Mr. Mercarr. Then there is no justification in my mind at all for 
any deduction for that $400 that Mr. Mason is talking about. It either 
is a contribution of the Federal Government by exercise of its taxing 
power toward that university to which Mr. Mason has contributed or 
it is nothing. 

We have a basis of philosophy that is different. My philosophy 
says that when Uncle Sam exercises his taxing authority, then the 
Federal Government that is imposing the tax should determine where 
the money is going to be distributed. 

Mr. Sparks. If I accept your point of view, I go back to the very 
question that Mr. Mills raised very early. Mr. Mills raised this 
question when we were discussing this very same question, that if all 
the deductions were eliminated and you left this money in the posses- 
sion of the individual citizen, would education suffer? That is essen- 
tially your question, is it not, Mr. Mills? 

The Carman. Yes. 

Mr. Sparks. My response to this, I think, is now the same as in this 
instance. If you were starting absolutely clean and you had not al- 
ready practices and habits established in our economy, I think educa- 
tion would be as well off as it is today without any deductions But 
when you eliminate this practice, then you bring the incidence and 
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desire to participate on a new set of people that have to go through 
all this reasoning and that is a slow process and education would be 
hurt in the process. 

You see, | would go to your reasoning entirely if we did not already 
have these customs established, but I would not eliminate them alto- 
gether because it would be chaos. You would have more disequi- 
librium than we now have. 

The only trouble we have now is that we are going through one of 
these dynamic adjustment periods; that is all. 

Mr. Mercatr. Could I have some more comment ? 

Mr. Getranp. I believe Mr. Sparks is right when he says that the 
colleges would receive less funds from the private individuals but J 
think he fails to get the point that as a result of the elimination of the 
deduction, this committee would be able to increase their tax collec- 
tions and be able to allocate some of the funds. 

Mr. Srarks. Of course they would, but I do not want them to per- 
form that function. We do it more wisely when we leave it in the 
hands of Mr. Mason. 

Mr. Mercatr. Not this committee, but the Appropriations Com- 
mittees of Congress that have charge of it. Either the Education 
Committee or this committee would take charge of socially desirable 
things as Mr. Forand’s bill, but the Appropriations Committees of 
Congress would make the decision as to where we are going to spend 
this te ixpayer s money, not this committee. 

The Cuamman. Mr. Alger. 

Mr. Ager. Considering the time, gentlemen, I want to pose a 
question which I think is implicit in everything I have listened to for 
t days. 

What degree of progressiveness of Federal income tax and property 
redis tribution, based on ability to pay, is justifiable in our society, 
and why? I realize that isa tough question and maybe we will never 
know the answer, but we keep skirting the edges. 

So far as I am concerned, that is the one that has to be answered. 
Thank you, Mr. Chairman. 

The CuarrmMan. Any further questions? 

Does anyone desire to comment on Mr. Alger’s question before we 
adjourn ¢ 

Mr. Heuer. I will just comment, Mr. Alger, that later in your 
hearings there is at least one panel directly related to your question. 
We have really been addressing ourselves in the first 4 days much 
more to the question of what we theorists, Mr. Mason, all horizontal 
equity. 

Mr. Mason. I was once called a theorist, so I do not consider that 
abad name. 

Mr. Hetier. I know of your long distinguished career in our aca- 
demic field so I do not interpret your allusion to theorists as an 
unfriendly one. “Horizontal equity” is essentially a question of equal 
treatment of equals. That is why we have not been addressing our- 
selves to the “vertical equity” question of the proper relationship 
among unequals. 

[ admit that this isa very tough question, and it is one that as econo- 
mists we do not have an answer to, because it is a matter of the value 
of preferences of society. My own answer to this, for example, would 





208 INCOME TAX REVISION 


be only 1 out of 175 million answers in the United States, and my 
answer would not be a bit better than anyone else’s. 

Mr. Batcu. My answer to that question, Mr. Chairman, would be 
this: There is only one purpose for which the Federal Government 
should levy an income tax, and that purpose is to raise money for the 
Federal Government so that it can discharge its Federal functions, 

In the interest of being able to raise enough money and in order to 
administer law, we have had to depart from those strict concepts, we 
do have to make adjustments, varying the level of tax on varying 
levels of income because it just is not practical or feasible to collect 
a large amount of money from people who are in lower income 
brackets. 

Mr. Arcer. They are now paying 86 percent of the income tax in 
the lowest bracket. 

Mr. Batcu. I recognize that fact, Mr. Congressman. One reason 
that percentage results is from the application of many of these 
deductions that we are discussing today. But I feel that where we get 
off on the wrong foot is using the Federal income tax to achieve a 
great multitude of purposes other than raising money for the Federal 
Government. 

That is the thing that I think creates and spawns a whole host of 
problems in this field. If we put our eye on the goal that we are 
going to use taxation to raise money, then I think we will be able to 
see the answer to a lot of these other problems; but as soon as you 
obscure that goal with a lot of other purposes, many of which are 
desirable and I would not quarrel with them as theories, but when 
we get those mixed up in the very practical business of extracting 
money from people, then we fall into this whole range of complexi- 
ties and difficult problems. 

Mr. Brazer. Mr. Chairman, my stomach is ote as loudly as 
any other, but I cannot let this statement by Mr. Balch go unchal- 
lenged. 

It seems to me that as long as our Federal tax structure consists 
of more than the income tax, we must recognize that a substantial 
»ortion of this tax structure is highly regressive. I refer to the $10 
billion that is raised by means of the various selective excise taxes. 

Even if there were no other reason for progressivity in the income 
tax, this in itself—that is, as a means of offsetting the regressivity in 
the rest of the tax structure and I would add also the regressivity, the 
very sharp regressivity, in the State and local taxes—this in itself 
would give us very good reason for having progressivity of a fairly 
steep sort in our personal income tax. 

I would make just one more point: that is, that I think as eco- 
nomists or as individuals interested in matters of social policy, or as 
a committee of the House of Representatives of the U.S. Congress, we 
must necessarily be interested in social policy in a broad sence. 

One more aspect of social policy is the question of income dis- 
tribution in a society which is fraught with monopolistic elements, 
which has in it many features which result in income distribution 
being the result of something far more or far less than individual abili- 
ties, and other such factors we might all agree are commendable as 
means for redistributing income. 
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I would, therefore, argue that it might well be regarded as a proper 
function of the Congress, as representatives of the people, to use the 
income tax as a means of redistributing income in whatever fashion 
the American people think proper. 

The Cuarrman. Thank you. 

Any further questions of the panel ? 

Does any member of the panel have anything further to say? If 
not, gentlemen, let me again thank you for your cooperation with the 
committee and the contribution you have made to our study. Thank 
you very much. 

Without objection, the committee stands adjourned until 10 a.m. 
tomorrow. 

(Whereupon, at 1 p.m. the committee recessed, to reconvene at 10 
a.m., Friday, November 20, 1959.) 








SPECIFIC ELEMENTS IN THE COMPUTATION OF TAX- 
ABLE INCOME—TAXATION OF FAMILY INCOME 


FRIDAY, NOVEMBER 20, 1959 


Housr or REPRESENTATIVES, 
CoMMITTEE ON Ways AND Means, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man of the committee) presiding. 

The CuarrmMan. The committee will please be in order. 

Our specific topic this morning is the taxation of family income. 

Our panelists present are Mr. Pechman, Mr. Brenner, Mr. Seltzer, 
Mr. Kassalow, and Mr. Atlas. 

Professor Strayer is still confined at home and could not be with 
us this morning. Professor Harris was detained by circumstances 
beyond his control. We regret that they could not be here. 

We appreciate very muc h, however, you gentlemen being here. We 
appreciate the contribution that all of you have made to the com- 


pendium and to our own thinking in this area. 

We will start this morning with Mr. Pechman, of the Committee 
for Economic Development. 

Mr. Pechman, we appreciate having you back and you are recog- 
nized, sir. 


STATEMENT OF JOSEPH A. PECHMAN, COMMITTEE FOR ECONOMIC 
DEVELOPMENT 


Mr. Pecuman. Thank you, Mr. Chairman. 

[ shall confine these remarks to two questions about income splitting: 

First, can a change be made in the present relationship between the 
tax liabilities of married couples and single persons without restoring 
the old inequalities between residents of community and noncommunity 
property States ? 

Second, is the present relationship satisfactory ¢ 

Parenthetically, in addition to the usual disclaimer that my views 
do not necessarily represent those of the agency that employs me, I 
a say that they do not represent the views of. my wife. 

There is no reason why the Congress could not set the tax relation- 
chip between married couples : and single persons at any ratio it desired, 
and still retain equality in the tax liabilities of married couples regard- 
less of the State of residence. 

The method would be to enact two separate rate schedules, one for 
single persons and the. other for married couples. All married cou- 
ples would use the same rate schedule, but those who file joint returns 
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would be permitted to split their incomes, while those who file separate 
returns would not. 

There is little doubt that the use of more than one rate schedule is 
constitutional, since we already have two in the code, one for heads of 
households, and the other for all other taxpayers. 

The rates in the two schedules could be set to achieve any net reve- 
nue effect and any redistribution of tax burdens between single persons 
and married couples. It would be possible, for example, to keep the 
present schedule for single persons, and to enact a new schedule for 
married couples with the same rates, but with brackets half as wide. 
This would completely eliminate the rate advantages of income split- 
ting for married couples and would increase revenues by more than 
$4 billion at current income levels. 

Alternatively, the present schedule might be retained for married 
persons, and a new schedule enacted for single persons with brackets 
twice as wide. This would extend the rate advantages of income 
splitting to single persons at a cost of about $550 million. 

Or, it would be possible to eliminate 25 percent, 50 percent, 75 per- 
cent, or any other percentage of the rate advantages of married cou- 
ples and to extend the remaining advantages to single persons. 

A number of rate schedules illustrating these possibilities are given 
in table 5 of my paper. 

I want to emphasize, in summarizing on this first point, that the 
equality achieved under the Revenue Act of 1948 between married 
couples residing in different States was a noteworthy achievement. 
Nonetheless, it seems to me that, now that we have established this 
equality, we ought to go further and ask ourselves whether the tax 
relationship between single and married people is correct. 

2. With respect to this tax relationship, I believe that the present 
system of taxing single people is sneaiielcdaa, Some single people 
have been granted the tax advantages of married couples, while others 
have been given half these advantages through the head of household 
provision. Asa result, a widow for less than 2 years is taxed as if she 
were married. Her neighbor who has been widowed for more than 
2 years and has children in the household pays an average of the tax 
paid by single persons and married couples, and another neighbor who 
is single and supports her younger brothers and sisters in her house- 
hold is taxed like a single person. 

In effect, what we try to do is to use marital status as a criterion for 
varying tax rates. 

On the basis of the experience that Congress has had with this prob- 
lem, it seems clear to me that we are not going to get anywhere by 
varying rates. If we want to make distinctions among taxpayers, the 
best way to do it, without getting into the difficulties I have already 
mentioned, is to vary the exemptions. 

Some single people, it is felt, should be taxed more heavily than 
married couples because they do not bear the costs and responsibilities 
of raising children. But it should be clear that taxing husband and 
wife as if they were two single people does not differentiate adequately 
among taxpayers in this respect, since the tax advantage of a married 
couple under present law is the same whether or not they have children. 

I conclude that the rates applying to single persons and to married 
couples should be equalized and that personal exemptions should be re- 
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vised if they are not regarded as adequate to differentiate among tax- 
payers W ith different family responsibilities. 

As I have already indicated, the rates can be equalized up to the 
rates now applying to single persons down to the rates now applying 
tomarried couples, or at any intermediate level. 

It isa matter of judgment as to where you want to set the rates. 

But unless the rates are equalized, ‘Congress will continue to be 
plagued with requests to increase the rate advantages of heads of 
households and to make many more taxpayers eligible for these bene- 
fits. 

The Ways and Means Committee tried to find a convenient stopping 
point in 1954, when it last considered this Prone the but failed. I sug- 
gest that any stopping point short of equalizing the tax rates of single 
persons and married ae is bound to be arbitrary and unfair. 

The Cuatrrman. Thank you, Mr. Pechman. 

Our next panelist is Mr. Eugene J. Brenner, attorney, San Fran- 
cisco, Calif. 

Mr. Brenner, we are pleased to have you with us this morning, and 
you are recognized. 


STATEMENT OF EUGENE J. BRENNER, ATTORNEY, 
SAN FRANCISCO, CALIF. 


Mr. Brenner. Thank you, Mr. Chairman and members of the com- 
mittee, 
I came here today expecting to have to uphold the practice of in- 


come splitting as it is found in the Internal Revenue Code since 1948. 

However, I find by reading the articles in the compendium that there 
isnoreal attack on income splitti ing as such. 

Mr. Pechman’s sophisticated article would not eliminate income 
splitting as such. 

What it would do is compress the rates for married taxpayers so 
that they would not enjoy quite the advantage vis-a-vis single tax- 
payers as they now do. 

So I won’t go any further with my prepared statement defending 
income splitting because it does not really seem to be under attack. 

It seems to me that we are here today, and you are investigating the 
tax structure, because of the unconscionable progressive rate system 
that we have, with rates running up to 91 percent for taxpayers earn- 
ing over $200,000 of taxable 1 income. And it is probably more strik- 
ing when one hits a 72-percent rate at about $44,000, and 87-percent 
rate at somewhere along about $90,000. 

Congress, and even the people that enforce the tax law, do not really 
believe it should be that high, and, consequently, they have sanctioned 
all sorts of loopholes and escapes. 

I have the vantage point of a tax practitioner who advises people 
on these loopholes, so I know a little about them. 

Of course, the primary one is capital gains; everybody wants to 
convert income into capital gains. 

My last client, before I came here today, was an inventor who wanted 
to convert the return from his invention to capital gains. 

It would seem to me that if we can do something about lowering the 
rate structure with Federal rates running up to 91 percent—and I 
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might throw in here that in California our State income tax rates just 
went from a maximum of 6 to 7 percent on individuals—that we might 
begin to adopt. a whole change of attitude whereby Congress and the 
enforcing people, as such, would not sanction these so-called loopholes, 

The capital-gains provisions could be tightened up so that people 
could not as easily convert.their income into capital gains. 

If I might abandon my particular area, I have noted that a with- 
holding tax on dividends and interest would produce anywhere be- 
tween $114 billion and $3 billion more revenue, which would allow us 
to reduce our rate structure quite a bit just by this single feature alone, 

Then if the rate structure were reduced, we would be in a position 
so that we could tighten up some of these other so-called loopholes, 
including the capital-gains provisions. 

The Cuatrman. Thank you, Mr. Brenner. 

Our next panelist is Mr. Lawrence H. Seltzer, Wayne University, 
in Detroit. 

Mr. Seltzer, we appreciate having you with us this morning, and 
you are recognized, sir. 


STATEMENT OF LAWRENCE H. SELTZER, PROFESSOR OF 
ECONOMICS, WAYNE UNIVERSITY, DETROIT, MICH. 


Mr. Sevrzer. Mr. Chairman, I thank you. My remarks will deal 
with the personal exemptions. 

The drastic reduction in the money amount and real value of the 
personal exemptions since 1929 is responsible for a very large part of 
the present revenue yield of the individual income tax. 

The 1929 exemptions, with present tax rates and present incomes, 
would yield about 40 percent less revenue. This is the fact that poses 
a very serious obstacle to raising the personal exemptions. 

But a different light is shed on this matter if we break down the 
actual operation of the present personal exemptions. 

Instead of vaguely saying that the purpose of the personal exemp- 
tions is to free some minimum amount of income from tax, I find it 
useful to distinguish three quite separable functions of the personal 
exemptions. 

The first one is to exclude from tax those with the smallest incomes. 
In 1957 about 27 percent of the population, including dependents, was 
not represented on taxable returns. Most of these were excluded by 
the personal exemptions and the standard deduction, though this 27 
percent figure doubtless also includes some properly taxable persons 
who failed to file returns. 

Now, the exclusion from tax of the very lowest income groups is 
the least costly effect, revenuewise, of the present personal exemptions. 

We could raise the exclusion figure to $1,000 for single persons and 
to $2,000. for married couples with surprisingly small sacrifice of 
revenues. 

In 1957 taxable single person returns with adjusted gross incomes 
under $1,000, including those of husbands and wives filing separate 
returns, numbered about 1.3 million and they contributed only $39 
million in taxes. 

Taxable joint returns with adjusted gross incomes under $2,000, 
including those of heads of households and surviving spouses, num- 
bered only 481,000 and contributed only $35 million in taxes. 
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In other words, if we adopted a minimum adjusted gross income 
fgure for tax liability of $1,000 for single persons and $2,000 for 
married couples filing joint returns, and did net alter the ordinary 
personal exemptions, we would lose very little revenue and yet greatly 
mprove the fulfillment of the most important single objective of the 
personal exemptions—the exclusion from tax of those with incomes 
well below those of most others. 

A second function of the personal exemptions, as they actually oper- 
ate in our system, is to provide an allowance at every income level 
for those who have dependents or who are aged or blind. The reason 
for not confining these exemptions to taxpayers with small incomes 
is that at every income level, the man with a greater number of de- 
pendents has less taxpaying ability than other men with equal incomes 
who have fewer dependents; and, in the opinion of Congress, those 
who are aged or blind similarly have smaller taxpaying ability than 
those with equal incomes who are not. In 1957, 3714 percent of the 
total personal exemptions were for dependents, and 214 percent for 
the aged and blind. 

Now, a third function of the personal exemptions, as they actually 
operate, is to serve as an integral part of the graduated rate structure. 
They operate in this way by putting a zero rate of tax on the first 
segment of income. 

In terms of revenue this is the most expensive part of the personal 
exemptions. You could reduce the nominal tax rates very substan- 
tially if you eliminated the personal exemptions for single persons, 
sbands, and wives who actually pay tax, though retaining them for 
dependents, the aged, and the blind. 

For ex: umple, a married couple with two children and adjusted gross 
income of $5,000 now has a taxable income, after the standard deduc- 
tion, of $2,100, which is subject to the 20 percent bracket rate. They 
pay $420 in tax. 

If there were no exemption for the taxpayer and his spouse, but 

the present $600 exemption for each dependent were continued, this 
taxpayer’s actual tax liability would remain unchanged if you re- 
duced the first bracket rate from 20 percent to 12.7 percent. In other 
—s the personal exemptions for taxpayers and their spouses con- 

titute a disguised rate concession. 

The reason why it is so costly to raise personal exemptions across 
he board is precisely that it is the equivalent of a reduction in tax 
rates for all taxpayers, not merely an additional allowance for those 
it the lower end of the income scale. About 60 percent of the per- 
sonal exemptions—I simply take them by number since they are all 
worth $600 apiece—60 percent of the tot: ul number of person: al exemp- 
tions is for taxpayers and their spouses. That is, 60 percent in both 
iumber and dollar value represents a reduction from the nominal tax 
rates, and if you are greatly concerned about reducing the nominal 
tax rates, this is one way to do so without nec essarily changing the 
actual tax liabilities of any individual taxpayer: 

Simply reduce the bracket rates and eliminate the personal exemp- 
tions for taxpayers and their spouses, though continuing them for 
(le pendents, the aged, and the blind. 

This would have some drawbacks; some significant ones. 

valuable technical advantage of allowing the personal exemp- 
tions for all taxpayers as well as for those whose incomes are too low 
48820—60——16 
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to tax, is that this treatment, automatically provides a brisk progres. 
sion of effective tax rates within the first bracket of taxable income 
and some additional progression all the way up. 

If you did not use this means of introducing progression into the 
first bracket, and wanted to have such progression, you would have 
to break up the first bracket into a rabes of separate brackets with 
separate tax rates. This is feasible, though more cumbersome. 

Finally, I might add that an excellent means of liberalizing the 
allowances for those at the lower end of the income scale without 
sacrificing large amounts of revenue is by establishing a minimum 
standard deduction, say $300. 

If you had a minimum stand: ard deduction of $300, both for single 
persons and married couples, in addition to the present per capita per- 
sonal exemptions, you would automatically exclude from income tax 
liability single persons with adjusted gross incomes of $900 and less, 
and married couples with adjusted gross income of $1,500 and less. 

That, I think, concludes my statement. 

The Cuatrman. Thank you, Mr. Seltzer. 

Our next panelist is Mr. Everett M. Kassalow, of the AFL-CIO. 

Mr. Kassalow, we appreciate having you with us, and you are ree- 
ognized, sir. 


STATEMENT OF EVERETT M. KASSALOW, AFL-CIO, 
WASHINGTON, D.C. 


Mr. Kassatow. Thank you, Mr. Chairman. 

I am afraid that the current hearings before the House Ways and 
Means Committee are in danger of being sidetracked. Both in the 
compendium which has been published, and in the first few days of 
testimony I was personally distressed to find major emphasis being 
placed on the necessity to revise the rates of taxation on individual in- 
come in the upper bracket groups. 

No matter how one approaches the tax structure as he comes to 
study its evolution in the past 5, 10, even 20 years, I don’t think he can 
but conclude that there has been an evolution in the relative advantage 
of upper income groups. 

In part I recognize that this was a problem of a change in our 
position in the world and the obligations of Government, but the facts 
I think are undeniable. 

For this reason I am startled by the almost continuous obsession of 
tax experts with the so-called confiscatory rates which are levied 
against the upper income groups. 

Stories of confiscatory taxes imposed upon the wealthy make good 
horror fiction, but the actual fact is that through gaping escape 
hatches the wealthy are able to avoid much of taxpay ments that are 
theoretically due. 

The theoretical tax brackets of 80 or 90 percent are just that; 
theoretical, not actual. 

One need merely look around today at the enormous number of new 
high-priced automobiles, new expensive private homes, the ever-in- 
creasing flow of tourists to Europe, to appreciate how absurd the 
charge ‘that high tax rates are bearing down unduly and unfairly on 
upper income brackets. 
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Again the notion that tax rate changes are needed to stimulate an 
increased flow of investment c apital is patently nonsensical. 

I am referring to relief for the upper income brackets on grounds 
that this will provide needed new funds for investment. 

Manufacturing corporations, for example, are drawing over 90 
percent of their funds for new investment from purely internal 
sources. 

Surveys by Fortune magazine have shown many corporations don’t 
even take full advantage of the over generous deprec iation allowances 
illowed in the 1954 tax revisions, again suggesting that whatever our 
problem is in revising the tax struc ture, the notion that we must some- 
how make new and special concessions to upper income brackets to 
increase the flow of investment capital will also not stand any serious 
examination. 

This committee really has before it, as I see it, two major problems: 
One is to plug many gaping loopholes that have been cut in the tax 
structure in the last yore or two. 

If this job is done well, as much as $10 billion of revenue can be 
forthcoming. 

This should be done not only for equity reasons, but also because 
there is a growing, and there will be a growing, need to support ex- 
pansion of public services, including health, education, scientific re- 
earch and construction. 

At the same time, these hearings cannot ignore the critical problem 
of setting a new and realistic personal exemption level in the face of 
evidence that our economy will be more and more dependent upon ex- 
panding levels of consumption. 

If we are to utilize our great industrial capacity, raising the personal 
income tax exemption level must have a high priority. 

I propose that we take as our objective an exemption of $800 per 
person in place of the present $600, to be reached over the next 2 years. 
Even this will not exempt sufficient family income for an American 
family to be assured of a modest tax-free standard of living. 

Our own up-to-date estimate, for example, of the very modest Bu- 
reau of Labor Statistics, city workers budget, suggested it would re- 
quire Federal tax income free revenue of around $4,400 to support 
even this very modest standard. 

While I think it is interesting to consider alternative proposals such 
as perhaps raising the exemption for the wife and husband and reduc- 
ing the exemption for dependents, I am not so sure this is practical. I 
think that the system of personal exemptions set on an individual 
basis is now pretty well established, understood, and _accepted. 

Moreover, I have a feeling that in the next few decades our society 
may well be in a position of trying to encourage family formation 
rather than doing : anything taxwise which would reduce the : advantage 
that now goes for dependents. 

So far as the loopholes are concerned, I hope we will have time to 
discuss these in detail this morning. As to the kinds of loopholes that 
can and should be closed, I would refer first to the provision for fam- 
ily income splitting. As previous witnesses have suggested, there is 
no possibility really of turning the clock back to 1948, “but the applica- 
tion of the new rate schedule to joint returns along the lines suggested 
by Dr. Pechman, could probably yield as much as $4 billion of revenue. 
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The enactment of a withholding tax on dividend payments could 
yield perhaps another $1 billion. 

I was interested to hear Mr. Brenner’s somewhat higher estimate 
and perhaps we can clarify that point here. 

The elimination of the unjustifiable dividend income tax provisions 
of the 1954 Revenue Act could yield another $400 million. 

Finally, let me mention in passing, a modest loophole closing on 
depletion allowance and an overhaul of the capital gains structure 
as well as estate and gift taxes, will probably yield another $2 billion 
or $3 billion in new revenue. 

One thing that distresses me as I go through some of these mono- 
graphs, and as I study some of the t testimony already presented, is 
the feeling that some people have that it is not politically feasible 
to do this or that. 

I take it we come as tax experts and economists to give you our 
best advice and not to say what is politically easy or fe: sible to do. 

I think that these hearings must get away from the imaginary 
problem of hardship among the upper income groups and give top 
priority to closing loopholes and raising personal exemptions. 

The Cuatrman. Thank you, Mr. Kassalow. 

Our next panelist is Mr. Martin Atlas, attorney, Washington, D.C. 


Mr. Atlas, we appreciate having you with us this morning, and you 
are recognized. 


STATEMENT OF MARTIN ATLAS, ATTORNEY, WASHINGTON, D.C. 


Mr. Arzas. Thank you, Mr. Chairman. 

The paepé se of my paper is to discuss the relationship between 
the level of the single person’s exemption and the married person’s 
exemption, and the credit for dependents, rather than the levels of 
exemptions, as such. 

While the levels of exemptions must be guided by budgetary re- 
quirements, equity would appear to dictate that exemptions for per- 
sons with different marital and dependent statuses be arranged so as 
not to discriminate against or favor any class of person. because of 
such status. 

At the present time, and historically, the single person’s exemption 
has been low relative to the married person’s exemption, the family 
with children has been favored over the family without children, and 
the family with several children has been favored over the family 
with fewer children. 

Now, I might introduce parenthetically, in the light of Mr. Peeh- 
man’s disclaimer, I too am a father and husband and I am sure that 
my wife and children do not agree with these statements. 

Nevertheless, available statistics that we have show that it costs a 
single person to live about 70 percent as much as it costs a married 
couple, but. his exemption is 50 percent of a married couple’s exemp- 
tion. ° 

Two children increase costs by about 50 percent, but increase the 
family exemption about by 100 percent. Four children increase costs 
by 100 percent, and thee -xemption by 200 percent. 

On the other hand, all married couples receive the same exemption 
regardless of whether the wife works. 
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On an a priori basis it would seem that living costs where two are 
employed are higher than where only one is employed. 

—— statements have been made from the inception of the 
income tax that it should exempt from tax amounts adequate for an 
American family to live on, this principle has been honored largely 
in the breach, no matter what criteria are used to measure cost of 
living. 

Exemptions have shown a tendency to go down as living costs and 
prices and general budgetary needs have increased and this is not 
surprising. 

Since the bulk of individual net income is concentrated in the lowest 
brackets it is not surprising to find exemptions relatively low in periods 
of high revenue needs which have often coincided with periods of 
high livi ing costs. 

The best we can say, if we look at statistics, is that the exemption 
levels have been insensitive to changes in cost of living. 

One approach to increasing the equity of the personal exemption 
structure would be to differentiate the exemptions on the basis of 
percentage of differences in costs of living for persons with different 
marital and dependent statuses. 

It makes little difference from the standpoint of equity whether the 
present exemption for single persons is alined with that of married 
persons, or vice versa; the effect would be to eliminate any tax penalty 
or bounty to a person for selecting one marital status rather than 
another. 

These alternatives present, however, vastly different revenue con- 
sequences—the former reducing revenue; the latter increasing it. 

iidination of discriminations in the personal exemption structure 
should not, however, depend upon changing revenue requirements. It 
would be clearly possible to devise an exemption schedule, based upon 
percentage differences in living costs, which by increasing the single 
person’s exemption somewhat and reducing the married person’s 
exemption somewhat, would yield a neutral revenue effect and estab- 
lish a sound base from which to measure future changes in personal 
exemptions. 

With that as a basis, I think it would be easier, more practical and 
equitable, to measure future changes in personal exemptions. 

The Cuarrman. Thank you, Mr. Atlas. 

I want to thank all of you again for your contributions to our think- 
ing and the papers that you filed for the compendium and your state- 
ments this morning. 

Mr. Atlas, just for the purpose of perhaps correction or information, 
in your paper this morning, in paragraph 3, toward the middle of it, 
you say one child increases the costs by about 50 percent, but increases 
the family exemption by 100 percent. Do you not mean two? 

Mr. Atias. That should be two 

The CuHatrman. Two children? 

Mr. Attias. Yes. 

Actually, the typist left out one sentence. I think the figure was 27 
percent cost increase for one child increases the exemption by 50 per- 
cent. 

The CuarrMan. Let me ask the panel generally a few questions if I 
may, and see if I _ get a little bit clearer understanding of what 
you have said and what your positions are, 
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Should we move closer toward family income as a basis for taxa- 
tion, or away from this idea ? 

Mr. Pecuman. Mr. Chairman, right now we are taxing the income 
of husband and wife together, in aggregate, but we permit them to 
split their income before applying the tax rates. Nevertheless, married 
couples with the same total income in all States, and regardless of 
the type of income they receive, are taxed equally. This is taxation 
of family income, with the exception that we do not aggregate the 
incomes of dependents with the income of the family. 

While what we have today is not quite taxation of family income, 
we have gone a long distance toward it. 

My own feeling is that we ought at least to retain what we have. 
To go further and tax the income of other members of the house- 
hold with the income of the husband and wife would probably create 
difficult legal and practical problems. 

However, I have urged that, if an individual reports a dependent 
on his own tax return and takes an exemption for that dependent, the 
dependent’s income should also be included in that return. Today we 
actually give a double exemption for dependents with income. 

The CHarrman. You would then move closer to the total family 
income as a basis for taxation and not away from it? 

Mr. Pecuman. Yes, sir. 

The Cuatrman. Mr. Brenner. 


Mr. Brenner. Mr. Chairman, I would favor moving closer to using 


the family unit as the taxable unit, too, provided realistic exemptions 
were enacted. 

The Cuarrman. Mr. Seltzer. 

Mr. Seurzer. I am content with the present treatment of family 
income. As a matter of semantics, I might note that instead of talk- 
ing about preferences granted for married couples, we should recog- 
nize that, in fact, more than 80 percent of total adjusted gross income 
on taxable returns, more than 80 percent of taxable income, and more 
than 80 percent of income tax liabilities are on joint returns. 

We can say that we are giving preference to the 80 percent of tax- 
payers who are married couples or we can say we are differentiating 
against single persons. 

A glass of water may be said to be three-fourths full, or one-fourth 
empty. They mean the same thing. Nevertheless, semantically I 
think it is a little distorted to say we are giving preferences to the 
80 percent of taxpayers who are married couples. 

o far as including the earnings of dependents on returns of the 
taxpayer, I have this feeling: Anybody who has a 16-year-old boy 
knows that the income earned by that boy is not in the control of the 
taxpayer, of the parent. The boy earns the income for his own pur- 
poses, and likes to spend it for his own purposes. I think, therefore, 
we ought to recognize the facts and not treat that income as a part of 
the parent’s income. 

The Cuarrman. Mr. Kassalow. 

Mr. Kassatow. I believe that to the maximum extent possible we 
should move closer to the concept of family income, particularly 1 
respect to the point that Mr. Seltzer is raising, treatment of de- 
pendent’s income. 
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It might well be that $200 or $300 of dependent’s income should 
be exempt, but in general I think this is the direction we should be 
moving, taxwise. 

I also think, while it is interesting to say that 80 percent of the 
income shows up on joint returns, this can te somewhat misleading. 

The very problems to which Mr. Pechman was addressing himself, 
income splitting, is not just a matter of equity, or inequity, for all 
married people. 

Up to a level of about an income of $5,000 the device of splitting, 
for example, results in a saving of $80 in taxes, but for the very high 
income groups, those, for ex xample, with $100,000 a year per family, 
this would result in a tax saving of over $13 000. 

So I think that we have to begin to draw the distinction when we 
try to evaluate what steps can be taken. 

‘I don’t think it is too helpful to say, to overuniversalize this prob- 
lem, but I think the movement toward the treatment of family income 
isa very sound one. 

The Cuamman. Mr. Atlas. 

Mr. Arias. My own view is that equal amounts of income should 
bear equal amount of tax and if your correction has been a proper one, 
with respect to your personal exemption and your various dodartinns 
and credits, then the taxable income, after that, is the amount which 
should be subject to a single clear schedule of rates; your differentia- 
tion has already been made by your allowance for personal exemptions 
and the various credits and deductions. 

The CuHarrman. Thank you, gentlemen. Should we abandon our 
per capita basis for allowing exemptions in favor of some other 
system ? 

Mr. Pecuman. Just to start the ball rolling, my own feeling is that 
most people probably think the present per capita exemption system 
is fair. But, as Mr. Atlas has shown, in fact the cost of living for a 
child is actually lower than the cost of living for a taxpayer and his 
spouse. 

It depends on what you want to do with your exemption system. 
If you want to approximate costs, I think the present per capita ex- 
emption system gives too high a relative exemption to dependents. 

On the other hand, if you feel that for general social reasons, which 
are admittedly rather vague, the family “should be encouraged; you 
might keep the present per capita exemption system. 

The Cuarman. Mr. Pechman, you served for a number of years in 
the Treasury and I am sure you remember that when we changed to 
the present system we were thinking largely in terms of simplifica- 
tion, were we not, and ease of compliance by the taxpayer, each ex- 
emption being w orth the same amount. 

But, as a result of the studies that you gentlemen have made I won- 
dered whether or not it will be well for us to reconsider this matter 
of the per capita basis and perhaps go to some other systems, such as 
maybe that which we have previously had for allowing exemptions 
and differentiating, particularly in the light of what Mr. Atlas has 
brought out in his paper. 

Have we created some injustice here that should be considered 
along with the question of simplification ? 

Mr. Pecuman. You are quite right, Mr. Chairman. 
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As you know, I would be the last one in the world to suggest tax 
changes that would unduly complicate the tax law for the averag 
taxpayer 

I think it is e -xtremely important to keep the tax law simple. The 
per capita exemption when it was adopted was a real step toward 
simplification. At that time, it really made a great contribution 
along with the tax table and standard deductions. 

Now that we have more than 15 years’ experience, we ought to 
review all of those outstanding contributions that were made for 
simplification reasons. Perhaps we can move further toward equity 
without removing simplicity. 

With respect to exemptions, I think it is not impossible to depart 
from the per capita exemption system and still retain simplicity. 

The Cuarrman. I remember some years ago we considered in this 
committee the question of whether or not we would change the the 
existing method of determining exemptions from one of an exemp 
tion from income to a basis of tax credit. 

Mr. Pechman, have you given any thought to whether that would 
be a desirable matter for consider ‘ation at this time 4 

Mr. Pecuman. Yes, I have given the tax credit some thought. It 
is appealing in some respects and not in others. 

I think the answer depends in part on what you do to income split 
ting. If you retain income splitting and thus retain the present tre 
mendous rate advant: ige of married couples, I think probably I would 
go toward a tax credit in lieu of exemption. 

Professor Seltzer, in his excellent article, shows the differences in 
actual taxpayments between a married couple and a single person. 

You will find there that the exemptions are really a very small pro- 
portion of the total tax advantages of married people. 
splitting that gives them a tremendous advantage. 

At the $20,000 income level, a single person pays 32 percent of his 
income in tax and a married couple pays about 22 percent. 

In other words, there is a difference of a third, practically all of 
which is accounted for by income splitting and not by the exemptions. 

In brief, my answer is that, if you retain the rate advantages of 
income splitting for married couples, I would reduce the advantages of 
the exemptions. On the other hand, if you eliminate the rate advar- 
tage of income splitting, I would not eliminate the present practice of 
deducting exemptions from income before arriv ing at taxable income. 

The Cuarrmman. Mr. Brenner? 

Mr. Brenner. Mr. Chairman, as a direct answer to your question, 
No, I would not like to see any tapering off of the constant per capita 
exemption no matter how many dependents there are. 


The Carman. You think that is a preferable system to some other 
system ? 


Mr. Brenner. Yes. 


Tt is income 


I put a lot of emphasis on simplicity ; also, as 
a taxpayer who prides himself on spending more than $600 on each 


of his children, I would hate to see any tapering off as the number 
increases. 


The Cuatrman. I was thinking not so much in terms of tapering 


off, in fact I had no thought as to how it would be done. ! 
was asking the question whether or not the man and wife exemption 
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should be treated differently and given more weight perhaps, than is 
now given under the per capita exemption. 

Mr. Brenner. No, I don’t think so, although I have not given a lot 
of study to this. 

Also, I would not like to see a system of credits for dependents 
installed instead of deductions as they technically now are. I find that 
the payers have much more trouble in preparing a return with credits 
than taking a deduction for dependents. 

The Cuarrman. That is an interesting observation. I think it is 
easier on the part of the taxpayer to comply under a tax system and 
prepare a form that follows the route of exemptions and deductions 
rather than tax credit. 

Mr. Brenner. In my own experience, I would have to say that is 
clearly so. 

The CuatrmMan. Mr. Seltzer. 

Mr. Sevrzer. I do not see any great advantage, that is, I don’t see 
any compelling necessity at the present time, to change from a per 
capita system to some other system, nor do I see any great disad- 
vantages in doing so. 

So far as taxpayers and their spouses on their own accounts are con- 
cerned, my position is that you are not giving them any personal ex- 
emptions except in form because to raise the same amount of revenue 
from the same incomes, requires you to impose higher tax rates to 
offset the effect of excluding their exempted income. 

Or, what amounts to the same thing, the exemptions for taxpayers 
and their spouses are simply disguised reductions from the nominal 
fax rates. 

Where exemptions count is for dependents and I find that the pres- 
ent exemptions, despite the opposite impression that can be created 
by playing with percentage figures, are not by any means excessive. 

I noted down here, as one of the panelists was talking, that at $5,000 
of adjusted gross income, the difference between the tax lik ibility of a 
married couple without children and one with two children is $240. 

At $10,000 of adjusted gross income the difference in tax liability 
between the couple with no children and the couple with two children 
is $264. 

At $20,000 it is $408. 

I do not think that these are excessive allowances for children. 

Similarly, with respect to the question about substituting a per 
capita credit for the present dollar amount of exemption, you have 
this consideration: that in fact the cost of taking care of dependents 
does rise with a man’s income: his scale of care for dependents rises 
as his income rises. Most important is the fact that the higher the 
level of income, the greater is the difference in taxpaying ability be- 
tween the man with dependents and the man without them with equal 
Income, 

If you substitute tax credits for dollar amounts of exemptions you 
make no allowance for this fact. 

You would say, in effect, that the difference in taxpaying power 
between a man with, and one without, dependents is no greater at 
$20,000 of income than at $3,000. 

Now, the differences in the allowances we now make by reason of 
using dollar amounts of exemptions, is, as I pointed out, rather modest 





224 INCOME TAX REVISION 


and I certainly see no reason for reducing this modest differential 
as income rises. 

The CuatrmMan. Thank you, Mr. Seltzer. 

Mr. Kassalow. 

Mr. Kassatow. As I have thought about this questnon, and I have 
tried to face it even in the little piece I did in the compendium, | 
must say I came to no hard or fast conclusion about it. 

If, as seems to me, this would be a step in the direction away from 
simplification, and toward complicating the average taxpayer’s re- 
turn, then I suggest we would probably do just as well to hold to our 
present system of personnal exemptions. 

On this, however, I will defer to the Treasury’s estimates of this 
particular problem. 

On the mater of credits, it is an appealing technique and method, 
and I think it might introduce some more progressivity. 

Once again, however, I don’t know if the amount of revenue that 
might be saved would make it worth upsetting a pattern of income 
tax filed on returns which is now pretty well established on the part 
of the average taxpayer. 

So I have some doubt as to whether this step would be worthwhile. 

The Cuatrman. Mr. Atlas. 

Mr. Artas. I should like to go back into history for a few minutes, 
Mr. Chairman. 

During the early forties I, too, was at the Treasury and worked 
many long hours in connection with the introduction of the early with- 
holding schedules. 

At the time our experience was nil with the advantages and admin- 
istrative possibilities of withholding. We were very much concerned, 
if I remember correctly, not so much with simplification from the 
standpoint of individuals, but making withholding feasible for in- 
dustry. 

Again, if my recollection is correct, that was one of the compelling 
reasons at the time in going to a per capita exemption which would 
permit easier machine handling and so on. 

Since then we have made great strides in machine accounting and 
we have also gone a great deal forward with hespect to our simplified 
forms where more and more people no longer compute their own taxes. 

Those two things combined indicate to me at least that it might 
be worthwhile to take a second look as to whether per capita exemp- 
tions are now as important and necessary as we thought they were some 
18 years ago. 

With respect to a tax credit, as my fellow panelists here have in- 
dicated, it is an intriguing idea and dependent largely whether or not 
you think all people ought to get the same kind of benefits or credit, or 
whether the person in the highest brackets should get a tax relief of 
$540 for a dependent as against $120 for the man in the lowest tax 
bracket. That is the differential attributable to the differential in 
rates. 

This is a matter more in your wisdom than in ours. 

The Cuarrman. Let me turn your attention, if I may, to this 
matter of income splitting, applicable to married couples. 

Mr. Pechman, you have given us a plan that you worked out in your 
compendium paper and to which you referred this morning, of a spe- 
cial rate schedule for husband and wife that would permit a con- 
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tinuation of income splitting, but establish less tax benefit than is now 
enjoyed under existing law. 

You would determine the rate in the case of man and wife as though 
most spouses had filed a joint return whether they did or not, in fact, 
file such a return. 

Mr. Pecuman. It would be equivalent to that. But I would not 
force a married couple to file either one or the other. 

Under my suggestion, they could file joint or separate returns as 
under present law. They still would pay the same tax. It would 
not matter. 

The Cuarrman. I might make up my mind as to whether I filed a 
joint return, depending upon the amount of income my wife had. 
[ am thinking about the operation of this suggestion. We would, 
of course, have a separate structure within the law. 

Mr. Pecuman. That is correct. 

The CuamrMaNn. You would confine that separate structure, then, 
to those returns that were joint returns and leave it to the taxpayer 
as to whether or not, the husband and wife, whether or not they 
would be joint or separate returns. 

So long as they were joint returns, they would be taxed under these 
separate rates. 

Mr. Pecuman. I think you have essentially the idea I had in mind. 
| would modify what you have said in one respect : 

All married couples, whether they filed joint or separate returns, 
would use that rate schedule. Married couples who filed separate 
returns would not split their income, while married couples who filed 
joint returns would split their income. 

The CHarrman. I see your point. I have a little difficulty still 
with how your plan would work in a community property State. 

You will recall that the reason why split income became part of 
the law, as I remember, is largely because of the thinking that there 
was some advantage taxwise under the then existing law in the com- 
munity property States versus the noncommunity property States. 

[It appeared that it was not practical to do anything about the 
situation within the community property States, and therefore we 
would, for tax purposes, recognize that situation and merely extend 
it to the noncommunity property States when the return was filed by 
husband and wife. 

What problems would arise under your plan for community 
States ? 

Mr. Pecuman. None. Under my plan they would do exactly as 
they do today. They would file either separate or joint returns, Re- 

gardless of whether they filed joint or separate returns, they would 
pay the same tax. 

The Cuatrman. They file a joint return in the States where the 
law of the State says half of the income derived during the married 
status belongs to the wife and half to the husband, regardless of 
whether the husband has been the one who has performed all the 
work in connection with the earning of the income. That is the law 

of the State. 

Mr. Pecuman. That is correct. 

The Cuamrman. Do we run into a constitutional question, if, for 

tax purposes, we impute to someone something that is not properly 
imputable under the State law ? 





226 INCOME TAX REVISION 


Mr. Pecuman. I am not a lawyer, as you know, and I would not 
presume to try to settle constitutional issues. Just asa matter of logic, 
however, it would appear to me that there is no constitutional problem, 

We now make distinctions between heads of households and married 
couples in the law. There are two separate sc thedules in the law. 

So far as I know the ability of Congress to put two separate rate 
schedules in the law has never been challenged. I think it cannot 
be challenged because it is perfectly within the congressional right to 
do so. 

My plan would simply say: if you are married, regardless of what 
State you reside in, you have to use this particular rate schedule. If 
you are single you have to use another rate schedule. 

If you are married, as under present law, we are not forcing you to 
file joint or separate returns; but if you file separate returns, you will 
pay the same tax as if you filed joint returns. 

I do not understand why this particular point seems to concern peo- 
ple. You are not imputing any income that belongs to the wife to 
the husband under this plan. 

All you are doing is to permit them to file either joint or separate 
returns. I submit there are no practical problems or constitutional 
questions. 

The Cuarrman. In either community property State or noncom- 
munity property State the consequences would be the same of filing 
separate returns or filing a joint return ? 

Mr. Pecuman. Exactly. 

The Cuarrman. In the joint return in either instance 50 percent of 
the earnings is apparently attributable to each of the spouses? 

Mr. Pecuman. That is right. 

I would like some lawyers to look at this plan from this standpoint 
and I would be perfectly willing to be corrected on this. 

I have talked with lawyers ‘about the problem. I don’t think | 

‘an say that I have exhausted the question, but nobody I have talked 
to so far has suggested that there were any legal or constitutional prob- 
lems. 

The CHatrrman. Mr. Mason? 

Mr. Mason. I really cannot get this. The State law says com 
munity property. Under the St: ate law I have got to file on the basis 
of joint returns to the State. 

Now, I say if you file on the basis of joint return to the State I 
shall have the privilege of filing separate returns for the Federal 
Government. That is your proposition ? 

Mr. PecumMan. You can do both; yes. I don’t see why the Federal 
Government has to follow the State or vice versa. 

The Cuarrman. Mr. Pechman, how would your suggestion affect 
not just the earnings of the husband that come under a community 
property State, but how does it affect the property that your wife may 
have, the income from which she may have that she owns, hers, be- 
cause it came to her before she entered this marital state. 

Now, that is her property under the community property law, it is 
not a part of her hushand’s assets as I understand the community 
property law. 

In the case of the joint return does she have to turn in that which 
is hers under this rate structure ? 
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Mr. Pecuman. Yes. The entire income of the couple, regardless of 
who owns the income, would be included in the joint return just as in 
the present law. 

The Cuairman. I would raise the question as to whether or not 
half of that income for tax purposes is being charged to the husband. 

Mr. PecuMman. I don’t see why that raises any questions, Mr. Mills. 
We have that under present law. There are many, many thousands of 
couples in community property States where wives have separate in- 
comes from property owned prior to marriage. Yet, the income of both 
wife and husband, whether it is community income or not, is included 
inthe joint return. 

The CuarrMan. I would agree with your thoughts, it does not ap- 
pear to be too much of a problem with respect to that which comes to 
the couple after marriage under the joint return procedure. 

But I was thinking also of the wife or her husband, either one of 
them, whichever way it works in community property States, with 
respect to income from property which is not community property, 
where the property is that of one or the other in its entirety. 

If they do file a joint return with respect to their income they 
must include their separate income as well as what is community 
income, 

In the process you are taxing it as though half of that income 
really belonged to each of the spouses rather than to one of the 
spouses. 

Mr. Pecuman. That is correct, and we do that under present 
law. 

The Cuatrman. I know, but let me turn to my friend from Cali- 
fornia who is a lawyer. 

Can you do it as a matter of law for tax purposes? Can_you 
charge me with income from property which is not mine under State 
law? 

Mr. Brenner. I do not wish to be misunderstood. I am not in 
favor of Mr. Pechman’s plan at least to the extent that he compresses 
the rates as much as he does. 

However, as an attorney—in a community State I see absolutely no 
constitutional or mechanical problems with his plan. 

The CHamrman. That is fine. 

Did you want to ask a question, Mr, Ikard ? 

Mr. Ixarp. That is the question I had in mind, Mr. Chairman. 

The CuatrMan. Let me turn now, if I may, to other members of 
the committee. 

Mr. Baker. 

Mr. Baker. Do you have the revenue figures that would be involved ? 

Mr. Pecuman. If you eliminated all of the rate advantages of 
income splitting, not the principle of income splitting, but the rate 
advantages of income splitting, you would gain over $4 billion of 
revenue. 

On the other hand, if you go exactly in the opposite direction and 

gave single persons the rate. advantages that married couples now 
a you would lose over $550 million of revenue. Or you could 
set your rate schedule anywhere between the minus $500 million and 


the plus $4 billion. You could lose anything in between those 
amounts, 
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Mr. Baxer. Do you think your plan would be fair to the non- 
community property States? If this was put in the code that you 
equalize the treatment of the taxpayers between the community prop- 
erty State and noncommunity property State, do you think it would 
be fair? 

Mr. Pecuman. I think it would be fair to all married couples in all 
States because it would retain the equal taxes now paid by all married 
couples regardless of their State of residence. I would not change 
that. The only thing I would change is the relationship between 
what they pay and what single persons pay. 

I might mention again that in 1954 your committee had an awfully 
difficult problem with the head of houeshold provision. You will 
pate have the same problem the next time you look at the tax 

aw because the present situation is clearly untenable. 

I gave some examples in my paper. In the case of a widow, on the 
second anniversary of her husband’s death, she is subject to a whop- 
ping tax increase. My plan would eliminate such problems. I am not 
suggesting any particular rate schedule. I am just suggesting you 
ought to equalize the rates on married persons and single persons. 

Whatever rate schedule you people think is desirable, that is the 
one that should be applied to everybody, whether he is single or 
married. 

Mr. Baxer. Do you not think fundamentally they should be equal- 
ized, the rates between married people and single people ? 

Mr. Pecuman. Yes; I thin fundamental y the rates should be 


equalized. That does not mean that we would equalize the tax paid 
by single and married people because we would still have exemptions 


and deductions. 

What I am suggesting to you is that, if you want to make distinctions 
among married people with and without children and among single 
people with and without children, you ought to do it by way of the 
personal exemptions and deductions. 

Mr. Se.tzer. Why? 

Mr. PecumMan. Because there are situations in which a person who 
is not married has the same family responsibilities as a person who 
is married. A widow with two children whose husband has just died 
in fact has greater difficulty supporting her family than another 
family with the same income where there is a husband. The widow 
must work and she must incur additional expenses to keep the house- 
hold running. 

You do not solve any problems; in fact, you create problems, by dif- 
ferentiating among pares through rates. 

If you want to give them more exemptions, that’s fine. But why do 
it by way of rates? 

Mr. Baxer. I agree with that, but that is an unusual case, as I see 
it, in the same category of the babysitter proposition. The fact re- 
mains you are going to be taking $4 billion more revenue from married 
couples. 

Mr. Kassatow. This goes back to the question of the action in 1948 
in trying to establish equity between community and noncommunity 
property States. All Mr. Pechman’s proposal does is to redress some 
of the ground that was lost in the interest of increasing revenue and 
closing what seems to be unfair loopholes. 
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Mr. Pecuman. I would not want to call it a loophole. Please 
understand me, I am not recommending any particular rate schedule. 
You could reduce the rates 50 percent as far as I am concerned. 

I must say I am sorry I have to disagree with my old friend, Pro- 
fessor Seltzer, whose wisdom on taxation is unbounded. Howev er, I 
think you are bound to get into difficulty if you try to distinguish be- 
tween taxpayers on the basis of rates. 

Marital status is not a good criterion for distinguishing between 
the rates to be applied to different taxpayers. That has been clearly 
demonstrated time and again. We now apply different rates to heads 
of households and widows. But the simple fact is that you cannot 
differentiate between a widow and her neighbor who is not a widow. 

Mr. Baker. Where is this $4 billion going to come from? Will it 
come from the people in the noncomimunity property States entirely ? 

Mr. Pecuman. If you use the rate schedule under present law, 
you would gain $4 billion. I am not suggesting that you do that. If 
you do, you will have the happy opportunity ‘to reduce the nominal 
rates. With $4 billion, you could reduce every rate in the rate strue- 
ture by 10 percent. 

I would not necesarily suggest you do it that way. You could take 
the $4 billion clear off the top, for example, where most of it would 
come from. 

Mr. Baker. Would taking $4 billion off what married couples now 
are paying by way of exemptions and deductions and apply it to the 
rate help anybody “besides single people ? 

Mr. Kassarow. That is not quite true. We are talking about this 
as though the effects of the 1948 change was spread evenly among all 
married people. The fact remains that the relative advantage went 
very much to the upper income brackets. 

I come back to the example I stated earlier, that a family with a 
$5,000 level of income saves $80 in taxes as a result of the splitting 
privilege, but those in the upper income brackets, the $100,000 a year 
case, for example, have a tax reduction of over $13, 000. 

So that it is not simply a matter of taking it away from married 
people and thereby favoring single people. 

If we are looking at the whole tax structure, the equities involved, 
which, as I understand it is the general purpose of this, it is a matter 
of restoring certain progressivity to the tax structure as well as 
recapturing r for the Federal Government up to $4 billion of revenue, as 
Mr. Pechman says, the amount to be recaptured would be dependent 
on what rate schedule is agreed upon. 

Mr. Baxer. It is true that the illustration of $13,000 in that specific 
top level is . big item for that taxpayer, but surely most of this $4 
billion Mr. Pechman talks about Ma come off the lower income 
group of married people because 87 percent of all income tax comes 
from the lower income group. 

Mr. Pecuman. I think 99 percent of the $4 billion would come from 
people with incomes above $5,000. 

Mr. Baxer. I am thinking of the $13,000 illustration. That is 
saving $13,000 to that Gaiticdler taxpayer, but overall it would not be 
much money, would it 

Mr. Pecran. You are right. 

Mr. Baxer. It may be $10 or $15 million, or something. 
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It looks like you go back to the original premise that all of this 
money, or practic ally all of it, would be. coming from married couples 
in the medium and lower income groups. 

Mr. KassaLow. In the medium and upper income groups. Take 
$5,000 as the medium. It would primarily come above that. 

Mr. Baxer. Yes, above $5,000, but I did not think you were refer- 
ring to that as medium. 

You are talking about taxpaying income. 

Mr. Pecuman. Yes. 

Mr. Baker. Well, that might be medium. 

Mr. Pecuman. No; that would be gross income, as I recall the fig- 
ures. A family with gross income of $5,000. 

Mr. Baker. Now, if you talk about gross income, that is a different 
story. Do you consider that medium, so-called medium group, with 
a gross income of $5,000 ? 

“Mr. Pecuman. The aver ‘age family income is running about $5,000, 
I think, and the average number of exemptions is about three and a 
half. 

The reason we differ, Mr. Baker, is that you think there is less tax 
advantage from income splitting in the upper brackets than there 
happens to be. 

Mr. Baxer. I am not talking about that at all. I am talking about 
married people. 

Mr. PecuMan. Married people in the upper brackets receive a great 
advantage from income splitting. The amounts are substantial if 
above $5,000 of taxable income. 

Mr. Baxer. It would have to follow from what Mr. Kassalow said 
that far more than three-fourths of this $4 billion, or whatever figure 
you used, would come off married couples in the groups up to $8,000 
gross. 

That is where the money would be coming from. 

Mr. PecuMan. No, I don’t agree. I would agree if you said from 
$5,000 on up. If you said from $25,000 to $ 30,000 that would be 4 
different story. 

There is an awful lot of money lost through income splitting above 
$8,000. 

Mr. Baxer. What do you mean by an awful lot of money. Go back 
to my orgiinal figure, that is, 87 percent of all of our individual tax 
derives from the first tax bracket. We all agree on that. Is that 
figure correct ? 

Mr. Pecuman. That is right. 

Mr. Baxer. How much would come off married couples? 

Mr. Pecuman. What was that? 

Mr. Baker. How much could come off married couples, say, in the 
$5,000 to $6,000 group ? 

Mr. Pecuman. I don’t have the exact figures, but I can assure you, 
sir, that if you broke down the tax advantages of income splitting 
by income levels that a very substanti: al proportion of that advantage 
is received by married couples with incomes above $10,000. 

But don’t misunderstand me. I am not suggesting that this is good 

r bad. All I am suggesting is that whatever adv antage they get 
dalative to single persons in the same brackets is too high. I would 
equalize the rates between them. 





fig- 


rent 


with 


000, 


id a 


tax 
here 


out 


real 


1 if 


said 
rure 
O00 


rom 
be A 


ove 
ack 


tax 
hat 


INCOME TAX REVISION 231 


1 do not say take away the $4 billion from the married couples by 
any means. 

Mr. Baxer. I am agreeing with you at least in the $13,000 class—I 
don’t like the word “class” ‘—group—that Mr. Kassalow talked about. 
That is why there has been, ungestionably, I think, too much advan- 
tage from the 1948 law. 

But it never seemed to me like revenuewise the tax has br ought up 
any such figure as you are talking about. 

Mr. PEcrMan. ‘The $4 billion goes to taxpayers above the $5,000 
adjusted gross income level. Nota dime of the $4 billion goes to tax- 
payers Ww ith taxable incomes of $2,000 or less; not a dime. 

Taxpayers with taxable incomes of $4 ,000, if they are married, get a 
2-percent or $40 advantage. Above $5 ,000 they get progressively 
larger amounts. 

(Mr. Pechman supplied the following additional information :) 


In 1956, the tax advantage of income splitting was approximately $3.8 billion. 
This advantage was distributed by taxable income classes as follows: 


Tax advantage of income splitting, 1956 





Taxable income class Amount Percent 
(millions) of total 


Up to $2,000 

$2,000 to $4,000 
$4,000 to $8,000 
$8,000 and over 


Total 


As the table shows, taxpayers with more than $4,000 of taxable income re- 
ceived 95 percent of the total tax advantage of income splitting, while those 
with more than $8,000 of taxable income received over three-quarters of the 
total tax advantage. For a married person, $4,000 of taxable income is equiva- 
lent to adjusted gross income of no less than $5,777, and a taxable income of 
$8,000 is equivalent to adjusted gross income of no less than $10,200. 

Mr. Baxer. I yield to Mr. Mason. 

Mr. Mason. I just want to ask one question. 

Is it not a fact that the $5,000 family, married couple, and below, 
get very little advantage from this joint return business ? 

Mr. Pecuman. That is a fact; yes, sir. 

Mr. Mason. And all the advantage of married couples from this 
joint return business is above that and the further up above the more 
advantage you get? 

Mr. Pecuman. That is absolutely correct, too, sir. 

Mr. Baxer. I agree with that, but I still cannot see the $4 billion 
figure unless you take in this great group of people at the $5,000 or 
$6. 000 level. 

Mr. Kassatow. When you start talking about $5, 000 or $6,000 level 
of income, you begin to reach it. It would be an income for married 
couples of considerably more. 

Mr. Baker. The community property State people under your plan 
would continue to enjoy, whether rightly or wrongly, the treatment 
they had before the passage of the split income amendment; is that 
right? 

Mr. Pecuman. Yes, sir; they would continue to enjoy it. 

48820—60-——17 
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Mr. Baker. I am not saying they should not have it. But is it faiy 
that they continue to have what we all thought was an advantage and 

take it away from the other people ¢ 

Mr. Pecuman. I agree with you that it was unfair at that time to 
give the advantage of income splitting to people who resided only iy 
the community property States. Somebody came up with the brilliant 
notion that you could do away with this advantage, not by t: iking it 
away, but by giving it to everybody. That is what we did. 

In 1948 we gave ‘the privilege of income splitting to persons in non- 
community property States. Now we are in a happy situation where 
there is no difference in any State. 

Mr. Baxer. Your plan would take it away from the ones we ex 
tended it to, but leave it in the hands of the people in the community 
property States? 

Mr. Pecuman. No, sir; my plan would do nothing to change the 
present tax relationship between married couples in community and 
noncommunity property States. They would pay the same tax pro- 
vided they had the same income. 

The CHatrman. You find no quarrel whatsoever with what the 
Congress did in 1948 in equating the situation between married 
couples 1 in community and non-community-property States. 

On reevaluation, however, of the status of the single person and 
the married couple under existing law, your conclusion is that we 
place more of a burden on the single person than we do upon the 
married couple and thus between the married couple and single in- 
dividual some action should be taken to more nearly equate the situa- 
tion between them. You would not have exactly equal treatment; 
you would allow for differences in marital status, but you suggest that 
the tax results should not bear as heav ily upon a single individual as 
they do under existing law. 

Mr. Pecuman. Mr. Chairman, I could not explain it more succinct 
ly; you are absolutely right. 

The Cuamman. Either way, we go, it does not matter to you so 
long as we go in one direction of trying to ease the difference between 
the two groups. 

Mr. Pecuman. That is correct, sir. 

Mr. Mason. Mr. Chairman, may I also interpret my idea of what 
he said? I have a note here. Mr. Pechman recommends retaining 
joint returns but correcting inequalities on the taxes of single persons. 

Mr. Pecuman. You have quoted me correctly, sir. 

The Cuarrman. Mr. Ikard. 

Mr. Ixarp. Back to the question that the chairman raised 
about this joint and separate return, if I understand your proposal, 
and I am sorry I was not here when you first spoke, you would pro- 
pose generally a different rate of taxation to apply to a joint return 
as compared with a separate return ? 

Am I corrected in that? 

I understand you would not fix the rate here suggested, but there 
would be some different rate ? 

Mr. PecuMan. The net result of my plan is that the same rate would 
apply to the total income of married couples regardless of whether they 
filed joint or separate returns. 
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Mr. Ixarp. Do you propose to get that same result through different 
rates ! 

Mr. Pecuman. No, I use the same rate schedule. The only thing I 
do is to require those who file separate returns, to use that rate schedule 
without splitting. 

Those who file joint returns would split their income, but they would 
use the same rate schedule on each half, as they do under present law. 

Mr. Ixarp. I am just trying to understand it here. 

You would in effect have a different effective rate with respect to 
joint return as against a separate return / 

Mr. Pecuman. No, sir; I would not. For the benefit of the com- 
mittee—I don’t want to take up all the time, but you seem to be in- 
terested in this—let me set up a simple example. 

Suppose we had two married couples each with $4,000 of taxable 
income, one residing in a community property State and the other 
residing in a neighboring non-community-property State. 

Now, in the community property State the married couple would 
file se parate returns as they are permitted to do under present law 
and as they would be permitted to do under my plan. On his separate 
return, the husband would report $2,000 of taxable income. The 
wife would also report $2,000 on her separate return. 

The first bracket rate on that $2,000 would be, let us say, 20 i 
cent. Each would pay $400 in tax and they would pay a total of 
$800 between them. 

Now, the couple in the neighboring noncommunity property State 
files a joint return. On the joint return they would report a combined 
income of $4,000 and they would then split that income, apply the 
same rate schedule to each half, getting $400 for each half or a total 

of $800. 

So that the two couples residing in neighboring States would pay 
the same tax as they do under present law. It does not matter 
what rates you apply provided that you do not allow the couple filing 
separate returns to split their income since they have in effect split 
their income already by filing separate returns. 

On the other hand, you have to allow the couples filing the joint 
returns to split their income because they have aggregated their in- 
come on their return. 

Mr. Ixarv. The thing that concerns me is this point: If a joint re- 
turn is filed and you have separate income involved, it would seem to 
ie you would be right back to the old problem that we originally had 

in the pre-1948 days concerning community property treatment of 
income in community-property States. 

Maybe I do not understand it, but it would seem to me that that 
problem would be right back in that boat. 

Mr. Pecuman. Mr. Ikard, I am sorry that I have not made myself 
clear. It isa very difficult thing to explain. 

All I can say is that I think what was done in 1948 to equalize tax 
burdens between married couples in community and noncommunity 
property States was an outstanding achievement and I would not 
change it one iota. 

My plan retains that feature of the Revenue Act of 1948. 

Ail I am urging you to think about, now that we have had this 
experience and have corrected the inequities with respect to married 
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couples, all I am urging you to do now is to look at the poor single 
person. At the $25,000 level, he pays about one-third more tax than 
a married person. 

Mr. Ixarp. What would be your reaction in accomplishing what 
I consider to be a very laudable purpose, of liberalizing the defini- 
tions and treatment with respect to the head of household where a 
single person might have some dependents ? 

Mr. Pecuman. My reaction would be negative, sir, because I think 
going the head-of-household route is a bottomless pit. 

It is very difficult to distinguish between taxpayers on the basis of 
whether they have children in the family or whether they have broth- 
ers or sisters in the family. 

You will find there is always another case that deserved similar 
treatment. 

In 1954 you tried it, you tried to increase the number of people 
eligible as heads of household. While I think the plan was better 
than what we have today, I don’t think it solved all the problems. 
I think you can solve it by simply eliminating the head of household 
provision and equalizing the rates among married people and single 
people. If you do this, you will never get complaints from the heads 
of household again. 

If you do this, on the other hand, you will have to be very careful 
about the personal exemption structure to make sure that you are get- 
ting the proper tax relationship among families of different size. 

I have my own ideas about that, but this is beside the point we are 
discussing now. 

Mr. Kassatow. Mr. Chairman, before you leave this point I would 
like to say that I found Mr. Pechman’s proposal very interesting and 
I think one of the real contributions in this compendium. I would 
like to urge, however, just my own position, to take a less neutralist 
position than he does, and not to move in the direction of reduction 
of rates for single persons which would reduce revenue by $500 million 
of revenue, rather we should think of this in the terms of revenue 
that could be regained for the Federal Government up to a figure of 
$4 billion. 

Whether the rates should go just that far, the committee would 
be in a better position to judge. 

The Cuarrman. Mr. Seltzer, I was very much interested in your 
paper giving us some statistical data on the shift in distribution of 
tax liabilities among the income groups. I am referring to the table 
that you presented us, table 5, which is on page 501 of the com- 
pendium. 

You referred very briefly to it in your statement this morning. You 
say that the tax liability on the income group with adjusted gross 
income of $5,000 to $10,000 accounted for only 1 percent of total 
liability in 1929. It now accounts for about 36 percent of the liability. 
The delative burden on the highest income groups has greatly declined 
according to this table that you submitted. 

For purposes of this record, will you go just a little bit more into 
detail on this point? 

Mr. Setzer. These statistical facts reflect in large part the greatly 
increased need for revenue. To get the increased revenue we had to go 
to the people who had it, and the great bulk of income in this country 


is rec 
fore, 
these 
a red 

rou 
Th 
indic 
the t 
$10,0 

Mi 
line. 
amot 
from 





INCOME TAX REVISION 235 


is received by people in the medium and lower income groups. There- 
fore, to raise large sums we had greatly to increase the contribution of 
these income groups. In addition to this major fact, we have also had 
a redistribution of income in favor of the middle and lower income 
groups. eel 2 

The Cuamman. It does not indicate, and you do not intend to 
indicate, that this shift has resulted by any provision of law that, at 
the time of increasing the tax liability of people in the $5,000 to 
$10,000 area, decreased the tax liability of people in other areas. 

Mr. Setzer. No. The tax liabilities were increased all along the 
line. The intention of Congress was to raise a greatly increased 
amount of revenue. It had to raise most of this additional revenue 
from the people who had most of the income, and these people were 
those in the middle- and lower-income groups. 

The Cuarrman. So that your table merely reflects the total that is 
taken from the various groups and does not reflect any change in tax 
liabilities of the other groups downward as the tax liabilities have 
gone up for the $5,000 or $10,000 group; is that right ? 

Mr. Seirzer. Yes; the tax liabilities of all income groups were 
raised. 

The Cuarrman. Mr. Kassalow, on this issue of whether the income 
tax should be modified through rates or through increased exemp- 
tions, I am very much interested in your thought that the proper way 
to provide tax relief for people in lower brackets is through an exemp- 
tion. That was your thought, was it not? 

Mr. Kassatow. Yes. 

The Cuatrman. And that should be emphasized, rather than changes 
in rates. You would suggest that we try to establish a per capita 
exemption of $800 in lieu of the $600 and we do it over a period of 
2 years? 

Mr. Kassatow. Yes. 

The CuHatmrman. That involves about $514 billion or $6 billion of 
revenue. I have wondered whether that is the proper way to provide 
a reduction in overall tax burdens of people in the lower brackets. 
I know the position of your organization. I had thought that there 
might be other and more desirable ways of providing relief than 
through increased exemption. 

If we use $5 billion or $6 billion to reduce excise taxes in certain 
areas, would that accord more relief to the people in the lower-income 
brackets than an increase in exemption from $600 to $800 ? 

Mr. Kassatow. It would be my offhand judgment that probably it 
would not afford as much relief to people in the lower-income brackets, 
in addition to which, I think, this exemption route is a better one be- 
cause it is almost, you might say, the foundation of the whole personal 
income-tax structure. 

I think unless you have this exemption somewhere in line with what 
our basic family needs, you get into many difficulties in terms of a pro- 
gressive tax structure. It is for this reason that I personally laid the 
greatest emphasis on the increase in basic exemption. 

The Cuatrman. Is that preferable, in your opinion, to the establish- 
ment of more progression with respect to lower incomes than we now 
have in the income-tax law ? 
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Mr. Kassatow. Well, I suppose we could accomplish almost the 
same objective by changing the rates on the first bracket of income, 
the first $2,000 of income. Somehow or other, the notion of setting 
up a basic exemption, it seems to me, has a great deal of appeal. In 
other words, the Congress has taken the position that, rates aside, this 
much income should be exempt from taxation so that a family will 
have this minimum standard of living which is not subject to Federal 
taxation. 

I recognize from the point of view of progressivity you could prob- 
ably better accomplish relief by changes in rates on the first $2,000 of 
income. My own preference, however, goes to an increase in exemp- 
tion. 

The Cuarrman. I have wondered, particularly at a time when the 
costs of Government are at present levels and the demands are coming 
to the Congress constantly for spending more, whether it is possible to 
utilize tax laws necessary to develop those revenues to the extent that 
any of us would desire perhaps in ordinary times to use them to pro- 
tect people in a certain specified standard of living; and, if we tend 
to think in terms of such a desire, whether we do not actually lose 
opportunities that might actually exist otherwise to improve their 
situation through reductions in burdensome taxation generally 
through other steps. 

Mr. Kassarow. In my own statement I coupled my proposal with 
proposals to make certain changes and closing loopholes which I felt 


would more than offset any of ‘the revenue loss from increase in ex- 
emption. But I get back to the basic feeling that I have that restoring 
the exemption to a proper place in the tax structure must have a high 


priority in the Ways and Means Committee. 

I recognize, in fact suggested, this might be done over a 2-year period 
at a time when other changes might be made in the tax structure which 
I hope will grow out of these hearings to find revenue from other 
sources. 

But I am always amazed to hear people talk about the crushing 
burden of taxation and yet somehow not quite willing to come to grips 
with the problem of having a realistic exemption to prevent even mod- 
est taxation from bearing down so heavily upon the income groups 
at the lower end of the ladder. 

It is for this reason I continue to stress the importance of treating 
realistically with the exemption. 

The Cuarrman. How many people would be relieved of the neces- 
sity of paying taxes if we increased the exemption by $200? 

Mr. Kassatow. I had that here. I am not sure whether it was in 
my original statement or not, Mr. Chairman. The committee had a 
monograph, itself, about a year ago. 

The Cairo: 7 I think Mr. Seltzer has the answer. 

Mr. Seurzer. I do not have that figure at my fingertips. The obvi- 
ous great difficulty of raising exemptions across the board is the enor- 
mous revenue cost; whereas - you can get a great liberalization of tax 
treatment for the lower incomie groups by the kind of treatment that I 
suggested this morning. 

You could have a minimum adjusted gross income of $1,000 for in- 
come tax liability for single persons, $2,000 for married couples, no 
increase in exemptions for people who remain taxable, and your 
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revenue loss would be well under $100 million. Most of the revenue 
lost under the other kind of suggestion that has been made—a gen- 
eral increase in the per capita exemption—would be from people who 
would remain taxable, many of them in the middle and upper income 
groups rather than at the lower end. Probably the best technical 
means to do this is by a minimum standard deduction. 

Mr. Pecuman. I find Mr. Seltzer’s suggestion very intriguing, and 
[think he is quite right. If the objective, as Mr. Kassalow suggests, 
is to restore some value to the exemption as a method of cutting off 
low income taxpayers from the tax rolls, this route might be taken. It 
is very important to remember that Mr. Seltzer’s plan does not create 
anotch. It really does cut off at $900 for single people and $1,500 
for married couples without creating a notch. And it loses only about 
$100 million of revenue. 

Consequently, if you want to raise the exemptions in the lower in- 
come brackets, this is a very interesting and ingenious way of ac- 
complishing it. 

Mr. Atias. Mr. Chairman, I might take the liberty of adding that 
as a social matter I am not at all convinced in my own mind that it is 
desirable to relieve millions of taxpayers from direct taxpayment in 
view of the Government’s present need for revenue. Certainly no 
one would defend the present exemption level as adequate to main- 
tain the standard of living, but that has never been the case. The 
level was set where it is for revenue purposes and for administrative 
reasons. 

If we are talking about $5 billion in revenue loss, and I do not 
think we are, nor do I think we should be, I am not at all convinced 
that this would be the first order of preference for giving up that 
amount of revenue. Certainly I think the taxpayers should be kept 
on the rolls and if any adjustment is to be made to the extent that it 
is feasible that it should be done through rate adjustment rather than 
taking them off the rolls completely. 

Mr. Kassatow. I must say I am not impressed with this notion of 
keeping taxpayers on the rolls. I do not quite understand the psychol- 
ogy of it, quite honestly. Mr. Seltzer’s plan would also take some 
taxpayers off the rolls, I am sure. 

It almost sounds as though people were unaware of the taxes they 
pay every day in life, gasoline or anything, anything that you can 
think of, and as though somehow the hand of the State has to be laid 
on them in some special fashion. 

If, for example, and in my paper in the compendium I stated, if it 
became necessary in a period of high mobilization or war to eliminate 
these exemptions and thereby restore people to the tax rolls, I would 
be the first to accept that necessity. But it almost strikes me as a 
kind of un-American notion that everybody must be on the tax rolls. 
[ have never quite understood this psychology. 

The Cuairman. Mr. Kassalow, let me ask you this question. 

I know there are a great many people who think that the proper 
way to take care of the tax burdens of those in the lower brackets is 
to increase exemptions. A few days ago we had a very distinguished 
economist from Yale University who suggested a package that we 
might consider. 
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Included in that package was an increase in personal exemption 
and the imposition of a form of manufacturers’ sales tax at the same 
time. Now, let us assume that it would be the decision of the com- 
mittee and of the Congress to increase personal exemptions by $200, 
from $600 to $800, and at the same time not only continue the present 
excise taxes, but to spread the burden on the commodities to raise 
$5 billion or $6 billion in an overall package. 

Now, would the people in the lower brackets be better off as a result 
of such a shift or would they be worse off ? 

Mr. Kassatow. It is really hard to answer that one offhand. I 
would imagine that there could conceivably be some slight improve- 
ment, depending on how you might structure the excise tax, that is, 
how comprehensive it was, did it touch foods, and so forth. That 
proposal struck me, however, as a very bad package, contrary to 
sound tax philosophy. I would much more prefer a package which 
includes raising the exemption to $800, taking Mr. Pechman’s pro- 
posal this morning, and applying the rates which now apply to single 
people to married couples, recapture some of the income lost by the 
unjustifiable treatment of the dividend income which I think Congress 
enacted in 1954, enact a withholding tax on dividend income, do some- 
—~ on depletion allowances and capital gains, and I think you 
would have a package which would more than match what you would 
lose by raising the exemption to $800. 

This strikes me, if someone is really concerned about doing justice 
to the lower income brackets, as a far more desirable package. 

The Cuarrman. Is that the only area of our tax law where injus- 
tices exist ? 


Mr. Kassatow. I think it is the major area, quite frankly, Mr. 
Chairman. I really am not at all impressed with the so-called im- 
pressive high rates on the upper income ar I think this is a 

1 int 


myth. I do hope that the Congress does not fa o this trap. 

The CHarrman. I know that there are distinctions that are made 
all up and down the line as between different taxpayers. You are 
aware of that. Now, should not some of whatever we can do be 
directed toward the problems that exist everywhere in the tax law 
rather than having it all directed toward this one matter of raising 
the exemptions? 

Mr. Kassatow. AsI studied the changes that have been made in the 
last 5, 10, or even 20 years, most of them have been to the great rela- 
tive advantage of the groups above the lower level of income groups. 
I think it is time for Congress to meet this trend and evolution away 
from progressivity by taking a hard look at exemptions. 

If someone prefers to limit his changes to changes in the tax rates 
on perhaps the first $1,000 or $2,000 of taxable income, this is a point 
on which I do not have a strong feeling as an alternative method ; but 
you are asking for my opinion and I would concentrate the liberaliza- 
tion that can be made at this time on behalf of these groups. 

I would do that not only because I think equity demands it; I also 
think in terms of economic evolution in the United States we are 
going ey to face the need for strengthening personal con- 
sumption expenditures. 

This is a rather technical problem which I think is raised elsewhere 
in the compendium on what is the drift of the economy and what will 
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be the relative needs for various forms of outlay. My own feeling is 
that the U.S. economy will increasingly have to look to personal in- 
come expenditures to support a full employment economy and to util- 
ize our great industrial capacity. 

I can think of no better device to help this in this economic area 
than either to raise the exemption to $800 as I proposed, or to make 
serious tax reduction, rate reductions on perhaps the first $1,000 or 
$2,000 of taxable income. 

Mr. Brenner. Mr. Chairman, I am not here to defend the wealthy 
taxpayer, but I think Mr. Kassalow is forgetting one very basic thing. 
When he defends the present confiscatory rate structure he is for- 
getting that it is breeding the very disease that it was intended to 
cure, namely tax escape by the rich. 

It is this very rate structure, with Federal rates running up to 91 
percent and State rates on top so that the total approaches 100 per- 
cent, that has created all these escapes for the wealthy people. It is 
only when you bring your rates down realistically that you are going 
to be able to tighten up enforcement and eliminate what everybody 
refers to as loopholes. 

I think that is the guts of the problem here before the committee. 

Mr. Kassatow. I cannot quite see why enactment of the 1948 in- 
come-spliting device was somehow related to the oppressive rates on 
high incomes. 

Many of these loopholes were just wrong, I think wrong actions 
taken at the wrong times, and merely to attribute them to the so-called 
oppressive rates in the upper brackets it seems to me is dodging what 
is a political responsibility. 

These things need not have been done. The fact that the effective 
rates of taxation are not 90 percent, as everyone knows, but in the 
range somewhere in the fifties, indicates that they need not have been 
done if the people had not been stampeded into believing this thing. 

Where is this real pain in the upper income brackets? We do not 
seem to have a shortage of capital funds. We seem to have a great 
deal of affluence in the society. I am not objecting to it. My fear 
is that this hearing, like others, can well end up with a series of new 
savings for the upper income brackets without closing any of these 
major loopholes that we continue to talk about. 

The Cuatrman. Is that a reason for putting all your emphasis on 
an increase in the exemption ? 

Mr. Kassatow. I want both of these things done. 

The Cuarrman. You would not have us eliminate all the provisions 
that are referred to in existing law without doing something with 
respect to rate structure up and down the line, would you? 

Mr. Kassatow. If you ask my opinion, I would hope you could 
close loopholes somewhere in the range of eight or ten billion dollars, 
do something about the exemption and then take a look at this a year 
or two from now and see whether these oppressive rates of taxation 
are really crushing the wealthy groups. I rather doubt that they are. 

Mr. Arias. We take a look at both extremes here and perhaps over- 
look the fellow in the middle income bracket who is really being hit. 
We all agree that the 91 percent rate perhaps is ineffective, but the 
man who is in the $15,000, $20,000, $25,000 bracket does not have 
many of these loopholes available. 
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I know. I practice tax law. He is the one that feels the real 
burden of the rates, which is inescapable so long as the present: pro- 
gressivity continues. The only way to correct that would be throug! 
a general lowering of rates. 

I want to devote all the good part of any revenue you have to spare 
to rate reduction as the first order of business, which seems to me at 
least to merit some very serious consideration. 

Mr. Brenner. Mr. Chairman, I am not worried about the 91 percent 
taxpayer too much, either. I wish I were making the $200,000 it takes 
to get into the 91 percent bracket. The fellow I am worried about is 
in the 72 percent bracket. 

I have a client who is a doctor in the 72 percent bracket who plays 
golf 2 days a week because he refuses to earn any more income at that 
rate. He is now trying to see how he can get some capital gains pulled 
out. 

I think it is a shame when a doctor must play golf 2 days a week just 
because he refuses to grind out any more ordinary income. It is the 
fellow in the 72 percent bracket, who hits it at $44,000, whose rate 
we have to pull down. 

Mr. Pecuman. I would just like to add that Mr. Kassalow’s position 
is, I think, somewhat unfortunate. Our objective is to broaden the 
tax base and lower the marginal rates in all income brackets. It is 
simply not true that the eroding provisions can be found only in the 
higher income brackets. 

Again, I am not concerned only with the 91 percent taxpayer. The 
fact of the matter is that we have eroded the tax base in every income 
class, If you are going to single out one particular provision or group 
of provisions that one income group gets without looldng at the rest 
of the income scale, you will not be able to get to first base. 

The Cuarrman. Or try to play one group against another group in 
the equalization of the situation. I agree completely with you that 
the erosion that is present in the law is applicable to some extent and 
in some way to practically all our brackets, when you think about all 
of the exclusions and deductions and other things that are provided by 
existing law. 

It is not just a matter of looking in one bracket to find erosion. You 
have to look with respect to the entire gamut of the brackets. 

Mr. Pecuman. I think that is a good way of putting it. I think we 
want to play all vested groups against one another and let the public 
interest prevail. 

Mr. Mason. In view of the fact that our main objective is to broaden 
the tax base so that we can, if possible, lower some rates all the way 
through, it seems to me it would be foolish for us to erode the tax 
base by eliminating several million taxpayers now on the rolls by in- 
creasing the exemptions to $800. 

That is simply going backward. We are eroding rather than in- 
creasing the tax base so that we can spread the lower more equally. 
I would be opposed to that. 

The Cuairman. Any further statements or questions? 

Gentlemen, let me thank you again for the contribution that you 
have made to our study. I have read your porcs I have been en- 
lightened greatly by your papers as I have by all of the others that 
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have been presented to the committee. Thank you for your appear- 
ance this morning. 

We appreciate your comments and additional statements. Thank 
you so much. 
‘ Without objection, the committee will adjourn until 10 a.m. Mon- 
day morning. 

(Whereupon, at 11:15 a.m. the committee recessed, to reconvene at 
10a.m., Monday, November 23, 1959.) 








SPECIFIC ELEMENTS IN THE COMPUTATION OF 
TAXABLE INCOME—TAXATION OF THE AGED; TAXA- 
TION OF FLUCTUATING INCOMES 


MONDAY, NOVEMBER 23, 1959 


Howse or REPRESENTATIVES, 
Com™MiITrere ON Ways AND MEans, 
Washington, D.C. 

The committee met, at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The Cuatmrman. The committee will please be in order. 

This morning we begin consideration of specific elements in the 
computation of taxable income. The specific subject matter within 
that broader title is taxation of the aged. 

Our panelists this morning are Mr. Wilbur J. Cohen, professor, 
public welfare administration, University of Michigan. 

Dr. Eveline M. Burns, professor of economics, Columbia University. 

Dwight S. Sargent, Consolidated Edison Co., New York. 

Dr. Ethel Percy Andrus, American Association of Retired Persons, 
Washington, D.C. 

All of the panelists appear to be here. We appreciate very much 
having you ladies and gentlemen with us this morning. We appre- 
ciate the contribution which you have made in your papers to our 
thinking on this subject. 

We will ask you, as we have other panelists, to take 5 or 6 minutes 
to summarize the paper which you have prepared for us and then 
permit us to ask you some questions at the conclusion of the statement 
of the last panelist. 

I will call you this morning in the order in which you are seated, 
beginning to my right. The first panelist will be Mr. Cohen. 

Mr. Cohen, we appreciate having you with us this morning, and 
you are recognized, sir. 


STATEMENT OF WILBUR J. COHEN, PROFESSOR OF PUBLIC WELFARE 
ADMINISTRATION, UNIVERSITY OF MICHIGAN 


Mr. Conen. Mr. Chairman, this is the first time I believe that this 
subject matter, the tax status of the aged, has ever been studied with 
respect to the work of the House Committee on Ways and Means. 

For that reason, I have attempted to bring together a good deal of 
information on this problem which I found had not been available. 

I did so particularly because, recognizing both the responsibility 
of the Ways and Means Committee for the tax status of the aged and 
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the social security program, it seemed to me necessary to try to inte. 
grate this knowledge for your policy consideration. 

The money income of the 15 million aged in 1958 was approximately 
$30 billion, of which $10 billion came from social security and other 
governmental income maintenance programs. 

Federal income taxes were approximately $2 billion and State and 
local taxes paid by the aged were about $3 billion in that year—a total 
of about $5 billion. 

This left the aged with about $25 billion as personal disposable 
income. 

At the same time, the Federal Treasury makes a direct and indireet 
contribution to the aged of approximately $2 billion to $3 billion a 
year, of which about $1 billion dollars is for old age assistance and the 
remainder from special tax advantages that the aged have in the in- 
come tax law. 

For instance, the double exemption for the aged involves a revenue 
loss annually of about $475 million to $600 million. 

The retirement income credit involves a loss in the neighborhood of 
$107 million, and the special medical expense waiver for the aged, the 
waiver of 3 percent rule, involves a loss of about $40 million to $50 
million a year. 

Thus, just these three special provisions for the aged involved about 
three-quarters of a billion dollats in lost revenue in 1958, and the 
amount will soon exceed $1 billion annually. 

At the same time to bring all of the aged up to a minimum standard 
of money income sufficient to assure health and decency would involve 
about $5 to $10 billion additional income to the aged in 1958. This de- 
ficiency in the income to the aged would be even greater if allowance 
were made for fully paying for adequate medical care for the aged. 

At the present time there are wide variations in the income of the 
aged persons. About three-fifths of all persons aged 65 and over had 
less than $1,000 in money income in 1957 and another fifth between 
$1,000 and $2,000. 

Many of the very wealthiest and at the same time a very large pro- 
portion of the lowest income recipients in the country will be found 
among the aged. 

At the same time, substantial sources of income to the aged are not 
taxable under the Federal income tax law and most aged persons do 
not pay any Federal income tax whatsoever. 

The tax and benefit policies and programs for the aged have evolved 
on a piecemeal basis over the past 25 years. There undoubtedly was 
some justification for each part of the whole as each part was enacted, 
but the whole has gaps and inconsistencies from a social and fiscal 
welfare point of view and from the point of view of the overall wel- 
fare of the aged. 

During the next decade the aged will increase about 3 million per- 
sons and the total income of the aged as a whole is likely to increase 
about 50 percent. 

Thus, a larger and larger proportion of their income will be not 
taxable and it seems to me this is why this is a very important area for 
committee study. 

Consequently, in my paper, I recommend that instead of proceeding 
further in dealing with the income problems of the aged through the 
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tax system or making subsidies to the aged through the tax system of 
this very substantial amount, that your committee consiuer accom- 
plishing this in a more direct way. This will be more obvious to the 
taxpayer and at the same time it would be possible, by modifying the 
tax laws and improving the income of the aged through specific bene- 
fit laws, to transfer part of the cost from general revenue financing to 
payroll financing, thus making it easier for the general taxpayer to 
meet this problem of growing number of aged persons. 

The CuairmMaNn. In view of the fact that you did not cover all the 
material you had in your paper this morning, Mr. Cohen, I think it 
would be advisable for the entire statement to be included in the 
record. 

Mr. Conen. Thank you, sir. 

The CHarmman. Without objection, it will be included in the 
record. 

(The formal statement presented by Mr. Cohen follows :) 


SocIAL AND FIscAL WELFARE POLICIES RELATING TO THE INCOME AND TAx STATUS 
oF THE AGED—AN EXPLORATION OF THE PRESENT SITUATION AND POSSIBLE 
MODIFICATIONS OF EXISTING POLICIES 


(By Wilbur J. Cohen, Professor of Public Welfare Administration, the 
University of Michigan) 


I. THE CURRENT PROBLEM AND LONGER RUN NEEDS 


The money income of the 15 million aged in 1958 was approximately $30 bil- 
lion, of which $10 billion came from governmental income-maintenance programs. 
A rough estimate of Federal income taxes and State and local taxes paid by the 
aged in that year comes to about $5 billion.’ This left the aged with about $25 
billion as personal disposable income. At the same time, the Federal Treasury 
makes a direct and indirect contribution to the aged of approximately $2 to $3 
billion a year. 

To bring all of the aged up to a minimum standard of money income sufficient 
to assure health and decency would involve about $5 to $10 billion additional in- 
come to the aged in 1958. This deficiency in the income of the aged would be 
even greater if allowance is made for fully paying for adequate medical care 
for the aged. 

These observations raise the question as to what changes in public programs 
and policies are necessary to achieve the objective of a minimum standard of 
health and decency for all the aged. To give even a tentative answer to this 
question involves the consideration of a number of interrelated programs, 
policies, trends, and issues. 

About 80 to 85 percent of all of the nonworking aged are receiving some kind of 
governmental income-maintenance benefit (table 1). These programs provide 
over $10 billion in benefits (table 3). However, a consideration of the income 


‘This estimate assumes that the effective tax rate for the aged for the taxes named was 
only about 17 percent in 1958. This compares with Musgrave’s estimate for all taxes of 
29 to 33 percent for spending units of all income classes in 1954, and 23 to 27 percent for 
spending units under $2,000. Since a substantial amount of income of the aged is not 
taxable by the Federal income tax, the effective tax rate for the a is certainly lower 
than that for the entire population or a comparable income group. rom Musgrave’s esti- 
mates it was assumed that all State and local taxes on the aged amounted to about 10 per- 
cent of income or $3 billion. Federl income taxes were estimated at about $2 billion. No 
estimate was made by Federal taxes other than income taxes. This might have increased 
the effective rate by an additional 10 percent or $3 billion. Richard A. Musgrave, “The 
lnucidence of the Tax Structure and Its Effects on Consumption,” in “Federal Tax Policy 
for Keonomic Growth and Stability,” 84th Cong., Ist sess., Nov. 9, 1955, pp. 96-113, 
especially p. 98. 

*This is a rough estimate made by the author after reviewing the present income dis- 
tribution of the aged. The estimate depends on the level of health and decency selected. 
As a starting point, the author would suggest a minimum money income for each aged 
Person of at least $1,200 a year. 
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maintenance policies relating to the aged involves four very different kinds of 
welfare programs : 
1. Social insurance—Old Age and Survivors Disability Insurance 
(OASDI). 
2. Social assistance—Old Age Assistance (OAA). 
3. Private retirement plans. 
4. Fiscal welfare subsidies through the tax laws.’ 


There are presently wide variations in the income of aged persons. About 
three-fifths of all persons age 65 and over had less than $1,000 in money income 
in 1957, and another one-fifth received $1,000 to $2,000. Nearly one-half of all 
aged couples without relatives in the household had money incomes under $2,000 
in 1956.‘ Many of the wealthiest, and a very large proportion of the low-income 
recipients in the country, will be found among. the aged.’ Substantial sources 
of income to the aged are nontaxable under the Federal income tax.’ Most aged 
persons do not pay any income tax.’ Retirement plans, both public and private, 
have a bearing on earnings, income levels, employment, investments, consumption 
levels, and Federal and State expenditures and tax revenues. 

Under present policies, the Federal Treasury, through Federal grants to the 
States for public assistance to needy persons, helps the most indigent aged 
and, on the other hand, through tax provisions such as the double exemption, 
and the retirement income credit helps the more well-to-do." But for the 
aged with very modest incomes, say a couple with $1,200 a year or less, who 
are neither receiving assistance nor insurance benefits, the Federal Treasury 
gives no direct or indirect help. Various tax provisions, such as the maximum 
deduction for medical expenses up to $30,000 for an aged couple who are also 
disabled, and tax deferment of unlimited employer contributions for executive 
pensions, are favorable for higher income persons. At the same time, there are 
marked inadequacies in existing public old-age assistance and old-age insurance 
programs, particularly with respect to low-income recipients. 

The Commissioner of Social Security, William L. Mitchell, recently referred to 
the payments in public assistance “many of which in many States represent little 
more than slow starvation.”*® According to estimates made by the Social 
Security Administration, assistance payments for recipients of old-age assistance 
in December 1958 fell about $400 million a year below the amount necessary to 
maintain reasonable health and decency. This figure would be substantially 
higher, of course, if it included estimates for additional needy persons who 
would become eligible for aid if assistance were to meet 100 percent of need 
under more nearly adequate standards.” 

The tax and benefit policies and programs for the aged have evolved on a 
piecemeal basis over the past 25 years. There undoubtedly was some justification 
for each part of the whole as each part was enacted. But the whole has gaps 
and inconsistencies from a social and a fiscal point of view and from the point 
of view of the overall welfare of the aged. 


® For the concept of fiscal welfare I am indebted to my colleague, Richard M. Titmuss, 
who has elaborated on it for Great Britain in his “Essays on the Welfare State,” Yale 
University Press, 1959. Titbuss points out that since the introduction of the income tax 
there has been a remarkable development of social policy operating through the medium of 
the fiscal system (p. 45). 

*Lenore A. Epstein, “Money Income of Aged Persons: A 10-Year Review, 1948 to 1958,” 
Social Security Bulletin, June 1959, pp. 9 and 11. 

5 There were 268 income tax returns in 1956 with adjusted gross income in the year of 
$1 million or more. Of this number 110 or 40 percent were returns with an exemption 
for age 65 and over. “Statistics of Income, Individual Income Tax Returns for 1956,” 
U.S. Treasury Department, Internal Revenue Service, 1958, p. 8. In 1954, according to 
the Survey of Consumer Finances, of all spending units with incomes of $2,000 or less in 
the year, 31 percent of the heads of urban families were age 65 and over. For rural 
families the proportion was 23 percent; for single persons in urban areas the proportion 
was 62 percent. “Characteristics of the Low-Income Population and Related Federal 
as Joint Committee on the Economic Report, Government Printing Office, 1955, 
p. 26. 

6 See discussion in text of estimates in table 3. 

7 There were only 3,123,000 exemptions for age on taxable returns in 1956. “Individual 
Income Tax Returns for 1956,” p. 8 


* 


®*The term “double exemption” will be used to refer to the provision in the tax law 
which gives an aged person a $1,200 personal exemption instead of the $600 personal 
exemption given persons under age 65. The term “retirement income credit” refers to the 
tax credit of 20 percent on retirement income up to $1,200 a year, or $240. 

*W. L. Mitchell, “Social Security in Perspective,” address to American Public Welfare 
Association, Northeastern Region Meeting, Atlantic City, Sept. 10, 1959 (mimeo), 

© Mr. Mitchell pesesete figures showing the annual deficit for old-age assistance and aid 
to dependent children combined were $1 billion in 1958. Separate figures for old-age 
assistance were obtained by inquiry from the staff of the Social Security Administration. 
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Many new developments are on the horizon with respect to retirement planning 
for the aged. The number and the income of the aged will continue to increase. 
There are many areas in which adequate information about the income and tax 
status of the aged is not available. This information is vitally needed as the 
basis for developing an intelligent, consistent, and socially desirable set of 
national policies for the aged in the future. A comprehensive and objective re- 
view of the income, tax, asset, employment, saving, benefit, and consumption 
status of the aged should be undertaken. Such an overall study should not 
prevent making specific changes in tax and benefit provisions in existing laws 
when the need is clear and convincing. However, consideration should be 
given to interrelationships and the most effective methods of aiding the aged 
currently and in the long run. 

In the past certain provisions of the tax laws probably have been enacted 
because of the gaps in private and public benefit programs. Before extending 
the tax laws further as an indirect method of assisting the aged, consideration 
should be given to direct methods of achieving these goals in a more equitable 
and socially desirable manner. 

It is the purpose of this paper, therefore, to highlight some of the broader 
public policy issues which should be considered. 

Before considering some general policy issues, it is important to be familiar 
with the available information as to the number of aged persons receiving income 
from employment or public income-maintenance programs. These two areas 
provide income to the bulk of the aged. Table 1 presents the latest available 
figures for December 1958. The table indicates that an overwhelming propor- 
tion of the aged are receiving some funds from public income-maintenance 
programs. The proportion of the aged receiving some income from social insur- 
ance and related programs will continue to increase as the programs mature. 

Significant changes have occurred in the past 25 years in the institutional 
arrangements, public and private, affecting the amount and distribution of the 
income of the aged. In large part these changes are the result of a number of 
separate programs and policies established by the Congress from time to time 
in the Social Security Act, the income-tax laws, veterans legislation, railroad 
retirement, and various retirement systems established for public employees, and 
the military service. 

No intensive overall study has been made, however, evaluating how all of 
these tax and benefit provisions relating to the aged affect the incomes and levels 
of living of the aged and their impact on governmental revenues, present and 
propsective. There are pending in Congress a number of far-reaching proposals 
affecting the income and tax status of the aged. A comprehensive review of the 
factors affecting the present and future income of the aged thus seems desirable 
before making piecemeal decisions on various proposals affecting the aged. 


II. SOCIAL POLICY ISSUES INVOLVED IN REVIEWING TAX AND BENEFIT PROGRAMS 
RELATED TO THE AGED 


Changing or continuing existing provisions of the tax laws relating to the 
aged has an important bearing on the income and welfare of the aged. Not 
only are a substantial proportion of the aged in the low-income groups but 
about one-third of the aggregate income of the aged is derived from public 
income-maintenance programs. 

Policy decisions as to the goals for improving the tax and income status of 
the aged while at the same time preserving other desirable objectives involve 
the interaction of a number of different Federal program provisions. It is 
dificult to make a sound determination about a specific single provision or pro- 
posal without relating it to some other provisions or proposals. In the past, 
specific policies and provisions affecting the aged have been adopted without 
adequate consideration of the overall, long-run relationships to a total public 
policy for the aged. 

The interrelationships involved may be pointed up by listing some of the pro- 
grams and provisions in which the Congress has legislative responsibility. 

At least nine major provisions of the tax laws are involved : 

1. The double exemption for the aged; 

2. The retirement income credit ; 

3. The medical expense waiver for the aged ; 
4. The exclusion of social security and other benefits from gross income; 
5. The taxability of employee contributions to retirement funds; 
6. The taxability of employee contributions to health insurance; 
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7. The tax deferment of employer contributions to retirement funds; 
8. The nontaxability of employer contributions to health insurance ; and 
9. The present and future tax status of contributions of the self-em-. 
ployed for such purposes. 
In addition, at least seven major policy questions are involved in the tax 
benefits provisions of old age, survivors and disability insurance: 
1. The level and sharing of contributions as between employers and 
employees ; 
2. The level of benefits ; 
3. The status of the retired aged who are uninsured ; 
4. The possibility of Government contributions to the system ; 
5. The retirement test ; 
6. Eligibility age for the types of benefits, and 
7. Hospital insurance and related health insurance benefits for aged 
beneficiaries. 


Finally, at least three major policy questions are involved in old-age assist- 
ance for needy persons: 


1. The amount and share of the Federal and State financial participa- 
tion ; 


2. The scope of Federal participation in relation to needy persons not 
now covered by existing categories; 
3. The probable future extent of public assistance in meeting need, par- 
ticularly in view of the growing need of the aged for medical care. 
Before reviewing specific provisions of tax laws, it is necessary to determine 
the broad objectives of governmental policy with respect to the aged. 
Undoubtedly, different individuals and groups will interpret and emphasize 
the objectives of public policy somewhat differently. Governmental policies 
in both benefit and tax programs, particularly since 1935, have consciously 
aimed to achieve the following six objectives in the long run with respect to the 
welfare of the aged : 
1. Increase the income of the aged both in absolute and relative terms ; 
2. Provide such income to the aged as far as possible on an insurance 
rather than on an assistance basis; 


3. Reduce the burden on relatives, charity, and general revenues, of 
caring for the aged; 


4. Provide a basic underpinning for the aged through assistance on a need 
test basis; 

5. Recognize the special medical care needs of the aged; and 

6. Encourage the distribution of the costs of providing retirement bene- 
fits and medical care to the aged over an individual’s working lifetime. 

In evaluating these objectives, consideration must also be given to the objectives 
of tax reform. One statement of this goal by the chairman of the House Com- 
mittee on Ways and Means is that “the immediate objective of income tax reform 
is reduction in tax rates without sacrificing revenues required for responsible 
financing of Government. At the same time, tax reform must seek, among other 
things: (1) a tax climate more favorable to economic growth; (2) greater 
equity through closer adherence to the principle that equal incomes should bear 
equal tax liabilities; (8) assurance that the degree of progression in the distribu- 
tion of tax burdens accord as closely as possible with widely held standards of 
fairness; (4) an overall tax system which contributes significantly to maintaining 
stability in the general price level and a stable and high rate of use of human 
and material resources; (5) a tax system which interferes as little as possible 
with the operation of the free market mechanism in directing resources into 
their most productive uses; and (6) greater ease of compliance and admin- 
istration. 

According to the chairman of the committee, the present income tax system is 
criticized as failing to achieve these objectives. To a substantial extent, he 
stated, this criticism is directed against provisions enacted over a long period in 
the past, many of them during the early years of World War II, to meet specific 
problems arising at the time. These provisions result in significant differentials 
in tax treatment among taxpayers depending on the source of their income or 
the circumstances under which they receive it. In addition, these provisions 
have resulted in significant erosion of the tax base, requiring higher tax rates 
than would otherwise be necessary for responsible financing of Government. 
The major problem of constructive tax reform is to determine, in view of these 
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consequences, whether these provisions continue to serve the public interest 
under today’s conditions.” 

In considering the continuation or modification of existing provisions of the 
income tax laws relating to the aged, « number of particular criteria should be 
reviewed such as: 

1. Increase taxable income as a whole as part of an overall plan to reduce 
rates (and/or increase exemptions) which benefit the aged; 
2. Decrease the tax on the aged with low or moderate incomes ; 
. Encourage individual thrift; 
4. Increase the total volume of savings ; 
5. Encourage or discourage retirement ; 
. Encourage or discourage employment of the aged ; 
7. Effectuate a redistribution of incoine from the middle and upper income 
aged to the lowest income aged persons ; 
8. Encourage provision for medical care of the aged throufh insurance 
arrangements; 
9. Reduce the long-run cost to general revenues of programs and provisions 
for the aged ; and 
10. Some combinations or modifications of the foregoing. 

Some of these criteria are in conflict; some are highly controversial. But it 
is clear, from the mere listing of criteria, that social policy inevitably plays a 
large role in evaluating changes in existing tax programs. While present tax 
provisions have certain gaps and inconsistencies, a rational and, at the same 
time, a realistic policy limited solely to tax changes cannot in the short run 
improve the income and welfare of many of the aged significantly. Hence, 
another approach to be employed would be to consider changes in various pro- 
grams such as OASDI and publie assistance or such changes combined with 
changes in the tax laws—with the objective of improving the income and welfare 
of the aged. Such an approach might have embodied in it some of the elements 
noted in the list of criteria. 

But, before considering changes in present provisions, it is appropriate to deter- 
mine the extent of the Federal Government’s present contribution to the aged. 


Ill THE PRESENT CONTRIBUTION OF THE FEDERAL TREASURY TO THE AGED 


In the past 10 to 20 years there has been “a remarkable development of social 
policy operating through the fiscal system.” The tax laws have become a system 
of “fiseal welfare” benefits for the aged only second to the extensive system of 
social welfare benefits. 

The Federal Treasury makes a direct and indirect contribution of at least 
$2 billion a year to the aged at the present time and the amount might well be 
closer to $3 billion a year if estimates were available for all tax and benefit 
provisions affecting the aged, including the deferred taxation of employer con- 
tributions to retirement programs. The following items have been included in the 
overall total estimate : 

A. The double exemption for the aged involves a revenue loss annually of about 
$600 million; * the retirement income credit involves a loss in the neighborhood 
of $100 million ;** the special medical expense waiver for the aged (waiver of 


11 Committee on Ways and Means, House of Representatives, press release, May 18, 1959. 

2% Joseph Pechman in 1957 estimated that the double exemption for the aged and the 
blind resulted in a loss of $2 billion in taxable income or $500 million in loss of tax yield 
based on 1956 income. This assumes an effective tax rate of 25 percent on the income 
if it had been taxable. See Joseph Pechman, “Erosion of the Individual Income Tax,” 
National Tax Journal, March 1957, p. 24. In view of the fact that later data for 1956 
showed that there were 3.1 million exemptions for age on taxable returns and another 
8.2 million such exemptions for nontaxable returns, these exemptions would result in an 
aggregate loss in taxable income of $3.7 billion. Other individuals did not need to file 
a return because of the double exemption. If an effective rate of only 15 percent is applied 
to this aggregate, the tax loss would be about $555 million; at a 20-percent tax rate, the 
tax loss would be $740 million. It appears, therefore, that the estimated tax loss of $600 
million probably is on the conservative side. 

13 The tax loss from the retirement income credit in 1956 was $95 million. There were 
447,000 taxable returns with $71 million claimed as a tax credit for retirement income 
plus 213,000 nontaxable returns with $24 million of such tax credits. ‘Individual Income 
Tax Returns for 1956,” p. 25. The tax loss in 1957 was $103 million. “The Federal 
Revenue System: Facts and Problems,” Joint Economic Committee, 1959, p. 188. If 
allowance ig made for the increase in the number of aged as well as the increase in retire- 
ment income, it is probable that the loss in 1958 approximated $110 million. 
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the 3-percent rule)“ involves a loss of perhaps about $50 million.” Thus, these 
three special provisions involved about three-quarters of a billion dollars in lost 
revenue in 1958. 

B. The General Treasury also provides about $1 billion annually directly to the 
States for old-age assistance to about 2.4 million needy aged persons, representing 
about 15.6 percent of the aged population. State and local governments algo 
contribute about $800 million additional.“ Other programs such as the Hill- 
Burton hospital construction program in effect provide Federal funds for hospital 
beds used by aged persons. 

C. Four other general provisions of the tax laws are specially favorable for 
the aged and involve a substantial loss in current revenues: 

1. Social security, railroad retirement, and veterans’ benefits are not 
reportable as “income”. These sources of income were about $8 billion in 
1958. 

2. Contributions by an employer to retirement pensions are not taxable 
at the time paid but, in general, the benefits are taxable to the employee for 
that portion not paid by the employee. This gives the employee the advan- 
tage of paying the tax when he is usually in a lower income bracket. In 
1957, employers contributed about $3.9 billion to these plans. The loss of 
revenues from this provision is probably at least $500 million annually 
and may well be in the neighborhood of $1 billion.” 

3. Contributions by an employer for health insurance are not taxable 
nor is the “income” taxable to an individual in the form of medical bills 
paid. The loss of revenue from this provision is presently small but is 
increasing.” 

4. Contributions to the support of charitable, religious, medical, research 
and similar activities are not taxable within certain limits. Some of these 
activities relate to the welfare of the aged. In 1955, individuals and cor- 
porations contributed $5.9 billion for religious and philanthropic purposes.” 
But no overall estimate of the amount of such contributions for the aged is 
available. From general observation it would appear that voluntary con- 
tributions for such activities for aged persons have been increasing in recent 
years as interest in the problems of a growing aged population has in- 
creased.” 

These various provisions thus raise the question as to the sources, size, and 
distribution of the income of the aged in relation to existing and proposed tax 
and benefit provisions. Since the sources, distribution, and relative size of the 
income of the aged differ markedly from other groups in the economy, it is desir- 
able to discover how these factors may have a bearing on changes in tax or 
benefit provisions. 


4 Persons under age 65 may deduct medical expenses in excess of 8 percent of adjusted 
gross income. For the aged the 3-percent rule is waived. For all taxpayers, the deduction 
is limited to $5,000 if the taxpayer is single or $10,000 if he is head of the household. 

15 The entire medical care deduction for the aged is estimated at $100 million. Fred R. 
Brown, Governmental Expenditures and Other Public Financial Support for Personal Medi- 
eal Care of Persons Aged 65 and over, 1955-56. Research and Statistics Note No. 3, 
1958, U.S. Department of Health, Education, and Welfare, Social Security Administration, 
Division of Program Research, Feb. 4, 1958, p. 7. 

16 Source of Funds Expended for Public Assistance Payments, Fiscal Year Dnded June 30, 
1958, Social Security Administration, Department of Health, Education, and Welfare, 
Nov. 24, 1958, table 1. 


47 See table 3. Payments to public employees and for public assistance are not included 
in the $8 billion total. 

18 Total contributions to private pension plans and deferred profit-sharing plans in 1957 
were $4,580 million of which $3.9 billion came from employers and $680 million from 
employees. Alfred M. Skolnik and Joseph Zisman, “Growth in Bmployee-Benefit Plans, 
1954—57,” Social Security Bulletin, March 1959, p. 12. Benefit payments were $1,150 mil- 
lion. Ibid., p. 10. It is difficult to compute the tax loss on the deferral of the tax on 
employer contributions since this involves speculation as to how the income would be 
distributed if such employer contributions were currently taxable. In addition, tax de 
ferral on the interest earned on contributions must be taken into account which in 1957 
was about $1 billion. These totals do not include employer contributions to retirement 
plans for public employees, Federal, State, or local. 

1 Loss of tax revenue due to employer contributions to health plans is estimated at 
$500 million of -which $20 million is for persons age 65 and over. 

* Thomas Karter, ‘Voluntary Agenc penditures for Health and Welfare From Philan- 
thropie Contributions, 1930—55,” Social Security Bulletin, February 1958. 

21 Approximately $665 million was contributed by rer for health and medical 
care in the fiscal year 1958 according to the Social Security ministration. This does 


not include philanthropic contributions for construction of medical care facilities or nurs 
ing homes for the aged. 
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IV. SOURCES AND AMOUNT OF INCOME OF THE AGED IN 1958 


Available information on the income of the aged is subject to a margin of error, 
as is income information for various age or income groups. With the tremen- 
dous recent changes in retirement plans, significant changes in income can occur 
over a few years. Since a large and growing proportion of the income of the 
aged is received from governmental sources and a substantial part of earnings 
of the aged is reported to the OASDI program, it is increasingly possible to 
develop better estimates of the income of the aged. As a result of the forth- 
coming census of 1960, it should be possible to make better estimates. 

The total money income of the aged in 1958 was about $25 billion to $30 billion. 
This total, however, does not include withdrawals from assets, payments for 
medical care by other persons or agencies, or nonmoney income. 

Table 3 presents the best estimates the author has been able to put together 
on the sources and amount of income of the aged. The amounts for “employ- 
ment” and “other” have been estimated from available data. 

From this table it can be observed that, assuming the total income of the aged 
was about $30 billion in 1958, about 40 percent of the aggregate came from income- 
maintenance programs, public and private. About a third came from employ- 
ment and between 25 and 30 percent from other sources. 

Most of the $10.7 billion in income from public income-maintenance programs 
is not reportable as income for income-tax purposes. (Some of the income from 
retirement plans for public employees is reportable and taxable.) Roughly, then, 
about one-third of the income of the aged is not counted as gross income under 
the income-tax laws. About two-thirds probably falls within the existing concept 
of “adjusted gross income.” 

From data derived from the individual income-tax returns in 1956, it appears 
that about $17.7 billion was reported as adjusted gross income on taxable returns 
and about $3.4 billion on nontaxable returns (table 2). However, about $2.9 bil- 
lion is estimated as income of spouses under age 65. If about $18 billion to $20 
billion actually was reported as adjusted gross income in 1956 and about $10 bil- 
lion was not reportable as income, the estimate of $30 billion of total income for 
1958 seems reasonable, and, taking into account the very real possibility of under- 
reporting and nonreporting of income, the total may possibly be a bit conservative. 

Available data does not disclose the total amount of Federal income taxes paid 
by the aged. Nor is it easy to derive a satisfactory estimate from available 
data.” Taking into account the special tax exemptions and deductions for the 
aged, the best guess that the author has been able to make is that around $2 bil- 
lion was paid in Federal income taxes for the year 1956. This does not include 
social security taxes levied directly on aged persons of about $175 million. The 
total of Federal income taxes paid by the aged appears to be about only 7 percent 
of their aggregate income.” 

Much more needs to be known about the tax and income status of the aged, 
including the distribution of income among the aged. The Internal Revenue 
Service should tabulate the income tax returns for 1959 in much more detail 


“Estimates of the amount of taxes paid by aged persons in 1950 in various income 
classes is available in the “Study of Consumer expenditures, Incomes, and Savings, 1950,” 
vol. XVIII, p. 26, Wharton School of Finance and Commerce, 1956. 

* Taxable earnings in 1957 were estimated by the Bureau of Old-Age and Survivors 
Insurance of the Social Security Administration at $7.1 billion. This was composed of 
$5.7 billion of taxable wages and salaries and $1.4 billion of taxable self-employment 
earnings. The employee social security tax was about $128 million and the self-employed 
tax was about $47 million for a total of $175 million. This excludes the employer con- 
tribution for social security and unemployment insurance. 

*Income tax for all Federal income tax returns irs ective of age) was slightly in 
excess of 12 apy of adjusted gross incomes in 1956. “Individual Income Tax Returns 
for 1956,” p. 3. Musgrave estimates the effective Federal income tax rates for all spending 
units in 1954 as 10.7 percent. “Federal Tax Policy for Economic Growth and Stability,” 
1955, p: 98. The author’s estimate of 7 percent as the tax upon the aged for 1956 seems 
consistent with these other estimates and the special tax status of the aged. An estimate 
of the income tax liability of the aged in Great Britain in 1954 indicates that it was equiva- 
lent to about 9 percent of the ss income of the aged. Brian Abel-Smith, “The Cost of 
the Support of the Aged in the United Kingdom,” in “Aging and Social Health in the United 
States and Europe, International Association of Gerontology, Division of Gerontolo y, the 
University of Michigan,” 1959, p. 16. It appears that Abel-Smith’s estimates do not include 


national insurance contributions under the British social insurance system. For some 
comparative data on the distribution of incomes in Great Britain and the United States see 
Harold Laeet and John B. Lansing, “A Comparison of the Distribution of Personal Income 


and Wealth in the United States and G B in,” 
1s00, se abr sa reat Britain,” American Economic Review, March 
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for the aged. This will make it possible to compare the tax data with the 
data collected by the census in 1960 with respect to 1959 incomes. There ig 
considerable question about the extent and significance of the distribution of 
income among the aged. Any sound, longrun reevaluation of policies affecti 
the aged requires much more detailed and accurate information on distribution 
than we have today. 

V. STATE TAXATION OF THE AGED 


Thirty-five jurisdictions levy personal income taxes. In 17 of these some 
additional deduction is allowed for aged persons (Alaska, Colorado, Delaware, 
District of Columbia, Georgia, Hawaii, Idaho, Kansas, Kentucky, Maryland, 
Minnesota, Montana, New York, North Dakota, Oregon, Vermont, and Virginia). 
Although the “double exemption” is the more frequent pattern, a few jurisdic. 
tions have variations on this theme. In the District of Columbia personal 
income tax, Congress has provided for a basic exemption of $1,000 for a single 
person and $1,500 for an aged person. Virginia has a $1,000 basic exemption 
for a single person and $600 for an aged person. Three States (Kentusky, 
Minnesota, and Oregon) provide for tax credits instead of exemptions.” 

Any analysis of the implications of Federal tax policy with respect to the 
aged is not complete without full knowledge of State and local taxes. No 
systematic examination of State and local taxes affecting the aged, however, 
is currently available. 

Of the States with income tax laws, it is interesting that nine States permit 
social security contributions to be deducted from the amount of the income that 
is subject to tax. They are: Alabama, Delaware, Hawaii, Iowa, Kansas, Lou- 
isiana, Massachusetts, Missouri, and Wisconsin. 

In Massachusetts, contributions are deductible but benefits are taxable. This 
is the only State which appears to follow this policy, which may be said to 
be the opposite of the policy in the Federal income tax. 


VI. HOW DO PRESENT TAXES AFFECT THE AGED? 


Another of the important areas for policy consideration in which information 
is not available is the total impact of Federal, State, and local taxes on the 
aged. Since such a large proportion of the aged have low incomes, it is im- 
portant to know the effect of particular and of all taxes on this group. 

A very large proportion of aged couples, and aged individuals, for example, 
have incomes under $2,000 a year. Available estimates indicate that the inci- 
dence of taxes on all spending units in the income group under $2,000 is between 
20 to 27 percent, depending upon the assumptions used.” While the aged have 
some advantages with respect to their tax status, and the kinds of income (and 
assets) they actually have, yet we do not know the total impact of taxes on 
the aged in comparison with income classes for groups under age 65. Nor do 
we know the differential impact upon different groups of aged: the employed, 
those living primarily on investment income or pension income, and those living 
off assets, and by income groups of the aged. The tendency to think of the 
aged as a homogeneous group often makes policies and provisions for the aged 
unrealistic. 

There are important differences (and some similarities) in the amount and 
distribution of consumer expenditures for the aged as compared with other 
age groups in the population.” Some of the differences are explainable in 
terms of family size and the kinds of expenditures necessary at different stages 
of the life cycle. This requires further attention in relation to changes in assets 
and liabilities. 

A careful study of both incomes, expenditures, assets, liabilities and net worth 
of the aged is necessary since certain types of real income to the aged are not 
customarily reported as income in various statistical surveys. The most im- 
portant of these is probably withdrawals from assets, which probably is especially 


2% J. K. Lasser’s “Your Income Tax,” 1960 ed., Simon and Shuster, 1959, p. 118; and 
“State Taxes,” in Changing Times, the Kiplinger magazine, October 1959, pp. 42-47. 

% See Richard A. Musgrave, ‘““The Incidence of the Tax Structure and Its BDiffects on 
Consumption,” in “Federal Tax Policy for Economic Growth and Stability,” 84th Cong., 1st 
sess., Nov. 9, 1955, pp. 96-113, especially p. 98. 

See “Life Study of Consumer Expenditures,” Time, Inc., 1957, pp. 27, 29, 30 and 82. 


See also Sidney Goldstein, “Consumer Patterns of Aged Spending Units,” Journal of 


Gerontology, July 1959, pp. 328-333. 
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significant for understanding the welfare of the aged. However, capital gains 
and contributions from relatives probably also need to be considered since they 
may be underreported. 

The $30 billion total money income of the aged represented about 6 percent of 
the gross national product in 1958. If, during the next decade, the relative share 
of the aged increases to 7 or 8 percent and the gross national product to $750 
billion, the total money income of the aged will be in the neighborhood of $50 
to $60 billion. Present and future tax policies with respect to the aged must 
be postulated on the likelihood of this type of increase. The implications of 
this possibility require careful consideration of existing and proposed policies. 


VII. EMERGING HEALTH NEEDS OF THE AGED: A PRIORITY NEED? 


One of the most important areas affecting the income, welfare and taxes of 
the aged concerns medical care. The importance of medical care costs to the 
aged is recognized by three provisions of existing Federal laws: 

1. The special medical care waiver of the 3 percent rule for the aged; 

2. The nontaxability of health insurance contributions by employers and 
the resulting benefits ; 

3. Medical care costs for old-age assistance recipients financed in part by 
Federal funds. 

Two obervations are relevant in this connection: existing provisions are not 
adequately dealing with the health needs of the aged; and existing public assist- 
ance provisions will result in an increasing amount of subsidy from general 
revenues for medical care of the aged. 

Before any further liberalizations are made in existing tax laws affecting the 
aged, the longrun health needs on the aged should be carefully assessed. 

The total loss of revenues from the medical care deductions (for persons of 
all ages) was $1.1 billion in 1956. About $600 million of this was for medical 
care deductions in individual returns. Savings to employers for contributions 
made to health plans accounted for about $500 million. The combined total for 
persons age 65 and over was $120 million of which $100 million was for individual 
deductions and $20 million for employers.” These amounts have increased sub- 
stantially since 1956 and probably approximate $1.5 billion at the present time. 
It is likely that the total will exceed $2 billion annually within the coming 
decade. 

Medical care payments in public assistance in 1958 are estimated at $400 mil- 
lion of which $300 million is for direct payments to suppliers of medical serv- 
ices. About one-half of this latter total—$150 million—is for medical services 
to aged assistance recipients. According to the best estimates I have been able 
to make, if all States were participating fully and providing reasonably adequate 
medical services at the present time, about $300 million more per year would 
be expended just for old-age assistance. 

Assuming that hospital costs will continue to rise only about 5 percent a year— 
a very conservative estimate—and that OASDI benefits were to remain at their 
present level relative to wages and prices, within 10 years medical expenditures 
in public assistance might reach—or exceed—$1 billion annually. Of this 
amount, a substantial share will come from Federal funds. 

These totals do not include some $500 million now being spent for hospital 
care by Federal, State, or local governments. 

All of these expenditures will continue to increase as the aged population of 
the Nation increases and the demand for medical care by the aged increases. 
The Federal and State budgets in the future will be carrying a sizable and in- 
creasing financial burden for medical care costs for aged persons. Voluntary 
health insurance does not adequately cover the medical needs of aged persons; 
it fails to cover many low-income aged persons; and is not likely to cover all or 
most low-income aged persons in the foreseeable future. Hence, some new ar- 
rangements may have to be developed to meet the health needs of aged persons. 


VUI. MAJOR FEATURES OF A PROPOSAL TO IMPROVE THE INCOME AND WELFARE 
OF THE AGED 


The considerations advanced in this paper indicate the need for the formu- 
lation of a comprehensive program to improve the status of the aged in which 
tax provisions would be included. The major features of a tentative proposal 
along these lines are as follows: 


* Brown, previously cited. 
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1. Improvements in the contributory wage-related benefits and the adop- 
tion of financing provisions to pay for such improvements ; 
































2. Extension of contributory coverage to all employments administrs. By ad 
tively feasible ; public as 
38. Addition of hospital insurance and related health insurance benefits The b 
to OASDI beneficiaries and purchase of such protection for other age BY leng' 
persons who are not beneficiaries. with 10 
4. Modification of the fiscal and investment practices of the OASDI trust > Ye@™ 
fund as recommended by the Advisory Council on Social Security Financing: j, Modi 
5. Revision of the Federal-State public assistance provisions by broadening The ¢ 
coverage to include all needy persons and providing for an overall equaliza- rity | 
tion formula based upon Federal grants which possibly might eventually S ca 
provide 50 percent to the State with per capita income equal to the national oy 
average. by the | 
6. Repeal or modification of the double exemption for the aged in the § 5. Mod 
income tax and the medical expense waiver. In li 
There are, of course, a number of possible alternatives and variations in details § above, 
in any such overall program. The following discussion touches on some of the & assista 
major elements under each of the six points. on an 
1. Improving the contributory, wage-related program oe 
Some of the improvements in the OASDI program might be the following: 4 
The benefit formula in the contributory, wage-related program could be modi- with tl 
fied to provide an average benefit of $100 a month (at 1959 prices). The mini- It w 
mum monthly benefit for insured persons could be raised to $35 or $40. The formu) 
eventual maximum individual benefit could be raised primarily by raising the cient t 
maximum wage base, thus assuring a spread in the wage-related, contributory 
benefit. 6. Rey 
Widows have the very lowest income among all beneficiaries. Logically, they ta 
should receive 100 percent of the primary benefit amount (as does a single If I 
retired worker) instead of the 75 percent they receive as at present. An increase OASD 
to 100 percent, however, might cost somewhat more than one-half percent of pay- fying 
roll. Hence, it might be necessary to increase this amount in two or three same 
steps. An initial increase could be to 80 or 85 percent. revel 
The retirement test could be slightly liberalized to change the units from $80 reduce 
to $125 (or some other appropriate unit). prote: 
Two changes should be considered with respect to disability insurance benefits. The 
1. Repealing the present limitation paying benefits beginning only at in th 
age 50. suran 
2. Paying the cost of rehabilitating disabled persons from the disability be th 





account in the trust fund. 
Both changes would not only help disabled people but would aid the general 
taxpayer by reducing some of the general revenue financing costs. Many dis- 























abled persons now have to apply for public assistance or vocational rehabilitation, Ou 
or both. Both programs are financed from general revenues and the Federal conti 
Government is paying about 60 percent of the total cost of each program. Both withi 
programs are limited at the present time, in part, by lack of funds. Many addi- billic 
tional disabled persons could be rehabilitated by providing that the disability Sequi 
account would pay for their rehabilitation which would also save the systel of ot 
funds in the long run as these persons returned to work. oo 
2. Extension of coverage to de 

Coverage would be extended to all major types of employments not now bene 
covered.” In addition, the eligibility conditions of the program could be liberal- Ni 
ized so that individuals retiring in the near future could be eligible with fewer to pi 
quarters of coverage than required by present law. But 
8. Adding hospital insurance benefits effec 

Hospital insurance benefits could be provided. able 

Hospital benefits could be provided to aged persons (above the age of 75, 72, men 
or 70) and also to widows and orphans, and possibly also to the disabled. - 

If coverage is actually extended to all major types of employment, it might be appro ye 
priate to review the issues involved in achieving universal coverage of all retired 4 I 
However, the complex questions involved in determining how to finance the costs of such & OAS 





program and its impact on the contributory, wage-related system make it highly desirable 
in view of the past controversy over previous proposals that it be undertaken under objec- 
tive auspices. For some of the considerations involved see Robert M. Ball, “Pensions {0 
the United States,” a study prepared for the Joint Committee on the Beonomic Report by 
the National Planning Association, 82d Cong., 2d sess., 1952, pp. 64-70. 
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By adding hospital insurance benefits, the long-term costs for medical care to 
public assistance recipients can be minimized. 

The basic duration of benefits initially could be 30, 45 or 60 days and extended 
by length of time the insured had contributed to the system so that a person 
with 10 years of contributions would receive 90 days of hospitalization and with 
% years of contributions could receive 180 days of hospitalization in a year. 


}. Modification of investment practices 

The adoption of the recommendations of the Advisory Council on Social Se 
curity Financing would increase the interest yield at the present time to the 
program on the trust fund. A bill along these lines has already been introduced 
by the chairman of the Committee on Ways and Means, Mr. Wilbur D. Mills. 


5, Modification of public assistance 

In line with the modifications and extensions of the OASDI program noted 
above, the public assistance program could be revised so that for all public 
assistance (including general assistance) the Federal Government would share 
on an Overall equalization formula basis which in the course of time would be 
based on Federal grants of 50 percent to the State with per capita income equal 
to the national average, with a range of about 33% to 40 percent for the State 
with the highest per capita income to about 6624 to 80 percent for the State 
with the lowest per capita income. 

It would be desirable to have a transitional formula as a bridge from the 
formula in the present law to the new formula in order to give the States suffi- 
cient time to make financial and program adjustments. 


6. Repeal or modification of the double exemption for the aged in the income 
tax and the medical expense waiver 

If hospital insurance coverage is purchased for aged persons who are not 
OASDI beneficiaries, this cost could be borne out of general revenues. By modi- 
fying or repealing the double exemption for the aged in the income tax at the 
same time, these two actions could result in no net increase in costs to general 
revenues and most likely an eventual decrease. At the same time, it would 
reduce long-run costs for old-age assistance and provide more of the aged with 
protection as a matter of right rather than on a needs-test basis. 

The waiver of the 3-percent rule for medical expense should be reexamined 
in this connection. If all aged persons are covered by some basic health in- 
surance protection, then the medical expense provision in the income tax could 
be the same for the aged as for those now under age 65. 


Ix. CONCLUDING OBSERVATIONS 


Our gross national product is increasing and there is every indication it will 
continue to grow in the immediate years ahead. There is strong evidence that 
within the next 10 years the gross national product will be in excess of $750 
billion and that real family income will be much higher than it is today. Con- 
sequently, we must readjust our sights to the steady growth and expansion 
of our economy. We can afford to improve our social welfare programs for the 
aged if we plan our welfare and tax programs in a setting of increasing ability 
to pay for necessary and desirable improvements.” We should, therefore, seek 
to develop a comprehensive policy and consistent set of provisions relating to 
benefits and taxation of the aged. 

Naturally, there are financial considerations and limits at any given time 
to program changes. There are the all-important factors of method and timing. 
But OASDI as a contributory social insurance system has demonstrated its 
effectiveness and, as wages, productivity, and earnings increase, we should be 
able to make as a central focus of our national policy the revision and improve- 
ment of the program in harmony with the Nation’s increasing ability to pay. 

A long-range financing plan is necessary, and this is one of the strengths of 
the OASDI program. Moreover, by relating the contributions and benefits to 
earnings, the system receives increased income as earnings increase. In addition, 
employees have indicated their willingness to increase their contributions to the 
OASDI system for essential improvements. 


For a more detailed explanation of how we may be able to afford paying for improved 
social welfare programs in the decade ahead, see Wilbur J. Cohen, “Trends in Social Wel- 
fare, Programs and Expenditures,” Commercial and Financial Chronicle, July 31, 1958. 
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In considering future tax and program changes relating to the aged, any 
changes should take into consideration five general social policy assumptions: 

1. There is no need or justification in our economy for any aged retired person, 
disabled person, or family where the breadwinner has died, being in want. 

2. The need for any aged person to have recourse to assistance on a needs- 
test basis should be reduced to an absolute minimum. Present policies assume 
that the number and proportion of aged receiving assistance will continue for the 
next 10 years at a relatively higher level than is desirable, i.e., in excess of 10 
percent of the aged population in 1970.” 

3. Social insurance methods have proved their effectiveness and acceptability 
and should be strengthened to provide more adequate aid to the aged and to 
assist in dealing with the financial problems involved in medical care. 

4. In an expanding economy, we can allocate more of our public and private 
resources toward the needs of the aged and other nonemployed groups in such 
a way as to not adversely affect the incentives of the productive population. 

5. In addition to our social insurance needs, there are other important health, 
education, and welfare needs of the entire population that have a valid claim 
on our expanding resources and which must be taken into account in determining 
social priorities in meeting human needs for any particular group. These prior- 


ities must be subject to periodic review and are one of the essential responsibil- 
ities of the Congress. 


TABLE 1.—Estimates of number of persons age 65 and over receiving money 
income from specified sources, by sex, December 1958 


es —— tee aha 
Source of money income Total Men Women 
' 


1. Population aged 65 and over, é< ai 5, 380, 000 , 990, 000 
2. Employment. --.._...-.-. chine ebebs ‘onl 3 3, 680, 000 . 110, 000 


Earners... ec hie si 2, 810, 000 , 110, 000 
Nonworking wives of earners. f 5 870. 000 


8, 390, 000 
1, 570, 000 
700, 000 
870, 000 


Old-age, survivors, and disability insurance -__-- . | 9, 230, 000 , 590, 000 
Railroad retirement program -___- 590, 000 300, 000 200, 000 
Government employees’ retirement programs 790, 000 420, 000 370, 000 
Veterans’ compensation and pensions- - -- i Load , 240, 000 710, 000 530, 000 
4. Public assistance __- ‘ ‘ 2, 510, 000 940, 000 , 570, 000 
5. No money income or income solely from other sources. .-| 1,610,000 | 240, 000 , 370, 000 
Income from more than 1 of sources specified on lines 2-4 _...| 3,250,000 | 1,720,000 , 530, 000 


, 640, 000 


| 
| 
! 
| 
ai, i 
3. Social insurance and related programs : ._....-| 10, 830, 000 5, 420, 000 | 5, 410, 000 


Source: Lenore A. Epstein, ‘‘ Money Income of Aged Persons: A 10-Year Review, 1948 to 1958,’’ Social 
Security Bulletin, June 1959, p. 3. 


TABLE 2.—Hstimated adjusted gross income on individual income taaw returns 
filed by persons aged 65 and over in 1956 


{In millions] 


| 
| Taxable | Nontaxable 


| 

| Total 
returns returns Pe 

| 


} 
Total adjusted gross income-__-- | $17, 650 $3, 440 $21, 0% 
Less: Net capital gains \ . aes 790 855 
Subtotal ee: : 5 “16, 860 
Less: Income of young spouses 2, 600 





Total adjusted gross income attributable to persons aged 65 
and over , Veeek arene Satan 





Source: Prepared by Division of Program Research, Social Security Administration, De Siena of 
Health, Education, and Welfare, from ‘Individual Income Tax Returns for 1956.” 


31 “Projections to 1970 of the Number of Aged Persons Receiving OAA and OASDI,” 
Research and Statistics, note No. 24—1959, U.S. Department of Health, Education, and 
Welfare, Social Security Administration, Division of rogram Research, "Aug. 19, 1959. 
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TABLE 3.—Total estimated money income of the aged, 1958 


[In billions] 
Source of income: 
Income maintenance programs : Amount 


Other publie retirement plans (including veterans) 
Public assistance 


ecu, kh See sche kia len atesiat dasa hiaiailamn ce mninibibedacemaedenctaapeamaiae aa 
Total dd us (Thee atonace Se 
Employment 9.0to 10.0 
Other (dividends, interest, rent, etc.) —- 4.3to 8.3 


Total be a : ae . 25.0 to 30.0 
Sources: Program data from Social Security Administration ; employment and other data 
derived by the author from data of the Bureau of OASI and the Bureau of the Census. 


Nore.—This total does not include withdrawals from assets, payments for medical care 
by other persons or agencies, or nonmoney income. 


TABLE 4.—State income-tag laws on OASDI benefits and contributions 


Thirty-four States have personal income-tax laws. New Hampshire and Ten- 
nessee levy a personal income tax only on interest and dividend income and 
are excluded from this analysis. Sixteen States have no personal income tax. 
The 34 States are grouped below in four categories, according to their treatment 
f old age, survivors, and disability insurance benefits and employee contribu- 
tions for social security. 

BENEFITS NOT TAXABLE 


Contributions not deductible: 
Alaska Montana 


Arizona 

Arkansas 

California 

Colorado 

District of Columbia 

Georgia 

Idaho 

Indiana ’* 

Kentucky 

Maryland 

Minnesota 
Contributions deductible: 

Alabama 

Delaware 

Hawaii 

Iowa? 


Nex Mexico 
New York 
North Carolina 
North Dakota 
Oklahoma 
Oregon ” 
Puerto Rico 
South Carolina 
Utah 

Vermont 
Virgina 


Kansas 
Louisiana 
Missouri 
Wisconsin 


BENEFITS TAXABLE 


Contributions not deductible: 
Mississippi * 

Contributions deductible: 
Massachusetts * 

The first $3,000 received each year from all private and publie pensions, including 
old-age, survivors, and disability insurance, is exempt from gross income tax. Railroad 
retirement benefits are wholly nontaxable. . 

‘Employee contributions are not deductible; those made by the self-employed are 
deductible. 

Employee contributions are deduetible; those made by the self-employed are not 
deductible, 

‘Benefits to retired workers and their dependents are taxable; lump-sum payments and 
survivor benefits are not taxable. ; ‘ 

Benefits to retired workers .are taxable; neither benefits to dependents and survivors 
hor lump-sum payments are taxable. 

_Source: Warren J. Baker, State Income-Tax Laws on OASDI Benefits and Contribu- 
tions,” Social Security Bulletin, September 1959, p. 20. 
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The Cuairman. Dr. Burns, we are pleased to have you with us this 
morning and you are recognized. 
May I ask you first, did you prepare a summary for us? 


STATEMENT OF DR. EVELINE M. BURNS, PROFEESOR OF 
ECONOMICS, COLUMBIA UNIVERSITY 


Dr. Burns. 1 am sorry to say, Mr. Chairman, I received your 
notice too late, I was out of town and I was unable to prepare a 
summary. 

With your permission I would like to make a slightly longer state. 
ment than Mr. Cohen gave. 

The Cuairman. You are recognized, Dr. Burns. 

Dr. Burns. As I understand it, the purpose of this committee is an 
extremely laudable one, which is to try to introduce some more sense 
and equity into our tax system and that you particularly wish me to 
look at the existing series of special treatments of income tax of the 
aged from this point of view. 

It seems to me, as Mr. Cohen has said, one does have to consider the 
sum total of all these exceptions and, therefore, in addition to treat- 
ing the retirement income credit one must also look at the special 
treatment of the OASDI and the railroad retirement beneficiaries as 
well as the double exemption, as well as the retirement credit and as 
well as the special treatment of medical expenses. 

I believe that serious criticisms can be made of almost all these 
special tax exemptions. 

In saying this, I am not taking the position that no special concern 
should be felt about the relatively low income of the aged. I think 
it should, but at the same time I question very seriously whether the 
tax structure is the way to achieve the desired objective. 

If you take the OASDI and railroad retirement income exemption, 
for example, I suppose the purpose is to allow for the fact that the 
people have low incomes and they have contributed something toward 
the cost of their benefit. I think this is unsatisfactory. 

First of all, it is difficult to see why a similar exclusion is not made 
for all income below this particular level. 

The second thing is that it is not even a way of putting the OASDI 
and railroad retirement beneficiaries on a par with an individual 
who has contributed privately through a private contributory old 
age pension plan because in the case of present law even now it means 
that the OASDI beneficiary pays no tax on that part of his retirement 
income that was paid for by his employer. 

Furthermore, it has very different impacts as between different peo- 
ple covered by these specific programs, owing to the fact that the bene- 
fits vary very much from individual to individual and particularly 
that there is very sharp difference between the average level of pen- 
sion of the railroad retirement beneficiary and the level of pension of 
the individual who is a beneficiary of social security. 

Finally, this particular method, to the extent that there are some 
OASDI beneficiaries who also have high incomes from other sources, 
gives them a particularly large gain since they are in a very high 

marginal rate bracket. 
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Now, many of the same objections, I think, apply to the double per- 
snal exemption at the age 65. It grants tax privileges to some 
categories of persons for whom I think it would be difficult to make 
any convincing case on the grounds of equity or social purposes be- 
use it is a privilege given to the rich as well as to the poor. 

It also means, in view of the relatively high level of some of the 
railroad retirement benefits, that people can receive quite sizable 
incomes and still pay absolutely no tax at all. 

Furthermore, it favors, of course, one class of low income receivers, 
namely, the aged, as compared with all others. 

But perhaps the worst aspect of this particular policy is that the 
level and distribution of incomes of the aged suggests that the vast ma- 
jority of the aged will not be in a position to benefit to any consider- 
able degree from this particular exemption, when you remember that 
for the vast majority of them, it will be on top of the social security 
exemption. 

These exemptions at the present time permit an income of $2,400 
free of tax per couple and $1,200 for an individual. Yet, as Mr. 
Cohen has pointed out, in 1956 and 1957 three-fifths of all people 
65 and over had incomes of less than $2,000. Few of these people 
would be in a position to take advantage of the full double exemption 
when you remember how much of the income of aged people comes in 
any case from OASI. I think it is quite significant that in 1957 the 
medial total money income of retired beneficiary couples was $2,190. 
The median amount of retirement income other than OAST was $895. 

For persons with such income, in other words, you are merely offer- 
ing an illusory gain by telling them they may have this extra tax 
exemption. Already their income is so small, when you figure how 
much comes from social security, that they will get little gain from 
the tax exemption. 

So far as the retirement income credit goes, as a further method 
of favoring the aged, I see it as an effort to equalize in some degree 
the position of those who are and those who are not beneficiaries from 
the governmental security programs. 

I think one has to admit that as a method of granting tax relief 
to selected categories of persons, a tax credit up to a apeoiiind amount, 
is preferable to an allowance in the form of exemptions to or deduc- 
tions from income, precisely because it limits the extent to which 
persons not in need of special treatment can also benefit from this tax 
exemption. In other words, however rich a person is he can only get 
atax credit of $240. But, again, as a method of equalizing the situa- 
tion it still leaves the beneficiary of the governmental program at an 
advantage. 

I come now finally to the special treatment of medical expenses. 
Here again the instrument that is used seems less than ete to 
meet the problem. First of all, if you look at who gets the advantage 
of the special treatment of medical expenses, you find that a very 
sizable portion of the advantage goes to the people in the $5,000 or 
more bracket rather than to the lower income groups in whose interest 
presumably this provision was introduced. 

From this point of view again, if you look at the size of the average 
deduction under the medical provision by categories of income tax- 
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payers, you will see that the average amount of medical expense 
allowed increases as income rises. 

Now, you will notice that one of my major criticisms about all of 
these three programs is that to some extent, and it is in some of the 
areas a sizable extent, in a desire to help a particular category of per- 
sons for whom a real case can be made, namely, the low-income aged, 
you are in fact giving privileges to a great many other people for 
whom no such social case can be made. 

My other major objection to this method of approach to the problem 
stems from my belief that any tax system that is defensible should 
be of such a nature that the people know exactly what they are achiev- 
ing by this program. At the present time, with this variety of tax 
exemptions, there is no way of knowing what you are achieving be- 
cause some people, depending on how high their social security benefits 
are, or what is the composition of their retirement incomes, some 
people will gain very much more than others. 

Furthermore, this particular privilege that you are granting 
through exempting OASI benefits is one whose signific ance changes 
from time to time with changes in the social security legislation. 

In other words, I think it is very undesirable to have a program of 
a kind which gives these privileges when other legislation controls 
how large and how significant the privilege is and who really benefits 
from it. 

It seems to me that if we really are concerned about. the needs of the 
aged what we really should do would be to abolish the double exemp- 
tion, abolish the tax-free status of the governmental pensions and 
provide for a universal tax credit up to some sum that the Congress 
in its wisdom might determine. In this way it would seem to me that 
you would be brought face to face with what I think is the basic ques- 
tion in this area; namely, how low should an income be in order that 
its recipient should pay no tax. 

If this were done on a tax-credit basis, not on an income deduction 
or exemption basis, you would limit the amount that any one person 
could receive, however great his income is, but above all, you would 
really be coming to grips with the central policy issue which at the 
moment we have no answer to because of the miscellaneous and 
varied operations of these different programs. 

Finally, I think if you want to do something about the need of the 
aged for medical care in view of the general level of income of the 
aged, deductions or exemptions really ‘do not do the job. 

If you are concerned about that, then it seems to me there are other, 
much more direct and constructive, ways of going about it such as, for 
example, the proposals of Mr. Forand which have long been under 
discussion, where instead of this roundabout, very inadequate method 
of solving the problem, you are providing ‘oeadlie ‘al care for people 
who are in real need because the real need of these people is not the 
privilege of paying a lesser tax on an already inadequate income. 

The real need for these people is more income or provision of 
services. Like Mr. Cohen, I would conclude by saying that the tax 
structure is not the way to deal with these problems. The real way 
to deal with them is to do something directly through social security 
and other measures about the income of the aged and to do something 
through some type of legislation such as is currently under discussion 
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for making it possible for people, old people, to have free access to 
medical care when they reach the age of 65. 

That concludes my statement. 

The Cnamman. Thank you, Miss Burns. 

Mr. Sargent, we are pleased to have you with us this morning, and 
you are recognized. 


STATEMENT OF DWIGHT S. SARGENT, CONSOLIDATED EDISON CO., 
NEW YORK 


Mr. Sargent. I have sent in a small summary of my proposals. I 
would like to say, first, I agree a great deal with what Dr. Burns has 
said. 

I want to add one recommendation to my written summary. I con- 
cluded in looking over this question that the tax route was not the 
way to solve the problems of the old people. I have analyzed the 
status of the older people in our company. I have taken the salary 
of a man who was getting $8,000 a year before 65 and who retired 
and who with a wife over 65 pays no tax at all. 

So I don’t see how the tax question is going to help his problem 
ifhe has a problem retiring at that age. 

It seems to me first, the double $600 exemption was very adequate, 
considerate, and frankly, I would like to see it stay in. 

I think the medical and dental expenses, the elimination of 3 per- 
cent, serves some purpose and I have suggested it be left alone. 

On the drug item where, the present 1-percent provision holds, I 
have made a minor suggestion that you change the 1 percent to $100 
ayear so that a few more people could benefit by the cost of medicines 
and drugs. 

On the special rate for certain types of annuities and general annui- 
ties, I learned some of these things when I started to look at them be- 
fore coming down here and I found out one man who can get his money 
back in 3 years has to take it back in 3 years. 

Another man who has contributed to a pension arrangement and if 
it takes more than 3 years fo get his money back, he has to take it back 
on a life expectancy basis. 

I see no reason for that distinction at the 3-year level. 

I have proposed in my paper that a man coming up to 65 who has 
contributed to a pension plan ought to be given a choice of taking it 
back at a full rate until he gets it all back, or spreading it out over 
his life expectancy, either one. 

If he is sick and does not think he is going to live 15 years, he 
can say “I will take it at the maximum rate.” 

If he thinks he is going to live 25 years he can spread it out. 

The retirement income credit provision I am a little cold on be- 
cause I don’t know anybody working for my company who can even 
qualify. They all get $100 a month social security. All the employers 
I know whose men are covered by social security are not eligible for 
any retirement income credit. 

With more and more people coming under social security and the 
rates being higher and higher the extent to which that helps people 
must be diminishing, and I have suggested that it be cut out altigethion. 

I think there is one other item I would like to add, complementing 
Dr. Burns’ statement. 
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I think this concerns myself. If I retire in another year and a half 
I will have paid into social security $1,500. My company has added 
the same amount. 


erans 
sitior 


If my wife and I live a normal expectancy we will collect about o 
$27,000 on a $1,500 contribution. 5 Th 
I think that is a little unfair to the future generations who ar § a 
putting up the money to pay me $27,000 on a $1,500 contribution. a ae 
It certainly seems fair to me that after I receive the $1,500 back that § °°. ; 

I paid taxes on, from then on, any social security payments I receive th 
ought to be taxable. x S 
It is not going to hurt four-fifths of the people because they don’t “Tl 
pay any tax anyway, but for those people who can afford to pay a tax a 
after 65, I think that would be reasonable. ¥ 
I think two or three things ought to be done on this problem of the sh 
aged. I am trying to encourage a change in the retirement test of one 
social security to encourage people to work after 65. If they work ane 
they continue to pay taxes seid that will help reduce the problem. y 
I am trying to persuade employers generally to relax on age 65s § \;4, 
that those people who are able to work and want to work and are § 6. 
needed, will be allowed to work. T 
If those two things are done, a big bite will be taken out of the § ,.., 
problem of the aged from the income point of view because a third of § tay; 
the people coming up to 65 will go right along and continue working, “y 
continue buying, continuing paying taxes. ‘a 
The third who want to retire anyway, presumably have enough to § ,,.. 
get along with and I am not worried about them. equ 
I think that summarizes my statement, Mr. Chairman. Thank you § 4,4 
very much. to] 
The Cuarrman. Thank you, Mr. Sargent. es 
Miss Andrus, we are pleased to have you with us this morning, and y 
you are recognized. ns 
S 





STATEMENT OF ETHEL PERCY ANDRUS, AMERICAN ASSOCIATION 

















OF RETIRED PERSONS, WASHINGTON, D.C., ACCOMPANIED BY \ 
MADALINE REMMLEIN, LEGISLATIVE COUNSEL un 
are 
Miss Anprus. Thank you. for 
May I present our panelist, Dr. Madaline Remmlein, who is our ] 
legislative counsel. the 
The Cuairman. Weare pleased to have you with us. ple 
Miss Anprvs. I represent a group that is growing up defenseless § ye; 
in age levels and in numbers. We older people find, regarding our § mn 
question of taxes, that there are only 52 percent of us who are paying | 
taxes, but those 52 percent have a certain, shall we say, individual § ap 
exemption. They have a double exemption, but we find that their 
permissible exclusion benefits fewer than half of the group. po 
We find in looking over the problem that the two inequities are the J of 
composition of the retirement income that makes it necessary to pay ca 
taxes, and the other, the methods that must be adopted for the pay- $5 
ment of those taxes. er 
In the first place, in the composition of that income, we realize that 
the Ways and Means Committee did not authorize railroad retirement; 9 a¢ 


it did not make the ruling on social security, it did not do the vet- 
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erans’ benefits, but, nonetheless, these are the differences in the compo- 
sition of retirement income upon which we pay taxes. 

The fact that there is an exemption makes it unequal for the person 
who has no such exemption. 

There is a certain matter which we would like to bring to your at- 
tention. That is the difference in methods of reporting income. Up 
to 1989 there was the 3-percent rule. After that, in 1954 there is a 
j-year rule or the life expectancy. If a person could recover his costs 
within 3 years he was required to report under the 3-year rule. Other- 
wise, he was under the life expectancy method. 

The fact is that the plan seemingly for the benefit of lower income 
persons has not worked out that way. In spite of the fact that there 
has been an exemption for the first 3 years and at the close of that 3 
years all income is taxable, we find that the difference might be as 
much as threefold for the person who has the benefit of using the life 
expectancy method. 

‘he charts that we show you here are the charts of six people, di- 
vided into three groups. All six have $3,800 retirement income. The 
first group, A and B, has the full $240 retirement credit. 

The next group is a group that has an average OASI benefit. That 
group loses the $240 credit proportionately, has only $80 credit be- 
cause he has $800 OASI benefit. 

You will note that individual C pays three times as much tax as 
individual B. In the aggregate he pays $2,700 at the close of his 80th 
year while B pays only $975. And so we find that there is this in- 
equality because of the fact that some retirement income is tax free 
and because some must use the 3-year rule. Also, the 3-year rule seems 
to prove to be helpful more to the person in the higher income brack- 
ets than the person in the lower income bracket. 

We show that in our different charts that are not here, in this 
smaller chart. 

So we say that there is this inequality, first because of the exemp- 
tions; secondly, because of the method. 

We also want to speak on the fact that the method of reporting 
under the life expectancy is very intricate and if survivors’ benefits 
are included more than one actuarial table must be consulted; there- 
fore, these people cannot themselves make that report. 

However, our report shows very definitely that there is a favor in 
the method of life expectancy where the person is on the installment 
plan receiving back his costs over use of the 3-year rule; during the 3 
years he has absolutely no taxes to pay, but in the aggregate he pays 
more. 

Retirement credit came to us as a real boon, but we find it is dis- 
appointing in its real practice. 

In the first year in 1955 only 17 percent of retirement income re- 
ported on tax returns was subject to the retirement credit on account 
of the fact that instead of $1,200 being the base, it was the $900. Be- 
cause of the fact that many of these people had earned something like 
$500 more than the maximum they were allowed they lost their income 
credit. 

We feel also that there are exclusions that we would like to see 
adopted. I thought what Dr. Burns said was wonderful. I agree 
with Dr. Burns. 
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First, Mr. Cohen, you have pointed out in your paper at least nine 
major provisions in the tax law—on page 6 of the paper before us 
this morning—that has been legislated with particular interest in the 
problem of people 65 and older, and that involve the payment of the 
taxes. 

You mentioned the double exemption for the aged, the retirement 
income credit, the medical expense deduction waiver for the aged, the 
axclusion of social security and other benefits from gross income, the 
taxability of employee contributions to retirement funds, the tax- 
ability of employee contributions to health insurance, the tax defer- 
ment of employer contributions to retirement funds, the nontaxability 
of employer contributions to health insurance and the present and 
future tax status of the contributions of self-employed for such 
purposes, 

Actually, Mr. Cohen, that is not, as I recall, a complete résumé 
of all of the provisions of law that affect the taxability of persons 
depending upon age. 

Is that true? 

Mr. Conen. That is correct, Mr. Chairman. 

The CuarrMan. One would assume, I guess, from the fact that the 
Congress over the years has created this pattern of taxation that there 
is some sort of evidence from consumer studies or from other sources 
that American couples at age 65, say, with $5,000 of income, have less 
ability to pay taxes than a married couple at age 25, 35, or 45 with 
$5,000 of income. 

On the basis of your studies, and I am asking this of all of you and 
I want each of you to comment, have you found any evidence that 
would lead to the conclusion that there is less ability to pay taxes in 
the case of the couple 65 and over than in the case of the younger 
couple 25, 35, 45, or 55? 

Mr. Cowen. Mr. Chairman, I think the problem that you present 
requires some discussion, for this reason: 

In the 15 million aged people today we have 2 or 3 million who are 
working, some of whom are receiving rather substantial incomes. We 
also have a large number of aged who are receiving no income at all, 
and a large group in between who get income from different sources, 
some of which is taxable and some of which is nontaxable. 

Taking a given amount of income, like $5,000, the aged are likely 
to be much better able to pay the taxes than a younger group for the 
sample reason that they have purchased their durable g durin 
their lifetime, they have frequently paid for their home, their actua 
nondeferrable costs may be less in many cases than a younger age 
couple with the same income, so I think that it could be shown that 
for particular income groups the aged are better able to pay a given 
amount of taxes than younger couple who are trying to send their 
children to college and pay for a home, et cetera. 

I think some of the exemptions that you have for the aged are just 
as pertinent for the younger groups. I see no reason why the waiver 
of medical care for the aged is not just as pertinent for people under 
65 who have very heavy medical expenses. 

If a double exemption of $600 is acceptable and needed for the 
aged, it is just as pertinent for people under the age of 65 who have 
low incomes, so it seems to me that the answer to your question is that 
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there is not any consistency in the present tax provisions with respect 
to low-income aged people and low-income people who are nonaged. 
That is why in my paper I recommend that this committee go mor 
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in a comprehensive manner. Mi 

The CyHamrman. Dr. Burns? to be 
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If you recall, again and again I raised a question: if it is good policy As 
for the aged why isn’t it good policy for other kinds of low income § hous 
groups? pens 
This is why, of course, I finished by recommending that instead of § the 
the special treatments of this type of income for certain aged groups, I 
one should really take a look at the general level of income of all T 
people and make up one’s mind what income is too low to pay taxes on. at t 
However, while I would agree with Mr. Cohen that, of course, J que: 
from many points of view the aged are in a better position to live on § pre 
a given money income than the nonaged who have these other charges eau: 
upon income, I think we have to remember that while you, Mr. Chair- § fied 
man, used the figure $5,000, the group we are really most concerned § pay 
about is the group that is getting $2,000 or $3,000, rather than $5,000. I 
When we think of that vast mass of people, I believe the social § con 
idea, I think it is perhaps mistaken, but the social idea behind this I 
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suffering a very sizable cut in income anyway. 

In other words, they had, by the time they reached this retirement 
age, established certain ways of living; they had reached the peak of 
their careers and so on, and to some extent, if you like, the pecuniary 
shock of coming down from a $12,000 income to something very muc 
less is perhaps something that should be allowed for and tempered by 
social policy. 

When I was trying to think what could be the reasons for such a 
discriminatory policy, the other reason that occurred to me was the 
fact that I think many people say, “well, if you take the young in- 
come receiver with a low income, if he wants more income he can go 
out and earn, he can work harder or if he wants to increase his income 
a bit in future years he can save. Whereas, of course, for the majority 
of the aged this is not a reasonable alternative.” I don’t think that 
is a good reason, but I think many people feel that way. 

After all, they say, here is a poor aged person and he has some un- 
usually heavy expenses and what can he do about it? He can’t in- 
crease his income. 

But I think it is a mistaken justification for special treatment be- 
cause if you look at the studies that have been made of the low-income 
receivers in the United States, you will find that the vast majority 
of those people, too, have low incomes not because they don’t want to 
work; not because they don’t want higher income or don’t want to 
save. They have low incomes because of the fact that they belong 
sometimes to minority groups, somehow they are in depressed areas, 
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sometimes they are people who were brought up in a period when our 
educational system was not as good as it now is, they have limited 
skills. 

In other words, for those low-income groups as well, by and large 
their low income is not their own fault any more than the low income 
of the aged is their own fault. 

So while I think this justification which I have seen from time to 
time looks appealing, I do not think it is compelling or convincing. 

The Cuarmman. Mr. Sargent? 

Mr. Sargent. Mr. Chairman, the question specially I think, has 
to be answered “Yes,” that the older couple with $5,000 I think are 
in a better position or just as good a position to pay a tax, I would say 
better than a younger couple with $5,000. 

As Mr. Cohen has said by the time you are 65 you have bought your 
house, your fixed possessions are pretty well in hand and your ex- 
penses are lower than they are when you are 35 and trying to build up 
the things that you need. 

I me have to say yes to your question. 

The CuHatrMan. Mr. Sargent, may I ask you and the other panelists 
at this point, presumably from what you have said in answer to the 
questions I have propounded, you reach the conclusion that these 
preferences that are presently in the law in favor of taxpayers be- 
cause they are of a certain age are not there because they can be justi- 
fied on the basis of less ability on the part of a person 65 or older to 
pay income tax but that they are there for some other reason. 

Is that the conclusion that I am justified in reaching from the 
comments of all three of you to this point? 

Dr. Burns. I think I would put it in a different way, Mr. Chair- 
man. I would say that probably the justification relates basically to 
the statistics that Mr. Cohen gave you at the beginning regarding the 
income distribution of the aged, that three-fifths of them have in- 
comes under $1,000 and four-fifths of them have incomes under $2,000. 

In other words, the basic justification really goes back to the idea 
that these incomes are too low to pay taxes. 

But my complaint is that what is good for the goose ought to be 
good for the gander. 

In other words, the concept of remitting tax for certain low-income 
groups is good, but it does not go far enough. Why limit it to the 
aged? It is slightly different from your emphasis, sir. 

The Cuarrman. If we could stick to the principle of using the tax 
law for purposes of raising required revenues of Government, and we 
only legislate tax laws for that purpose, you reach the conclusion that 
under that principle we would not differentiate taxwise between peo- 
jle because of age or because of any justifiable conclusion that they 
1ave different taxpaying abilities because of age? 

It would have to be something else? 

Mr. Coven. I would agree with that conclusion. 

The CuarrMan. So that when you inject something else into the 
law, then you get away from the basic purpose that taxation is to 
serve; namely, the purpose of raising the revenues that are required 
from time to time by Government to defray the cost of Government. 

Mr. Couen. Yes, I agree, Mr. Chairman. 
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first, Mr. Cohen, you have pointed out in your paper at least nine 
mijor provisions in the tax law—on page 6 of the paper before us 
‘his morning—that has been legislated with particular interest in the 
soblem of people 65 and older, and that involve the payment of the 
Ta mentioned the double exemption for the aged, the retirement 
‘come credit, the medica] expense deduction waiver for the aged, the 
aclusion of social security and other benefits from gross income, the 
yrability of employee contributions to retirement funds, the tax- 
bility of employee contributions to health insurance, the tax defer- 
nent of employer contributions to retirement funds, the nontaxability 
f employer contributions to health insurance and the present and 
future tax status of the contributions of self-employed for such 


purposes. id , ; : 

Actually, Mr. Cohen, that is not, as I recall, a complete résumé 
of all of the provisions of law that affect the taxability of persons 
de ding upon age. 

s that true ! 

Mr. Conzn. That is correct, Mr. Chairman. 

The Cuarrman. One would assume, I guess, from the fact that the 
Congress over the years has created this pattern of taxation that there 
issome sort of evidence from consumer studies or from other sources 
that American couples at age 65, say, with $5,000 of income, have less 
ibility to pay taxes than a married couple at age 25, 35, or 45 with 
$5,000 of income. 

On the basis of your studies, and I am asking this of all of you and 
[want each of you to comment, have you found any evidence that 
would lead to the conclusion that there is less ability to pay taxes in 
the case of the couple 65 and over than in the case of the younger 
couple 25, 35, 45, or 55? 

Mr. Cowen. Mr. Chairman, I think the problem that you present 
mquires some discussion, for this reason: 

In the 15 million aged people today we have 2 or 3 million who are 
vorking, some of whom are receiving rather substantial incomes. We 
io have a large number of aged who are receiving no income at all, 
ind a large group in between who get income from different sources, 
ome of which is taxable and some of which is nontaxable. 

g a given amount of income, like $5,000, the aged are hkely 
tobe much better able to pay the taxes than a younger group for the 
ample reason that they have purchased their durable goods during 
their lifetime, they have frequently paid for their home, their actual 
wondeferrable costs may be less in many cases than a younger age 
couple with the same income, so I think that it could be shown that 
for particular income groups the aged are better able to pay a given 
imount of taxes than younger couple who are trying to send their 

en to college and pay for a home, et cetera. 

I think some of the exemptions that you have for the aged are just 
ee for the younger groups. I see no reason why the waiver 
om care for the aged is not just as pertinent for people under 

tf ave very heavy medical expenses. 

a double exemption of $600 is acceptable and needed for the 
ee it 18 Just as pertinent for people under the age of 65 who have 
Comes, so it seems to me that the answer to your question is that 
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I think this concerns myself. If I retire in another year and a half 
I will have paid into social security $1,500. My company has added 
the same amount. 

If my wife and I live a normal expectancy we will collect about 
$27,000 on a $1,500 contribution. 

I think that is a little unfair to the future generations who are 
putting up the money to pay me $27,000 on a $1,500 contribution. 

It certainly seems fair to me that after I receive the $1,500 back that 
I paid taxes on, from then on, any social security payments I receive 
ought to be taxable. 

It is not going to hurt four-fifths of the people because they don’t 
pay any tax anyway, but for those people who can afford to pay a tax 
after 65, I think that would be reasonable. 

I think two or three things ought to be done on this problem of the 
aged. I am trying to encourage a change in the retirement test of 
social security to encourage people to work after 65. If they work 
they continue to pay taxes na that will help reduce the problem. 

I am trying to persuade employers generally to relax on age 65 so 
that those people who are able to work and want to work and are 
needed, will be allowed to work. 

If those two things are done, a big bite will be taken out of the 
problem of the aged from the income point of view because a third of 
the people coming up to 65 will go right along and continue working, 
continue buying, continuing paying taxes. 

The third who want to retire anyway, presumably have enough to 
get along with and I am not worried about them. 

I think that summarizes my statement, Mr. Chairman. Thank you 
very much. 

The Cuarmman. Thank you, Mr. Sargent. 

Miss Andrus, we are pleased to have you with us this morning, and 
you are recognized. 


STATEMENT OF ETHEL PERCY ANDRUS, AMERICAN ASSOCIATION 
OF RETIRED PERSONS, WASHINGTON, D.C., ACCOMPANIED BY 
MADALINE REMMLEIN, LEGISLATIVE COUNSEL 


Miss Anprus. Thank you. 

May I present our panelist, Dr. Madaline Remmlein, who is our 
legislative counsel. 

The Cuatrman. Weare pleased to have you with us. 

Miss Anprvs. I represent a group that is growing up defenseless 
in age levels and in numbers. We older people find, regarding our 
question of taxes, that there are only 52 percent of us who are payin 
taxes, but those 52 percent have a certain, shall we say, individua 
exemption. They have a double exemption, but we find that their 
permissible exclusion benefits fewer than half of the group. 

We find in looking over the problem that the two inequities are the 
composition of the retirement income that makes it necessary to pay 
taxes, and the other, the methods that must be adopted for the pay- 
ment of those taxes. 


In the first place, in the composition of that income, we realize that 
the Ways and Means Committee did not authorize railroad retirement; 
it did not make the ruling on social security, it did not do the vet- 
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erans’ benefits, but, nonetheless, these are the differences in the compo- 
sition of retirement income upon which we pay taxes. 

The fact that there is an exemption makes it unequal for the person 
who has no such exemption. 

There is a certain matter which we would like to bring to your at- 
tention. That is the difference in methods of reporting income. Up 
to 1939 there was the 3-percent rule. After that, in 1954 there is a 
3-year rule or the life expectancy. If a person could recover his costs 
within 3 years he was required to report under the 3-year rule. Other- 
wise, he was under the life expectancy method. 

The fact is that the plan seemingly for the benefit of lower income 
persons has not worked out that way. In spite of the fact that there 
has been an exemption for the first 3 years and at the close of that 3 
years all income is taxable, we find that the difference might be as 

much as threefold for the person who has the benefit of using the life 
“9 tancy method. 

‘he charts that we show you here are the charts of six people, di- 
vided into three groups. All six have $3,800 retirement income. The 
first group, A and B, has the full $240 ret irement credit. 

The next group is a group that has an average OASI benefit. That 
group loses the $240 credit proportionately, has only $80 credit be- 
cause he has $800 OASI benefit. 

You will note that individual C pays three times as much tax as 
individual B. In the aggregate he pays $2,700 at the close of his 80th 
year while B pays only $975. And so we find that there is this in- 
equality because of the fact that some retirement income is tax free 
and because some must use the 3-year rule. Also, the 3-year rule seems 
to prove to be helpful more to the person in the higher income brack- 
ets than the person in the lower income bracket. 

We show that in our different charts that are not here, in this 
smaller chart. 

So we say that there is this inequality, first because of the exemp- 
tions; secondly, because of the method. 

We also want to speak on the fact that the method of reporting 
under the life expectancy is very intricate and if survivors’ benefits 
are included more than one actuarial table must be consulted; there- 
fore, these people cannot themselves make that report. 

However, our report shows very definitely that there is a favor in 
the met hod of life expectancy where the person is on the installment 
plan receiving back his costs over use of the 3-year rule; during the 3 
years he has absolutely no taxes to pay, but in the aggregate he pays 
more. 

Retirement credit came to us as a real boon, but we find it is dis- 
appointing in its real practice. 

In the first year in 1955 only 17 percent of retirement income re- 
ported on tax returns was subject to the retirement credit on account 
of the fact that instead of $1,200 being the base, it was the $900. Be- 
cause of the fact that many of these people had earned something like 
$500 more than the maximum they were allowed they lost their income 
credit. 

We feel also that there are exclusions that we would like to see 
adopted. I thought what Dr. Burns said was wonderful. I agree 
with Dr. Burns. 
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We would like very definitely to suggest that the method of computa. 
tion be optional: either the 3-year or the life expectancy method. 

We realize that the life expectancy method being a very much mor 
favorable one to the taxpayer, gives less income to the Treasury. 

We know, also, it is intricate in its preparation, but at the same time 
it does help the low-income group. 

We would like also to see that the retirement credit base be increased 
from the $1,200 at present to that which would equal the maximum of 
either railroad retirement or OASI. 

We would like to see equality in the sense that all people of th 
same income, living under the same conditions, the same expenses, 
would pay the same tax. 

I agree with Mr. Sargent tremendously. Some say that 65 is not 
old; some say it is too old. We feel as an older group we want to 
work, we don’t like to be shelved, we would like to pay our part 
in the production and in the support of our Government. 

So if we could do something to kill this idea of mandatory retire- 
ment at 65, it would be a wonderful thing. But if we cannot do that, 
and that is not the function of this particular meeting, we would ask 
that the limitation on earnings be raised so that a man could earn at 
least $200 in addition to the monthly income that he has in his pension. 

We would like also to emphasize the fact that there is a growing 
need for a recognition of the cost of drugs. Our group has madea 
rather extensive study of the cost of drugs and our people tell u 
that they have costs of different drugs, the heart disease type, and the 
tranquilizers and diabetes and arthritis, that they pay at least between 
$10 and $15a month. This is more than they pay for doctors’ services 
and hospital fees. 

So we would like very definitely that the restriction of 1 percent 
be removed and the total cost of drugs be deductible. 

We realize also that there should be some kind of reasonable ceil- 
———- $5,000, perhaps $7,000, or $8,000. 

en Mr. Sargent spoke of his group retiring at $8,000 income, 
he is speaking of the present group, not the group retiring in the 
thirties and forties. 

I also think the human depletion plan should be considered. The 
idea of 1 percent for the exclusion on the income earned over 45, we 
think, is rather more dramatic than realistic. 

Perhaps it ought to be at the age of 60, but still it is something that 
really is worthwhile to consider. 

We would like also to suggest to your group that the people who 
hold their U.S. savings ents until they are 65 or older be permitted 
to cash them tax free. 

We think that if we could equalize taxation regardless of the com- 
position of our retirement income even by making the type of arrange 
ment that would include the railroad retirement, you would cut out 
all the danger, all the intricacies and complexities of the tax report 
vary you would equalize the tax situation that the older people face 
today. 

Thank you. 

The CHarrman. Miss Andrus, we thank you for being with us 
this morning and giving us your statement. 

May I ask the panel a general question ? 
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First, Mr. Cohen, you have pointed out in your paper at least nine 
major provisions in the tax law—on page 6 of the paper before us 
this morning—that has been legislated with particular interest in the 
problem of people 65 and older, and that involve the payment of the 
taxes. 

You mentioned the double exemption for the aged, the retirement 
income credit, the medical expense deduction waiver for the aged, the 
exclusion of social security and other benefits from gross income, the 
taxability of employee contributions to retirement funds, the tax- 
ability of employee contributions to health insurance, the tax defer- 
ment of employer contributions to retirement funds, the nontaxability 
of employer contributions to health insurance and the present and 
future tax status of the contributions of self-employed for such 
purposes, 

Actually, Mr. Cohen, that is not, as I recall, a complete résumé 
of all of the provisions of law that affect the taxability of persons 
depending upon age. 

Is that true? 

Mr. Cowen. That is correct, Mr. Chairman. 

The CuarrMANn. One would assume, I guess, from the fact that the 
Congress over the years has created this pattern of taxation that there 
is some sort of evidence from consumer studies or from other sources 
that American couples at age 65, say, with $5,000 of income, have less 
ability to pay taxes than a married couple at age 25, 35, or 45 with 
$5,000 of income. 

On the basis of your studies, and I am asking this of all of you and 
I want each of you to comment, have you found any evidence that 
would lead to the conclusion that there is less ability to pay taxes in 
the case of the couple 65 and over than in the case of the younger 
couple 25, 35, 45, or 55? 

Mr. Conen. Mr. Chairman, I think the problem that you present 
requires some discussion, for this reason : 

In the 15 million aged people today we have 2 or 3 million who are 
working, some of whom are receiving rather substantial incomes. We 
also have a large number of aged who are receiving no income at all, 
and a large group in between who get income from different sources, 
some of which is taxable and some of which is nontaxable. 

Taking a given amount of income, like $5,000, the aged are likely 
to be much better able to pay the taxes than a younger group for the 
simple reason that they have purchased their durable goods during 
their lifetime, they have frequently paid for their home, their actual 
nondeferrable costs may be less in many cases than a younger age 
couple with the same income, so I think that it could be shown that 
for particular income groups the aged are better able to pay a given 
amount of taxes than younger couple who are trying to send their 
children to college and pay for a home, et cetera. 

I think some of the exemptions that you have for the aged are just 
as pertinent for the younger groups. I see no reason why the waiver 
of medical care for the aged is not just as pertinent for people under 
65 who have very heavy medical expenses. 

If a double exemption of $600 1s acceptable and needed for the 
aged, it is just as pertinent for people under the age of 65 who have 
low incomes, so it seems to me that the answer to your question is that 
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there is not any consistency in the present tax provisions with respect 
to low-income aged people and low-income people who are nonaged, 

That is why in my paper I recommend that this committee go more 
intensively into the entire problem of the income tax and sources of 
income of the aged because I do not think that you can make any sense 
of the present provisions by trying to correct one discrimination by 
adding a new discrimination which will lead you endlessly into other 
discriminations, what we need is a more basic attack on the problem 
in a comprehensive manner. 

The CuHamman. Dr. Burns? 

Dr. Burns. I think the question you have asked is an excellent one, 
and it was one that I also directed myself to in my major paper. 

If you recall, again and again I raised a question: if it is good policy 
for the aged why isn’t it good policy for other kinds of low income 
groups? 

This is why, of course, I finished by recommending that instead of 
the special treatments of this type of income for certain aged groups, 
one should really take a look at the general level of income of all 
people and make up one’s mind what income is too low to pay taxes on. 

However, while I would agree with Mr. Cohen that, of course, 
from many points of view the aged are in a better position to live on 
a given money income than the nonaged who have these other charges 
upon income, I think we have to remember that while you, Mr. Chair- 
man, used the figure $5,000, the group we are really most concerned 
about is the group that is getting $2,000 or $3,000, rather than $5,000. 

When we think of that vast mass of people, I believe the social 
idea, I think it is perhaps mistaken, but the social idea behind this 
special treatment of the aged is partly that after all, most of them are 
suffering a very sizable cut in income anyway. 

In other words, they had, by the time they reached this retirement 
age, established certain ways of living; they had reached the peak of 
their careers and so on, and to some extent, if you like, the pecuniary 
shock of coming down from a $12,000 income to something very much 
less is perhaps something that should be allowed for and tempered by 
social policy. 

When I was trying to think what could be the reasons for such a 
discriminatory policy, the other reason that occurred to me was the 
fact that I think many people say, “well, if you take the young in- 
come receiver with a low income, if he wants more income he can go 
out and earn, he can work harder or if he wants to increase his income 
a bit in future years he can save. Whereas, of course, for the majority 
of the aged this is not a reasonable alternative.” I don’t think that 
is a good reason, but I think many people feel that way. 

After all, they say, here is a poor aged person and he has some un- 
usually heavy expenses and what can he do about it? He can’t in- 
crease his income. 

But I think it is a mistaken renee for special treatment be- 
cause if you look at the studies that have been made of the low-income 
receivers in the United States, you will find that the vast majority 
of those people, too, have low incomes not because they don’t want to 
work; not because they don’t want higher income or don’t want to 
save. They have low incomes because of the fact that they belong 
sometimes to minority groups, somehow they are in depressed areas, 
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sometimes they are people who were brought up in a period when our 
educational system was not as good as it now is, they have limited 
skills. 

In other words, for those low-income groups as well, by and large 
their low income is not their own fault any more than the low income 
of the aged is their own fault. 

So while I think this justification which I have seen from time to 
time looks appealing, I do not think it is compelling or convincing. 

The Cuarmman. Mr. Sargent? 

Mr. Sargent. Mr. Chairman, the question specially I think, has 
to be answered “Yes,” that the older couple with $5,000 I think are 
in a better position or just as good a position to pay a tax, I would say 
better than a younger couple with $5,000. 

As Mr. Cohen has said by the time you are 65 you have bought your 
house, your fixed possessions are pretty well in hand and your ex- 
penses are lower than they are when you are 35 and trying to build up 
the oe that you need. 

I would have to say yes to your question. 

The Cuatrman. Mr. Sargent, may I ask you and the other panelists 
at this point, presumably from what you have said in answer to the 
questions I have propounded, you reach the conclusion that these 
preferences that are presently in the law in favor of taxpayers be- 
cause they are of a certain age are not there because they can be justi- 
fied on the basis of less ability on the part of a person 65 or older to 
pay income tax but that they are there for some other reason. 

Is that the conclusion that I am justified in reaching from the 
comments of all three of you to this point? 

Dr. Burns. I think I would put it in a different way, Mr. Chair- 
man. I would say that probably the justification relates basically to 
the statistics that Mr. Cohen gave you at the beginning regarding the 
income distribution of the aged, that three-fifths of them have in- 
comes under $1,000 and four-fifths of them have incomes under $2,000. 

In other words, the basic justification really goes back to the idea 
that these incomes are too low to pay taxes. 

But my complaint is that what is good for the goose ought to be 
good for the gander. 

In other words, the concept of remitting tax for certain low-income 
groups is good, but it does not go far enough. Why limit it to the 
aged? It is slightly different from your emphasis, sir. 

The Cuarrman. If we could stick to the principle of using the tax 
law for purposes of raising required revenues of Government, and we 
only legislate tax laws for that purpose, you reach the conclusion that 
under that principle we would not differentiate taxwise between peo- 
ple because of age or because of any justifiable conclusion that they 
have different taxpaying abilities because of age? 

It would have to be something else? 

Mr. Conen. I would agree with that conclusion. 

The CuarrMan. So that when you inject something else into the 
law, then you get away from the basic purpose that taxation is to 
serve; namely, the purpose of raising the revenues that are required 
from time to time by Government to defray the cost of Government. 

Mr. Couen. Yes, I agree, Mr. Chairman. 
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The Cuarrman. Now, Miss Andrus, I want to get your comment on 
my basic question. 

Miss Anprus. I would agree with some of the statements, but ] 
would say, Dr. Cohen, that our low-income group came from the time 
when salaries were low, when they had gone through the period of 
having these salaries and low pensions cut in half, and the older group 
of 65 still has dependents. 

Half of our men of 65 have wives. Many of the women have eld. 
erly parents, relatives, people for whose care they must plan. 

We also know that among our older men there are many of them 
still with younger dependents under 18 years of age. 

We know that during this period salaries have increased, but retire- 
ment income has not increased. 

We do know that there has been increase in cost of transportation 
of 75 percent and in medical care of 78 percent between 1939 and 
1959, and in the spending patterns you will see that the transporta- 
tion and medical care cost more for older people. The cost of medical 
care is more than double for the person 65 or older as compared to 
the person 35 to 45. 

The CuatrmMan. Is that a general situation or would that apply, 
Miss Andrus, in the case of the person who is 65 and still at work who 
is healthy, both physically and mentally, and a young man of 35 who 
is paralyzed and has to go about in a wheelchair to and from his job! 

Could you say that the costs of the 65-year-old person might be 
greater than the cost of the younger person in that position ? 

Miss Anprvs. I think many of the expenses of a young man are not 
needed by an older man. But there are certain needs. When we 
oF about owning homes, only 41 percent of the older people own 
their homes. Then rent is a very definite expense to them. 

They live largely in places in which they would rather not live. 
But it is the medical expense, it is the care, they still have dependents 
and they are still a part of the general flow of life that makes it 
necessary on a low income to conserve it in every possible way in 
order that they may live in decency and self-respect. 

The Cuarrman. Miss Andrus, then you have reached the conclusion 
that ability to pay taxes with respect to the same amount of income 
can be less or is less in the case of the 65-year-old couple than it is in 
the case of the 25-, 35-, or 45-year-old couple. 

Miss Anprus. I would feel very definitely the older person had a 
harder problem in meeting his tax situation than a younger man with 
the future ahead of him. 

The Cuamman. You differ then from the conclusion of the other 
three panelists. 

Mr. Mason. 

Mr. Mason. I have a question I want Mr. Cohen to clear up. I can’t 
understand the statement that he made. He said that there were 15 
million old people and their income was $30 billion. He said in the 
next decade the income of those 15 million would be increased by 50 
percent, but there would only be a 3-million increase. 

On that 15 million that is a 20 percent increase in number and 4 
50 percent increase in the income. 
1 cannot put those two together. 
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Mr. Conen. I started first with the $30 billion of income for the 
aged in 1958. I then assumed that there would be about a 20-percent 
increase in the number of aged. So assuming the per capita income 
of the aged remained the same there would be 20 percent more total 
income just from the increase. 

Then I assumed from looking at the increase in payment of social 
security, veterans, railroad retirement, private pension systems, that 
there would be approximately a 30 percent increase in per capita 
income for the aged, which when combined with the population 
increase would make a 50-percent increase. 

The reason I put that estimate in my statement is because if you 
allow the present tax laws to remain as they are today without any 
change, a decade or two decades from now, the tax losses from these 
special advantages, exemptions and inconsistencies that have grown 
up in these 25 years, instead of being $2 to $3 billion are going to be 
$5, $6, $7 billion because a third of the income of the aged is not 
taxable at all by virtue of being social security or railroad retirement. 

There is already provided for by laws you have already passed, and 
is going to increase tremendously as a result of the maturing of these 
pension systems. 

Therefore, probably even a larger proportion of the larger total 
income of the aged may be nontaxable 10 years from now than today. 

With the aged growing so tremendously the tax losses from just 
this one area are going to be very substantial. If you accept the 
chairman’s point, as I do, that on the basis of equal income there is 
an equal ability to pay I think this matter has to be reviewed. 

As a matter of fact, at the $5,000 level I can show you where an 
aged person does not have to pay a cent of Federal income tax at 
all; whereas another aged person or a younger person may have to 
pay a rather substantial tax. 

So there is no equity or fairness in the present provisions. 

_ Mr. Mason. I understand now. Your assumptions have cleared 
It up. 

The CHarrMan. Mr. Forand. 

Mr. Foranp. Mr. Chairman, I would like to propound a double- 
barrel question and ask that the panel in turn, beginning with Mr. 
Cohen, comment on it. 

Now, on the panel we had last week before the committee exclusions 
from income were discussed. Some of them supported the idea that 
social security benefits should be taxed at the time of payoff and a 
deduction should be allowed for the social security tax on the employee. 

That is one part of the question, one statement I would like to have 
you comment on. 

The other is, while you are talking on that, would not the effect of 
the proposed change be to greatly reduce the cost of social security 
benefits to wealthy individuals and thereby undermine the social insur- 
ance character of the program ? 

Mr. Conen. I want to be sure I understand the second part. 

You mean that if the employee contributions were also tax deducti- 
ble and benefits were taxable, would this undermine the social security 
system ? 

Mr. Mason. Yes. 
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Mr. Counen. Let me start this way: I think if we had a rational tax Tax 
system it would be much more intelligent and much more compatible § have t 
with strengthening individual thrift and savings to exempt or to make @ in som 
nontaxable the employee contribution to private retirement funds and § indiv! 
social security and then to tax the benefits. policy 

I think all of the problems that you are getting into in connection J grant 
with the Keogh bill is because of this difficulty of rationalizing the § of act 
employer and the employee contributions to pension funds. It wel 

If it were possible now to unravel this, which I think would takea § think 
major change, I would rather see the social security benefits taxable, § get ™ 
perhaps with some tax credit like Dr. Burns suggested to take care J have 
of some certain transitional cases that Dr. Andrus has mentioned. | peop! 
think Dr. Andrus has made a very good point, that for the future aged incon 
we have one problem, but we have a particular problem from the § . 1 t 
depression which we have to recognize. But I would rather see the 1s tht 
employer and the employee taxes nontaxable and the benefits taxable, peop 
then you could really say you are encouraging individual thrift and @ © * 
savings and it would seem to me that would be a much better approach Or 
to it. socla 

I don’t think that would undermine the contributory social insurance st 
approach. gene 

As a matter of fact, then when the Ways and Means Committee is secu 
meeting to consider an increase in social security benefits, it would be M 
treating this kind of income like other kinds of taxable income. mad 

I think you would then be able to focus on what is the real major mon 
policy question which Dr. Burns presented. won 

You have this vast bulk of the aged with low income or no income. neve 
It appears that this is going to increase. You are going to have more I 
people in this country, particularly women, who are going to be widows gest 
who are going to be left with no income whatsoever. Tha 

They are going to have heavy medical expenses. You are going to K 
find in the next 25 years these people will be coming before the Ways T 
and Means Committee, they may be asking for tax advantages and for to s 
benefit increases, when you are sitting as a social security committee. not 

Unless you are prepared now or in the next few years to make some i 
major changes, I am rather afraid that it is going to cost the general ind 
taxpayer a lot more. . a 

So I don’t see any particular disadvantage to the contributory tax 
social security system if you take appropriate action on the basis of I 
taxing of social security benefits and exempting employee contri- a 
butions. 

Dr. Burns. I think I agree with Mr. Cohen on this. nol 

I think it might have the advantage too, that you could apply the 7 
same general policy, not only to social security worker contributions, 
but to people like myself for example, who contribute to the TIAA : 
of the university or other individuals who are contributing to retire- _ 
ment programs. : it 

I think, further, in the light of my own very strong feeling that -" 
we ought always to be very clear as to what it is that we are doing as - 
a matter of policy, it would be necessary, of course, to make a decision 
about how much old age income the country wishes the average person bu 
to provide for through his own savings as a justification for using ta. 
tax concessions as an encouragement to do so. Be 
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Tax exemption for all these provisions, whether it is for what you 
have to pay for a covered worker in social security or covered employee 
in some organization that has a joint retirement scheme or as a private 
individual who is not covered by any of these at all, raises the social 
policy question as to what extent is it in the interest of society, by the 
granting of tax exemptions, to encourage people to take certain kinds 
of action. So what I feel about this kind of proposal would be that if 
it were generalized then your committee would be able to say, well, we 
think it is desirable to encourage everybody to save so that they will 
get an income of a certain amount when they are old, but there would 
have to be a maximum. We don’t want to give tax advantages to 
people to enable them to save to assure themselves of a retirement 
income of $50,000. 

I think all this kind of change would focus very clearly on what 
is the public policy issue involved. If it is worthwhile encouraging 
people to save, let us make up our minds, how much we want them 
to save. 

One possible criterion would be up to the amount that the maximum 
social security benefit would give. 

Such a policy would insure greater consistency and I don’t think in 
general it would interfere with the contributory basis of the social 
security program. 

Mr. Sarcent. Mr. Forand, I think it would be consistent if you 
made my payments into social security nontaxable and to tax the 
money when I receive it, but I think the loss of revenue in doing that 
would be $1.5 billion or something like that, which I think would 
never be to any substantial extent recovered. 

I think, let me pay the tax as I go along, and I have already sug- 
gested after I retire the amount I paid in would not be taxable until 
[had received that amount. 

From then on it would be taxable. 

I would now like to pick up these other devices which I would love 
to see which would encourage people to take care of themselves and 
not to lean on the Government for everything. 

If you could establish that 5 percent or 10 percent paid in by an 
individual in a bona fide arrangement plan for himself when he retires 
could be deductible before taxes, when he paid it in and subject to 
taxes after he receives it, I think that would be proper. 

I am afraid to make social-security payments consistent with that 
would be too big a loss of revenue. 

Dr. Burns. Did you say 5 to 10 percent of income, surely you do 
not mean a measure of that kind? ‘That would mean that a very rich 
person could put by an enormously big tax-deductible sum. 

Mr. Sarcent. I think a reasonable limit. 

Mr. Conen. Recognizing that this committee has already reported 
out the Keogh bill, that it is over in the Senate and that if you accept 
it this year and it passes, I predict that you are going to be consider- 
ing a lot of other measures to rationalize then the status of employees 
and the self-employed to be consistent with the Keogh bill. 

So my point simply is not to meet the situation just as it is today, 
but with the growing number of aged, the growing amount of non- 
taxable income you are led down a path of continued exemptions to 
get out of one discrimination after another. 
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That is why my feeling is it would be much better for this com. 
mitte at some time to sit back and look at the whole problem of the 
tax and benefit status of the aged. Perhaps it would cost a little bit 
more money to make the adjustment, Mr. Sargent, at a particular 
time, but the one difference between the problems of the aged and some 
of the other problems facing this committee is that this problem of 
the aged is going to be an increasing one. The number of the aged 
is increasing, the income to them is going to be increasing and in the 
past 25 years we have never taken a good look at the whole picture, 
That is the only thing that I am arguing for—to take a good look at 
the whole picture at one time; to try to rationalize and interrelate all 
of these provisions. 

You may have to make some adjustments, some transitional pro- 
visions, but if you go on the present way you are going you will only 
continue the discriminatory treatment without putting the Govern- 
ment subsidies in the places where they are needed the most—the sub- 
sidies today are going more to the high income people and not to the 
mi — with the possibility of the subsidy increasing by leaps and 

ounds. 

So I argue very strongly for the committee at an appropriate time 
to review this in a very comprehensive, interrelated way. 

Dr. Burns. I think, Mr. Chairman, there is one etait “out” with 
this dilemma that if you tax people on retirement income you don't 
want to tax them when they are contributing to the retirement on the 
ground that you want to avoid double taxation. I can see the dilemma 
that Mr. Sargent points to; namely, it is going to be a loss of revenue 
because incomes in retirement are typically lower than incomes while 
earning. So, of course, the revenue is going tosuffer. But, supposing 
you abolished all these special arrangements and you said everybody 
could have a tax credit on retirement income up to some sum—it would 
not have to be $1,200, it could be $2,000 or whatever would seem 
right—it would seem to me then you still could, in logic, tax the con- 
tributor at the time he is making his contribution because you would 
be in effect saying to him, “when you come to get your income from 
that which you have contributed by the time you are old, we are not 
going to ask you to pay on income below a certain amount.” If you 
set your limit about $2,000 or something of that sort, you certainly 
would make quite sure that every OASI and railroad retirement bene- 
ficiary would be tax free in effect on that part of the retirement in- 
come toward which he himself had contributed. 

In other words, I think you have a way out in logic and equity, shall 
we say, by simply saying we are operating on averages and on the 
average we are going to give you a tax credit when you retire which 
will make sure you don’t pay tax on income below a certain amount 
of money. If youset this Fimsit at a level which represents the realistic 
annuity that could have been bought by the contributions of the indi- 
vidual and give yourself a little bit of margin, then I think you could 
quite logically and in equity, both tax retirement income in principle— 
although recognizing that a certain number have incomes too low to 
tax—and continue to tax people when they are contributing to the 
social security scheme. 

I think there is a way out. 
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Miss Anprus. I would definitely agree with Dr. Cohen that if you 
tax the social security benefits that you will have met one of your 
biggest problems. 

other words, according to this particular chart that we show it 
would equalize the load. 

Mr. Conen. May I also say, though, Mr. Chairman, in relation to 
what Mr. Sargent has said, if you study the development of employee 
and employer contributions to private pension funds, for instance, in 
recent years, what has happened because of the tax deduction is em- 
ployer contributions are about $4 billion a year, whereas employee 
contributions are only about $700 million. 

Why is that? Since employee contributions are taxable and em- 
ig contributions are not, the pressure in collective bargaining is to 
make the employer pay the entire contribution. 

I think this is an inequity where employees work in small firms or 
in places where the employer cannot pass on the cost in the price of 
the product, as easily as other employers who can then have a good 
pension system. 

So I would say with Mr. Sargent if things go on this way what 
we are going to find is all private pension plans are going to be financed 
entirely by employers where they are in large industry. I think the 
present practice discriminates against those who are not in collective 
bargaining arrangements. They discriminate against teachers; they 
discriminate against people in small firms; and it seems to me that 
has to also be given some consideration in this total problem. 

When you also consider that employer contributions for health in- 
surance are nontaxable, but employee contributions are generally non- 
taxable you have another reason why there is going to be in this next 
decade tremendous pressure to get the employer to pay the whole 
cost of health insurance because it will be tax deductible. 

So I think you have built into the tax system certain tax exemp- 
tions for these two problems of the aged which you have to review 
or otherwise we are not going to be meeting the needs. At the same 
time we are going to be to a certain extent defeating our purpose of 
emphasizing individual thrift and saving as part of this total problem 
of income and health security for the aged. 

_Mrs. Remmtern. Would you permit me to make a comment in rela- 
tion to Mr. Cohen’s earlier remarks ¢ 

The Cuarrman. I will be glad to have you join in the discussion. 

Mrs. Remmiern. Thank you. 

Mr. Cohen, is it not true that the difference between the contributions 
of employers and employees in the bulk figures you gave at the be- 
ginning is because about 86 percent of the union negotiated plans are 
noncontributory ¢ 

Mr. Conen. Yes. 

Mrs. RemMuetn. Of course, those pensions are taxable upon receipt. 

Mr. Conen. Yes, the pensions are. 

That seems to me to be a rational approach toward the problem. 

The Cuarrman. a I inject at this point. 

Pension payments that are paid in a lump sump are not taxed as 


ordinary income, they are taxed as capital gains. 
Mr. Conen. When they are taken as capital gains, that seems to 
me to be another gross inequity because that is encouraging people to 
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take lump sums to get the more favorable capital gains tax treatment 
whereas the objective of a sound retirement policy is continuity and 
security of income. 

Mr. Foranp. Now, I have another question, and I would like to haye 
the panel go around on this. 

If we eliminate the special tax provisions for the aged and tax 
social security benefits, we could increase revenue by over a billion 
dollars and perhaps a billion and half dollars, according to estimates 
given to me. 

Now, what proposal would you make if it were decided to use this 
billion and a half dollars for people aged 65 and over? What would 
be the best way to use that money ? 

Mr. Conen. I would look at the problem this way: I would say, 
what are the two major problems that the American people, and 
particularly this committee, have to face in the future in this area. 

One, I think, is the income of the aged who fall below the $2,000, 
or $1,000 level, people who do not have adequate income. 

I think when you come to consider public assistance and old age 
insurance next year and in ensuing years, you are going to be faced 
with increasing the income of the aged. According to the estimates 
made by the Social Security Administration, Commissioner Mitchell 
made a statement this year that in December 1958 old age assistance 
in the States fell $400 million a year below the amount necessary to 
maintain reasonable health and decency. 

These are the old age assistance recipients on the present caseload. 

So I think that you have to do something, as you have in the past, 
with respect to the 2,400,000 people receiving old age assistance. 

Second, the real big problem of the aged is their health needs. 
In view of the fact that the very much smaller proportion of the aged 
have voluntary health insurance, I think that if I were going to spend 
any of the money what I would do in order to reduce the public 
assistance cost is take something like your bill, Mr. Forand, and 
blanket in for health benefits the group that is not covered under 
social security and then you would at least have the satisfaction in 
the future of helping to reduce the general revenue cost for medical 
care which you have already committed yourself to under public 
assistance. 

So it seems to me that the answer to your question is something like 
this: You are not putting the present money that you are spending 
out of general revenue in the right place to reduce the longrun gen- 
eral revenue cost. You ought to consider passing part of this cost 
on through payroll cost financing rather than through general reve- 
nues because you have a greater willingness on the part of the em- 
ployee to pay it that way rather than through the subsidy that is in 
the general revenue financing system. 

Dr. Burns. I would quite agree with Mr. Cohen on that because it 
seems to me at the moment that there is already a sizable sacrifice of 
revenue and a very considerable amount of that goes to people for 
whom you can make no case at all. 

You could take those amounts and use them, as Mr. Cohen has 
suggested, on the one hand, to raise the levels of the lowest 
public provision that is made for aged people, old age assistance and 
your lower category of OASI beneficiaries. But I think Mr. Cohen is 
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absolutely right, the very big problem that this committee and other 
committees will have to c anna with in the next 10 years concerns 
the mounting cost of medical care for the aged. 

Far and away the most effective method of meeting that is not by 
giving people special tax deductions for medical expenses because 
most of them don’t have incomes large enough to benefit from these 
tax deductions and many of them undoubtedly don’t even get the 
medical care they need, and, therefore, don’t have the expenses. 

Instead of doing that, one should explore the possibility of imple- 
menting the proposals that would make all or certain types of medical 
care, ave vailable as a benefit on the OASI program. 

This seems to me much the highest social priority use of all this 
money that you think you are going to have from these proposed 
changes. 

Mr. Sarcent. Mr. Forand, I visualize the cost of social security as 
being a tremendously increasing cost. If $1.5 billion could be saved 
by eliminating one $600 exemption and taxing social security, first it 
might defer the time when the tax might be up to 3, 4, 6, or 8 percent. 

I would like very much to have social security costs held down. 
This is one way they could be held down. 

I am fearful of medical care under a Federal program. Fearful 
that this $1.5 billion cost would just be the start of what the cost 
would run into. 

I would like to see private enterprise, Blue Cross, Blue Shield, in- 
surance plans be given a longer time to cover the program. 

If some money ‘could be saved as given in your example, which might 
take care of those who really need it and who are now covered under 
old-age assistance, I would rather leave it this way for a while and 
take my time before I try to wrap everybody up on a Federal program 
of medical care because I don’t know what that would cost. 

Miss Anprus. My answer would be to increase their income, increase 
their social security, particularly in the lower brackets, give them the 
power to buy their "health protection in the American tradition, of 
choosing how to spend their income. 

F rankly, I would say, cover more people, increase the social security 
benefits. 

Mr. Foranp. Increase the social security benefits ? 

Miss Anprus. Yes. 

Mr. Foranp. I go along with that idea of increasing the social secur- 
ity benefits in the lower brackets particularly, after the information 
given to us a couple of years ago and I imagine the figure perhaps 
is higher now, but I recall 2 years ago we were ‘told that there were ap- 

roximately 12 million recipients of old age and survivors insurance 
Benefits and out of that 12 million were 600, 000 that had to have su 
plementary welfare aid. Now, that lower bracket at least should 
Te care of. 

[ appreciate very much the comments of the panel members. 

Thank you, Mr. Chairman. 

The Cuarrman. Mr. Alger will inquire. 

Mr. Arcer. Mr. Cohen, ‘T am sorry to have been late and not heard 
ome} presentation, but I have the advantage of your paper here, and 
having read your statement. 
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I was particularly interested because of my interest in the questions 
and answers you and I enjoyed earlier this year. I am more interested 
in taxation at this point. 

You have made certain statements I would like to have clarified for 
the record, at least ask for your further definitions of what you meant, 

On page 542 at the top of the page you list as one of the Government 
aims, this statement: 

(b) Provide such income as far as possible on an insurance rather than on 
an assistance basis. 

Now, I wonder if you could explain what you mean by on an insur. 
ance rather than on an assistance basis. 

Mr. Couen. In this particular statement of defining or illustrating 
what I thought had been the congressional policy, I believe that as you 
look over the taxing benefit laws you can see a rather consistent pattern 
that the Congress had intended to encourage both private and public 
insurance as a method of meeting the income and health needs of the 
people as against the public assistance approach. 

As I look over the hearings and the discussions before this commit- 
tee, they have always attempted to try to give some type of priority 
or foes fer or preference to a broad insurance approach in which, 
as I would define it, the employee, the employer, or both, would make 
some type of contributions for this type of protection. 

Mr. Atcer. Maybe that gets to the heart of the question, then, which 
I had the privilege of asking some of the witnesses during the Forand 
bill hearings. 

You used these terms in your statement as I recall, contributory 
social insurance, social insurance methods, social insurance needs. 

Would you define what you have in mind when you say social 
insurance { 

A moment ago you called it public insurance as against private 
insurance. 

Mr. Counen. Yes, sir. 

Let me take the word “insurance” first. Insurance simply means a 
method of pooling some type of contributions for a risk. 

The term “insurance” can then be modified to put all sorts of de- 
scriptive words in front of it, private insurance, voluntary insurance, 
social insurance, fire insurance, casualty insurance, medical insurance, 
and so on. 

But basically the concept of the insurance is a pooling of contribu- 
tions from whatever source it is derived. There is no departure from 
the insurance concept if the contributions are derived from the em- 
ployee, the employer, or the government, as long as the particular 
payment, the contribution, the tax or the premium, whatever you want 
to call it, is contributed for a risk. 

Mr. Aucer. Of course, under social security, many of the recipients, 
in fact, now most of them, paid in little social security. 

Mr. Coven. That is ght. But that fact does not in any way con- 
tradict the insurance principle. 

Mr. Axcrr. A minute ago you defined very nicely insurance as 4 
single word. 

Mr. Couen. Yes. 

Mr. Aucer. Which is the pooling of money that is contributed. 
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I just — out to you that the social security recipient, most of 
them, did not pay into this or pool except a very limited amount and 
only future generations will be paying in. 

Mr. Conen. That fact has nothing to do with whether the insurance 
concept is involved in a social insurance program. 

Mr. Ager. That is my point. When you say social, you do not 
have insurance at all, do you? 

Mr. Couen. I disagree. The insurance concept in its basic essen- 
tial is simply a matter that for the system as a whole the totality of 
the income equals or exceeds the disbursements over time. There is 
no necessary relationship between the individuals’ contributions and 
benefits in any insurance program. 

Mr. Areer. That is different from insurance; there is a difference. 

Mr. Conen. This is no different. There is no difference between 
any kind of insurance; no, sir. 

Mr. Avcer. You are saying “over time.” Iam pointing out to you 
that those who are receiving, as many are, under the Forand bill, 
would be blanketed. 

A moment ago you answered the question very nicely as to what 
Mr. Forand proposed, $1.5 billion, you said let us blanket everybody. 

Mr. Conen. You are confusing the basic concept of insurance with 
the question of how much each person pays in and how much he gets 
out. That has no necessary cidivastie to the insurance concept 
whether it is private or social insurance. 

Mr. Arcer. My point is that I think we are confusing the word 
“insurance” when you put the word “social” in front of it im your 
definition. 


Mr. Conen. No, sir. I can go down to a private insurance Company 


and put down $50 premium for a fire insurance policy and i 
house burns down 10 minutes later I can get $18,000 back. 

Is that insurance? Of course it is. I get back a lot more than I 
paid in. 

Mr. Arerr. That cannot be voted out day after tomorrow. 

Mr. Conen. That fact has nothing to do with the essence of insur- 
ance. You are talking now about whether Congress in setting up any 
insurance provisions can make certain changes in the program. But 
the concept of insurance is simply the concept that in the pooling of 
the risk there is an equating of the total income and total disburse- 
ments by pooling income for a defined risk or risks. 

_Mr. Auger. Mr. Cohen, in insurance there is a vested property 
right 

Mr. Couen. No, sir. The term insurance by itself does not neces- 
sarily mean a vested property right. 

Mr. Arcer. You are welcome to contradict me. I am just saying 
to you it does. 

Mr. Conen. I disagree with you. The private insurance companies 
of the country and particularly the chartered life underwriters are 
trying very hard to get over the idea that they have the exclusive 
right. to the use of the term “insurance,” and their idea that when this 
committee put the word “insurance” in the social security program it 
was preempting a term that only they could use, is a fallacious inter- 
pretation of the word “insurance.” 
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I think the social insurance people and the Congress have just as 











































































































increa 
much right to use the term “insurance” in title II of the Social Se § to dri 
curity Act as the private insurance people have to use it in private J peopl 
insurance. Thi 
Mr. Aucer. You have made a good answer, and I have lots of other §& every’ 
questions, and I certainly do not want to dwell on this unduly. the p 
Now, Mr. Chairman, I would like to go on. I want you to know & hospi 
I have other questions. the a, 
Mr. Mason. Mr. Chairman, I think he should go on. Blue 
The Cuarrman. He hasa perfect right to go on. them. 
Mr. Mason. Yes. No 
Dr. Burns. May I make one comment to Mr. Alger? He was rais- incre 
ing the question, I think, about whether social insurance was entitled § the l 
to be called insurance because tomorrow the Government may change is the 
the plan. are a 
But you know, in a way, the same sort of thing happens with pri- § ther: 
vate insurance. One of the troubles of people who reach the age of So 
65 is that, having contributed to private insurance plans for medical § bette 
care all their lives, they reach the age of 65, suddenly have an Tl 
accident or serious illness, they want to go on with the insurance, and § to b 
the insurance company says “No”—they are going to cancel the pre- § hosp 
mium, cancel your right to insure. W 
This seems to me just as big an uncertainty in private insurance as § in b 
the uncertainty that tomorrow Congress may change some of the pro- § peo] 
visions of the social insurance laws, because when people belong I 
to a private health insurance plan they take out insurance and they is pt 
suddenly find after they have been paying 10 or 20 years, and they will 
want to go on with it, the company says, “No; we want to cancel und 
your insurance because you are over 65, and we reserve the right to M 
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It seems to me no different in principle than what you were saying \ 
was true of the social insurance programs. ben 
Mr. Acer. I appreciate your view. I can assure you that some of § abl: 
us think the greatest uncertainty in the world is a political one, and § abl 
that underlies this entire program here. salt 
I have several other things. tak 
On page 546, Mr. Cohen, at the bottom of the page, you point this dol 
out: stil 
Voluntary health insurance does not adequately cover the medical needs of fe 
aged persons; it fails to cover many low-income aged persons; and is not likely 4 
to cover all, or most, low-income aged persons in the foreseeable future. J 
As you analyze this problem, you are saying that the insurance in- de 
dustry cannot do the job and that some of the aged do not have enough bel 
income to pay premiums. a 
Mr. Counen. I would say, Mr. Alger, that I would be most happy ye 
if I could come to the conclusion in my mind that private insurance, - 
such as Blue Cross, would be able to do for the aged in 1960 what they 
have done for the people under the age of 65, that is, insure a very sub- th 
stantial proportion of them.. But I just can’t come to that conclusion = 
in my mind for this reason—particularly let me deal with Blue Cross— s 
first : 
If the Blue Cross plans do cover these people as they are trying to h 





and I think they should and as I think they will try very hard to, the 
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increased cost for the aged, particularly on hospital insurance is going 
to drive up the rate for the younger person and a lot of the younger 
people are going to begin to drop out. 

This is not criticism of Blue Cross. Since it is a voluntary plan 
everybody has a right to stay in or stay out. But it seems to me that 
the problem with the lower income of the aged and the fact that their 
hospital needs are between 21% to 3 times as high as the people under 
the age of 65, is going to put so much tremendous pressure on the 
Blue Cross plans on cost that it will have very serious effects upon 
them. 

Now, the other fact is this: The commercial insurance carriers are 
increasing proportionately their part of the hospital insurance in 
the United States as compared with Blue Cross. The reason for this 
is that they use a different rate structure than Blue Cross does. They 
are able through what is called experience rating of the group to make 
the rate apply to the individual employer or groups. 

So in effect the commercials through group plans are taking off the 
better risks, leaving Blue Cross with the higher cost risks. 

The net effect of this is as years go on the Blue Cross plans are going 
to be saddled with a large proportion of the aged with the heaviest 
hospital costs and every few years their rate structure is going to go up. 

What you are going to be faced with, sir, is that they will then come 
in before this committee and ask for a direct subsidy for low income 
people who cannot fully pay their health insurance costs. 

I think, therefore, my conclusion is from these considerations that it 
is possible that we are going to have a situation where the private plans 
will not be able to do as well with the aged as they have done for the 
under-65. 

Mr. Auger. Would you favor increasing the social security benefits 
to the lower group in order to enable them to buy private insurance? 

Mr. Conen. I favor an increase in the social security benefit for 
beneficiaries to meet their maintenance needs and if by that they were 
able to buy voluntary insurance and voluntary insurance would be 
able to meet more of the load, I would be extremely happy. But as I 
said, Mr. Alger, just to meet their minimum maintenance needs would 
take an additional amount of somewhere between 5 and 10 billion 
dollars a year at the present time. And I am sure then that you would 
still have a number who would not or could not buy comprehensive 
voluntary insurance so that part of their medical costs would still 
have to be financed through public assistance. 

Mr. Areer. Do you believe, as most social security people do, I un- 
derstand, including the AFL-CIO, that the wage relationship of 
benefits in social security is a fundamental principle in that program ? 

Mr. Couen. I believe in a waanaielnt system for cash benefits, 
yes, but I believe that with respect to medical benefits it should be a 
service benefit. 

In other words, I make a distinction. I think all the statements 
that have been made about the importance of a wage-related system 
relate to a cash benefit, not to health benefits. 

That is all that I think has ever been attempted by that phrase, in 
my opinion, when it has been used. 

Mr. Areer. Then, of course, you disapproved the Forand bill, which 
has no wage-related benefit at all. 

48820—60——20 
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Mr. Conen. As I said before, I favor the Forand bill and its 
approach not because I think that in its present form it is the most 
desirable method, but because I don’t see any other successful alterna- 
tive method on the scene, sir. 

Mr. Aueer. But without wage relation you would 

Mr. Couen. I want to make this point because I don’t want to be 
misunderstood. I favor, as I told you the last time you and I had 
colloquy on this matter, I favor financing part of these costs through 
the payroll tax system and not through general revenue because, in 
my opinion, in the last analysis that is a more politically responsible 
method than having the subsidies the way you have them now through 
the income tax system. 

I would still like to pay a compliment to Mr. Alger and say in the 
judgments of my students he is a very incisive gentleman in his 
questioning of witnesses before the committee. 

Mr. Acer. I am looking at the top of page 550. Frankly, you 
bring to my mind a question. This is a three-volume compendium. 
You have all submitted papers before you got here. I cannot read 
them all before you get here. 

I managed to get through yours. On the top of page 550, for 
example, you make this statement: 

There is no need or justification in our economy for any aged retired or 
disabled person, or family where the breadwinner has died, being in want. 

Mr. Cohen, is there any limitation in your mind as to what the 
role of the Federal Government should be in this field as to the degree, 
of help, and is there any individual responsibility outside the Gov- 
ernment, or should we just throw ourselves on the Government for 
care wherever we need it? 

I am just asking this of you because I frankly do not think it is the 
role of the Federal Government to feed, clothe, house, and take care 
of us, the basic necessities. 

That is a problem I am confronted with when I read a statement 
like yours. We do not want anybody to be in want as human beings, 
but what is the role of the Federal Government in this field unless 
we completely socialize our economy and make the Federal Govern- 
ment responsible? 

What is the limitation in your mind as to the role of the Federal 
Government ? 

Mr. Conen. I certainly would first try to do everything I can to 
strengthen the maximum degree of individual reaponaibility in the 
line of private insurance, thrift, savings, homeownership. 

As I said earlier, I would like to encourage employee contributions 
through private plans because I would like to put more responsibility 
on the individual as we go into the period of an increasing gross na- 
tional product. 

Secondly, the reason I favor the contributory social security pro- 
gram is because it does levy half of the cost upon the employee. 

In levying the cost on the employee it puts some kind of brake, 
Mr. Alger, upon unwarranted demands. As long as the employee 
has to pay half I think you have a built-in protection against some of 
the more grandiose and unwarranted proposals for social security. 

I have consistently urged that there be employee contributions to 
other social insurance programs because I think it will reinforce a 
sense of individual responsibility. 
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I think that there is also a responsibility in States and localities 
to take care of need through our public assistance program. I would 
limit the Federal Government responsibility there to contributing, as 
it does now, some share of the cost, leaving the States to make the in- 
dividual determinations. 

But above that, when you get through with all those measures, I 
think I would agree with the statement that Senator Taft made. He 
said that there is one exception that he had to make in his mind with 
respect to the role of the Federal Government and that is with respect 
tothe aged. 

Whatever your political philosophy may be, it is impossible, as it 
was impossible in his mind, to think of a situation in which the Fed- 
eral Government through these income maintenance programs, would 
not take on a major responsibility to see that the aged have some basic 
income. He made that the one exception to his political philosophy. 

As Mr. Justice Holmes says: 


Law is not a matter of logic; it is a matter of experience. 


I think our experience has been that the problems of the aged are 
so persuasive that it means that the Federal Government does have to 
take a greater degree of responsibility than in other areas. 

But I would say that we have to do somewhat more than we are 
doing now in order to take care of these transitional income problems 
flowing out of the depression and with the growing number of aged. 
I think that we will have to do something more in the social security 


and health field. 
If you do not do it that direct way, my view is that you are going 


to do it through the tax system anyway and that is a less desirable 
alternative. 

Mr. Arerr. That is a good answer to complicated questions. 

Of course, I must observe now certain contradictions possibly in 
your thought which is a good one, that we should give additional care 
to the aged in terms of what has been discussed here earlier by the 
panel, that whatever you do to help the aged this way ought to be 
carried down through the other brackets, 55, 45, 35, and 25, covering 
everything. 

Now, I am back to the other things you covered, when you said a 
matter of degree. Where that matter of degree is here, somebody 
here has to exercise discipline in saying we have to go this far with 
taxpayers’ money in deficit financing. 

On page 547 you made this statement: you mentioned: “Related 
health insurance benefits.” Do you see that under 1.3? What are the 
related benefits ? 

Mr. Conen. You will recall when I testified on Mr. Forand’s bill, 
I made some suggestions that, in addition to hospital care, certain out- 
patient care, convalescent and visiting nurse services be included in 
the bill to minimize the extent of possible overhospitalization of peo- 
ple who did not need acute hospital care. 

Mr. Areer. Thank you. 

The CuHatrMANn. Miss Andrus desires to make a statement. 

Miss Anprus. I would like to speak to this question of the health 
insurance. I am thoroughly convinced that we should have it. I 
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am also thoroughly convinced it should not be just for ipi 
of OASI benefits. : ne 

I am thoroughly convinced there should be a voluntary choice. 

Tam also convinced that the cost should be lower. 

I am making again the suggestion that we made before, that there 
be a trusteeship in which the people who are concerned with the prob- 
lems of the aged agree on the specifications of what is necessary for 
adequate health care for the older people. ; 

Not only in hospital and medication, doctors’ visits, nursing homes, 
that type of thing, but we would make an agreement among ourselves 
as to what would be the best and then challenge Blue Cross, Blue 
Shield, and the insurance industry to come in and compete against 
each other to give us the finest service at the cheapest rate and then 
to ask our social security, at the cost of labor and material, to send 
out to the social security recipients, the option of whether or not they 
want to secure this service. ; 

It would cut out from private industry all this expensive cost that 
you see. 

Last Sunday, for instance, there were whole pages of ads for over-65 
medical services insurance without examination and without the right 
of the insurer to cancel. All of that costs money. All of that money 
could be spent on the care of our older people. 

I think Congressman Forand has done a grand job with his bill. 
Tam absolutely at heart with him in the principle of it. 

I am offering this as an immediate solution so that we don’t wait 
and let the people who need it die. 

We have done it in California in our own group of medical plans 
where we cover 60 percent of the cost, where we give medication pay- 
ments up to $500 with $50 deductible; we give 31 visits to the doctor; 
we give 121 days of hospitalization. We give nursing home care. 

I know it can be done. It only needs to be done. 

The Cuarrman. Mr. Harrison. 

Mr. Harrison. Do I understand that everybody agrees that pay- 
ments of public assistance and veterans disability should not be taxed f 

Dr. Burns. Would you repeat the question ? 

Mr. Harrison. I understand that everybody agrees that public 
assistance payments made by the governments and Federal Govern- 
ment and veterans disabilities payments should be excluded from 
taxation ? 

Dr. Burns. I think on public assistance there is a very obvious 
reason for excluding it because the average public assistance grant 
today is barely sufficient to provide for the minimum necessities of 

eople. 
7 If you were going to tax them then you really would have to add 
an extra little amount on the public assistance grants in order that 
the person pay it back again to the Government. 

This would mean unnecessary activity. 

Mr. Harrison. I say, then, everyone agrees that those two items 
should be excluded ? 

Mr. Couen. I would say, Mr. Harrison, it does not make any dif- 
ference on public assistance, much, whether you include them or exclude 
them. 
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If you wanted to include them for some reasons of consistency, it 
would be, to make it consistent, it would not make any difference. 

In veterans’ benefits I can see some problems. But except for serv- 
ice-connected disability in which you might want to treat for certain 
reasons a little differently, I don’t see why non-service-connected bene- 
fits should not be taxable. 

Mr. Harrison. If they are all allowed on the basis of how much 
they thought the individual needed, is it as broad as it is long all 
the way through ? 

Mr. Cowen. I would just say whatever the principle that you would 
apply for other noncontributory benefits would apply probably equally 
to non-service-connected benefits in the veterans field. 

You might want to make some distinction but I don’t see why 
non-service-connected veterans benefits are not handled like any other 
noncontributory benefit. 

Mr. Harrison. What noncontributory benefits would you include? 

Mr. Conen. There are a whole host of Government retirement plans 
which are noncontributory and as to which the Government as an 
employer has handled these payments and it seems to me that this 
principle 

Mr. Harrison. I am interested in the insurance premiums. 

Mr. Conen. They are on a pension principle. I am trying to be 
careful about the word “insurance” now. I would say that they are a 
retirement pension. 

Dr. Burns. Mr. Harrison, isn’t the problem really what some of us 
are saying, that if you want to make exemptions for people, don’t do it 
on the basis of the source from which the income comes because this 


gives rise to all kinds of inequities but that one would make just one 
Se ge to that which is in the case of people who receive public 


funds on the basis of demonstrated need in the individual case. But 
that is the only exception one would make to the generalization that if 
you want to make these exemptions then do not differentiate on the 
basis of source of income or even on the basis of age, in view of the 
chairman’s question. 

Mr. Harrison. To tax public assistance without immediately raising 
the amount of grant would be an admission that the previous grant 
had been too high, would it not? 

Dr. Burns. Yes, but it would be a very difficult admission to make 
: view of the level of assistance granted throughout the United 

tates. 

Mr. Harrison. Let me ask one more question. 

What would be the effect if Congress should permit a deduction or 
tax credit for premiums paid on health insurance? Would that 
contribute anything to the problem you have discussed in answering 
questions of Mr. Forand and Mr. Alger? 

Mr. Conen. I think your present tax deduction arrangements which 
permit up to $30,000 to be deducted for medical expenses while a rare 
case, is some discouragement toward use of the insurance principle 
when you can use out-of-pocket medical expenses to apply in a given 
year for persons with a very high income. 

I think that ‘a tax credit for vountary insurance payments would be 
good because in principle it would give some further emphasis to the 
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voluntary health insurance movement. 
if it could be. 

But I think if you do that, then what you are in effect doing is making 
employee contributions tax deductible, and I think that raises a whole 
host of problems, but I think it is consistent with the idea that employer 
contributions are now tax deductible for voluntary health insurance, 
and I don’t see why employee contributions should not be on that same 
theory. 

The Cruairman. Are there any further questions? 

If not, Dr. Burns, Miss Andrus, and gentlemen, we appreciate 
very much your being with us this morning and the contributions 
that you have made to our thinking in the area of the specific ele- 
ments in the computation of taxable income. 

Without objection, the committee will adjourn until 2 p.m., today. 

(Thereupon at 12 noon, the committee was recessed, to reconvene 
at 2 p.m., same day.) 


I would like to see that done 


AFTERNOON SESSION 


The Cuatrman. The committee will please be in order. 

This afternoon, under the general topic of specific elements in the 
computation of taxable income, we take up the specific subject of 
“Taxation of Fluctuating Incomes.” 

We have as panelists this afternoon Mr. Adrian Kragen, a profes- 
sor of law at the University of California; Mr. Wilbur A. Steger, the 
Rand Corp. of Santa Monica, Calif.; Mr. W. E. Dickerson, professor 
of accounting, Ohio State University; Mr. John P. Carroll, attorney, 
of New York City; Mr. Stephen H. Hart, attorney, Denver, Colo.; 
Mr. William A. Cromartie, attorney, Chicago, Il.; Mr. John David- 
son, substituting for Mr. George F. Newman of the Viking Pump 
Co., also an attorney, Cedar Falls, lowa; and Mr. Ralph Becker, attor- 
ney, of Washington, D.C. 

We are pleased that all of you gentlemen could be present today. 
And first I want to thank you for your very fine papers and the con- 
tributions that you have made toward the compendium and to ask 
you today to summarize, within 5 or 6 minutes, if you will, the points 
that are made in your paper in the compendium, and then answer 
such questions as the members of the committee may decide to ask of 
you. And we will recognize the panelists in the order in which their 
names were read, beginning with Mr. Kragen. 

Mr. Kragen, we appreciate having you, sir, and you are recognized. 


STATEMENT OF ADRIAN A. KRAGEN, SHANNON CECIL TURNER 


PROFESSOR OF LAW, UNIVERSITY OF CALIFORNIA, BERKELEY, 
CALIF. 


Mr, Kracen. Thank you, Mr. Chairman. 
The fact that there is inequality of tax treatment in the bunched 
income area, caused basically by the annual accounting-progressive 
tax rate combination, which has been in effect in this country since 
1918, has for a long period been recognized by the Congress. When 
we look at sections such as 1301, 1302, and other sections in that general 
group, and at section 1235 of the Internal Revenue Code, we find a 
clear recognition by Congress that there is inequality and that in a few 
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somewhat isolated cases the needs of the persons or groups involved 
have been seen, recognized and to some extent alleviated. 

However, it seems to many of us that if we are to recognize this 
need of a comparatively small group, we should, as this committee has 
expressed in its search for equality of taxation, recognize the much 
larger group who have unequal tax treatment because they have fluctu- 
ation in a particular year from the norm of their tax burden or because 
over the years their income fluctuates. 

We, of course, know that the big publicity and the individual plight 
which has been played upon from time to time in the papers, relates to 
the persons in the professional athletic group or the entertainment 
area. But I think it should be clear that these are only a small portion 
of those who are affected by the unequal tax treatment incident to 
bunched or fluctuating income. 

The real estate salesman who has a good year, the farmer who has 
an especially fine crop—although he has some other tax advantages— 
the lawyer, the sweepstakes winner, or the quiz winner, all have the 
same problem, with varying degrees of effect. And it is clear that this 
group is large and should be considered. 

In my submitted paper, I gave an example using the figure of 
$211,000 gross income for an dividual over a 25-year earning period. 
Making a number of assumptions, we find that such an individual who 
has a steady rise from $3,000 to a maximum of $15,000 per year, pays 
approximately $53,000 in taxes, assuming that is his net income and 
that the tax burden is at the current rates. If such an individual had, 
instead, 3 heavy years in the middle or any portion of this total 25-year 
earning period, but never in the rest of the period exceeded, say, 
$6,000 or $8,000, he would pay approximately 50 percent more tax, 
merely because so much of the total was congregated in the short 
period. 

The inequality of that tax treatment is evident, and it applies to 
such a large segment of taxpayers that I do not think we can be thrown 
away from the real impact by focusing on the six or seven bracket in- 
come figures which we find in the cases of a Joe Louis, a Bill Holden, 
or a Joan Crawford and others in the entertainment and professional 
athletic field. 

I think that therefore that problem should be met, if the Congress 
is interested in an effort to gain equality. 

Now, when we mention people who are in big-income brackets, 
there is another factor which I think must be considered and which 
I think for purposes of assisting the operation of our revenue raising 
system should be remedied. That is the fact that many persons in the 
high brackets, who do have the effect, either for a short or long period, 
of exceptionally high income, are able to hire “experts” who spend 
their entire time finding self-equalizing methods. And, of course, 
many of these self-equalizing methods do better than equalize. They 
do not equalize the individuals concerned with the rest of the tax- 
payers, but rather put these individuals on a better tax plane than the 
rest of the taxpayers. ° 

I think that we have seen, for example, instances of a cat and dog 
hospital producing motion pictures, or the Island of Jersey, the Ba- 
hamas, Canada, and Panama, being the centers for corporate activity 
in motion picture and television production, we have seen numerous 
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items, such as the activity that resulted in the incredibly complex 
collapsible corporation provisions caused or motivated by these self. 
help equalizing actions of people in high tax brackets. One method 
which is being used more and more, the deferred-compensation agree- 
ment which takes advantage of the various efforts to use all annual 
accounting-cash basis combinations to afford tax advantages to the 
high headieel taxpayer. 

I believe that the use of these self-help methods distorts our econ- 
omy, and it distorts the methods which we use to raise revenue. It 
causes provisions which are diflicult to administer to be put into the 
law. It causes loss of revenue. 

I would therefore like to make two suggestions. They are not 
original. In part they have been advocated in previous years at hear. 
ings before this committee. Certainly they offer nothing for which] 
can claim authorship. 

The first one is that we adopt, to take care of the average taxpayer 
who has bunched income, a method of simple averaging. I suggest, 
simply for the purpose of putting out the idea, that we use a 5-year 
provision ; that the first choice of use of averaging be optional with the 
taxpayer, but that once he has chosen to adopt averaging, he be re- 
quired to average in subsequent 5-year periods. 

Most of the suggestions for averaging on the simple method have 
embodied the idea that averaging should always be at the option of 
the taxpayer. That concept just does not seem to me to be equality. 
For administrative purposes, of course, there should be certain small 

reentages of income fluctuation, which would not be sufficient to 
Justify the use of the averaging process, because of administrative 
difficulty. I think that within iene limits you should be required to 
average once you have started averaging, regardless of whether it helps 
or hurts you for the particular 5-year period involved. 

The second suggestion I offer is intended to take care of a growing 
group of people who are using deferred-compensation agreements. 
These people are mainly those who are subject to the impact of flue- 
tuation of income in the high and middle tax bracket areas. They 
are presently using deferred-compensation agreements to an increas- 
ing degree. Tax revenues are necessarily being depleted by such 
use. Furthermore, in order to assure elimination of present tax lia- 
bility the taxpayers are adopting procedures which are not normal 
or oo business operations. 

therefore suggest that we remove the uncertainty presently at- 
tached to deferred-compensation agreements, and that we specifically 
provide in the Internal Revenue Code for such agreements. I pro- 
pose that if a deferred agreement is adopted the employer or the 
person who is paying the money as compensation pay that money 
to the U.S. Government, that is to the Treasury Department, and 
that the Treasury Department issue to the person to whom the pay- 
ment was due a non-interest-bearing certificate; that the income tax 
be paid only at the time of withdrawal of the funds represented by 
such certiffeate; and that we have certain restrictions, so that with- 
drawal will be limited percentagewise or amountwise for particular 
years. 

This would give the Treasury a substantial amount—and I am sure 
it would be a very substantial amount—of money, interest free. It 
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would give the taxpayer a certainty that he could set up, in effect, a 
retirement plan of his own, without the impact of the present heavy 
tax rate on bunched income. And it would give the employer a proper 
deduction, instead of the deduction which under the Code he cannot 
take now but I believe in many cases is actually taking especially in 
large business organizations. 

Thank you. 

The Cuarrman. Mr. Kragen, we thank you, sir. 

Your summary statement will be included in the record. 

(The summary statement of Mr. Adrian A. Kragen is as follows :) 


STATEMENT By ADRIAN A. KRAGEN, SHANNON CECIL TURNER PROFESSOR OF 
Law, UNIVERSITY OF CALIFORNIA, BERKELEY, CALIF. 


Our Federal income tax system for over 45 years has been based on two major 
premises. The first is that the taxpayer shall account annually as to his net 
income, and the second is that the tax shall be computed for this annual period 
on a progressive rate structure. The double impact of the annual accounting and 
the progressive rate on various groups of taxpayers has caused burdens which 
Congress has seen fit to alleviate by enacting substantial exceptions to one or 
both of the premises. Illustrative of these special relief provisions are the net 
operating loss carryover and carryback, the sections allowing averaging for 
authors and inventors, and the special capital gains treatment of royalties 
received by patent holders. 

In giving relief to the few whose demands at the moment seemed most just and 
pressing, it is believed that there has not been proper recognition of the larger 
group who are substantially penalized by the nature of our tax system. The 
taxpayers to whom I refer are those whose income fluctuates materially from 
year to year. Although the publicity on the plight of members of this group 
has been confined largely to the entertainers and professional athletes who have 
been subject to the “curse” of wide income fluctuation at high levels, many 
so-called average taxpayers have borne the brunt of the peculiar impress of our 
tax syStem on taxpayers whose income varies from year to year. Although 
itis dramatic to find that a Joe Louis has had to cash in a trust fund or is unable 
to pay his tax bill because so much of the income was concentrated in one 
year and subjected to a very high tax rate for which he did not adequately pro- 
vide, the impact is as great on John Smith who has one very good income year 
out of a humdrum earning history as a real estate salesman. 

Fluctuating income is a concomitant of many professions and occupations, 
and the unequal income tax treatment brought about by reason of the annual 
accounting-progressive rate combination hits a large group of taxpayers. When 
two men earn $211,000 over a 25-year period, one with a steady yearly increase 
toa maximum of $15,000 and the other with income of $5,000 or less for all but 
3 of the 25 years, and the latter pays 50 percent more taxes than the former, 
itis obvious that the fact of unequal tax treatment is not confined to the fabulous 
Hollywood entertainers and their six- or seven-figure incomes. 

Further, we should note that the taxpayers who have extremely high income 
have adopted various methods of avoiding tax impact of which our average tax- 
payer cannot normally avail himself. These devices distort not only our tax 
system but our economy. When motion picture actors start being independent 
producers in order to endeavor to get capital gain treatment; when dog and cat 
hospital or fishing resort corporations produce motion pictures; when the Isle 
of Jersey, Panama, the Bahamas, and Canada become centers of corporate 
organization for motion picture or television production; when actors leave the 
United States permanently and require that all their pictures be made in foreign 
countries, we are making changes in our economy not consistent with good busi- 
ness and which detrimentally affect a segment of our population and in addition 
have a double effect on Government revenues. 

It would appear to be necessary, equitable, and beneficial to endeavor to reduce 
the burden which our system imposes on the “bunched income” taxpayer. Con- 
gress has seen fit to do this for a few taxpayers. There is no reason why it 


should not be widely applied if we can find an administratively feasible method 
to do so. 
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For the average taxpayer faced with one or more exceptionally high income 
years, I would suggest the enactment of an averaging provision. Such provision 
might allow a taxpayer to average retroactively over a 5-year period. This 
should be optional with the taxpayer in the first instance, but should be man. 
datory thereafter for any 5-year period in which one year was substantially 
higher than any one of the other 4 years. Although such simple averaging is 
not a perfect answer, it would be a major step toward equality. 

I would further advocate as a method of eliminating the use of gimmicks and 
devices the enactment of legislation clearly authorizing the use of deferred com- 
pensation agreements but providing that the income when earned was to be paid 
to the Federal Government. The Treasury would issue non-interest-bearing 
certificates. The employer would deduct the amount so paid, and the taxpayer 
would pay tax only upon withdrawal. This would allow the high-bracket tax. 
payer to build a retirement plan of his own and at the same time would give 
the Federal Government substantial savings of interest. Such a provision would, 
I believe, materially reduce the use of the type of uneconomic schemes to which 
[ have alluded and would be a step toward a more equitable tax system. 

The Cuamman. Mr. Steger, we are pleased to have you with us to- 
day, and you are recognized, sir. 


STATEMENT OF WILBUR A. STEGER, RAND CORP., SANTA MONICA, 
CALIF. 


Mr. Srecer. It is indeed a privilege to speak before this committee. 

The purpose of this panel here today is to inquire into the desirabil- 
ity of introducing a major change, the averaging of income for tax 
purposes, into the Federal statute. And on one thing I am sure all of 
the panel members will agree, that two taxpayers with the same total 
incomes over a period of years will pay different total taxes if one’s in- 
come is stable and the other’s is highly fluctuating. 

But this by itself should not be taken as absolute proof of the need 
for averaging. First, in these days, during which each bit of tax relief 
requires introducing more complexity into the tax law, we should try 
to introduce changes which benefit large numbers of taxpayers. Sec- 
ondly, this proposal is essentially another erosion to the tax base and 
- must promise significant gains in terms of equity and economic 
effect. 

To determine, first of all, whether or not this proposal would affect 
large numbers of taxpayers, I made a statistical study involving sev- 
eral thousand identical taxpayers over a period of many years. While 
the data used presented many analytical problems, the best measure of 
the extent to which fluctuating income taxpayers pay more taxes than 
stable income taxpayers is that 15 million taxpayers pay more taxes 
and 1 million people pay significantly more taxes, and by that I mean 
a $500 difference over a 5-year period ; that these numbers pay signifi- 
cantly more taxes because they have fluctuating net tncable income 
instead of stable taxable income. 

Furthermore, about 2 million taxpayers pay significantly greater 
taxes due to the tax law’s nonallowance on the carryover of unused ex- 
emptions. 

he case for an averaging proposal, therefore, is supported by this 
data, since lack of averaging has seemed to be important to many mil- 
lions of people. 

Furthermore, different groups in the population would be aided by 
the introduction of an averaging proposal into the tax law in very dif- 
ferent ways. 
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The very highest income taxpayers would gain very little from av- 
eraging of income for tax purposes, unless there were highly flucuat- 
ing aggregative national income. Some profesional people, such as 
doctors, lawyers, engineers, and scientists, would pay 7 to 10 percent 
less tax if income averaging over a lifetime were allowed. However, 
with most other professional groups (for example, dentists, college 
teachers, nurses) and senior executives would gain very little reduc- 
tion (0 percent to 5 percent). Of course, some individuals can do much 
better hae this, but what I am quoting here are figures on the average. 

Averaging of income, except for the carryover of unused exemptions, 
would be of very little help to the great majority of farmers and 
wage earners (clerical and sales workers, craftsmen, operators, service 
workers, and laborers), either over short or long averaging periods. 

And finally, if capital gains were included in income in full, as is 
proposed by many of the proponents of averaging, those who get 
capital gains would pay significantly higher income taxes, averaging 
or not. 

For example, in the study that I made, one-third of those who 
get capital gains would be taxed at 62.5 percent effective tax rate if 
there were no averaging and 58.5 percent with averaging, and that 
is as opposed to a 25-percent tax today. 

Now that we have some of the necessary information, let us turn 
to some of the economic and some of the equity aspects of the averag- 
ing proposal. I have tried to summarize some of the equity argu- 
ments in the compendium to these hearings, and on the whole I find 
that the equity arguments are not very favorable to most averaging 
systems. 

I find, for example, that a long averaging period is not consistent 
with the period by which the majority of individuals conceive and 
plan their economic activity. In general, people plan their economic 
activity with very few years involved, from 1 to 3 years. 

Secondly, many averaging systems are defective because taxes un- 
der the averaging system respond to current income only with a lag. 

And thirdly, most averaging systems redistribute income from the 
lower to the upper income classes—that is, with the exception of the 
very highest upper income classes—some fairly drastically. 

Equity arguments on the whole, therefore, are not favorable to the 
introduction of a general averaging device. The arguments favor rel- 
atively simple, short period, averaging devices, if at all, since there is 
no strong equity argument for equalizing the income of two taxpayers 
over long periods merely because they have the same total incomes. 
This is particularly true where tax rates change through the years, 
but is true whether or not they change. 

Turning now to economic effects, I find that the long-run economic 
eflects of averaging are investigated primarily by asking two 
questions: 

What are the consequences of increasing the effective tax rates at 
which capital gains are taxed and capital losses deducted? And that 
becomes pertinent because many of the proponents of averaging sa 
if you do this you can include capital gains and losses in full. I thin 
the answer to that is that the aetanian of an averaging system 


which taxed capital gains in full would strongly impede the mobility 
of capital assets. The present impediment posed by a preferential 
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capital gains structure would be, in some cases, doubled, trebled, or 
quadrupled under an averaging system which fully included capital 
gains. ; 

There is another proposal associated with comprehensive averag- 
ing, and that is to tax unrealized capital gains and losses, and that 
also would have very severe economic impacts. For these, please see 
my analysis in the compendium. 

Now, turning to another possibiilty, that is, averaging in the ab- 
sence of a change in the capital gains laws, I find that averaging would 
have very little effect on the incentive to effort or the allocation of 
labor resources, except under some averaging systems where there 
are large refunds made in years of little work; that is, if incomes 
drop, the Government has to pay back under some averaging systems, 
And here total incentives aie fall rather than go up. 

In general, were averaging introduced, there is a higher probability 
that national income would fall rather than rise. This is due to 
the higher savings-income ratio—i.e, lower consumption—of the 
community with an averaging system. 

T have also attempted to estimate how much this change would mean 
in terms of cost to the Government, and I think that the best estimates 
are something like as follows. If a simple average were attempted, 
the cost would be approximately from half a billion to about eight- 
tenths of a billion dollars every year. If the carryover of unused 
exemptions were introduced, along with either this average or some 
of the other kinds of averaging systems, then the annual cost would be 
something like $114 billion every year. 

There are presently, in the present income tax, several ways of deal- 
ing with averaging, of course. There is the old section 107, now called 
3101. And in general, I think that these are preferable for both 
equity and economic reasons to a comprehensive averaging system. I 
find that short period averaging devices, such as the simple average, 
therefore, are desirable tax law changes; that is, that we should prob- 
ably have something like a simple average rather than these specialized 
sections like section 3101, in other words, broadening the coverage of 
that, but not extending the average to a very, very long period. And 
thirdly, I find that a short period carryover, perhaps only a carryback 
of unused exemptions, is a desirable tax law revision. 

I have made some rather bald statements in this thing. This is kind 
of a summary of the things I have in my compendium. And I cer- 
tainly would be glad to answer any questions about this later. 

The Cuatrman. Thank you, Mr. Steger. 

Your summary statement will be included in the record. 

(The summary statement of Mr. W. A. Steger is as follows :) 


AVERAGING INCOME FOR INCOME TAx PURPOSES 
(By W. A. Steger, Rand Corp., Santa Monica, Calif.) 


Our purpose here, today, is to inquire into the desirability of introducing a 
major revision, the averaging of income for tax purposes, into the Federal tax 
statute. And, on one thing, I’m sure all the panel members will agree: Two 
taxpayers with the same total incomes over a period of years will pay different 
total taxes, under a progressive tax rate structure, if one’s income is stable and 
the other’s is highly fluctuating. 

But, this by itself, should not be taken as absolute proof of the need for aver- 
aging. First, in these days where each bit of tax relief requires introducing 
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more complexity into tax law, we should try to introduce changes which benefit 
large numbers of taxpayers. Secondly, this proposal is essentially another 
erosion to the tax base and so must promise significant gains in terms of equity 
and economic effect. 

To determine, first of all, the importance of averaging, I made a statistical 
study involving several thousand identical taxpayers over a period of many 
years. While the data used presented many analytical problems, the best meas- 
ure of the extent to which fluctuating income taxpayers pay more taxes than 
stable income taxpayers is that 15 million taxpayers pay more taxes, and 1 million 
people pay significantly ($500 difference over a 5-year period) more taxes 
because they have fluctuating net taxable income instead of stable taxable 
incomes. Furthermore, about 2 million taxpayers pay significantly greater taxes 
due to the tax law’s nonallowance of the carryover of unused exemptions. 

The case for an averaging proposal, therefore, is supported by the above data, 
since the lack of averaging is shown to be important to many millions of people. 

Furthermore, different groups in the population would be aided by the intro- 
duction of an averaging proposal into the tax law in very different ways. 

1. The very highest income recipients would gain very little from averaging 
of income for tax purposes unless there were highly fluctuating aggregative 
national income and long averaging periods. 

2. Some professional people, such as doctors, engineers, scientists, and law- 
yers, would pay 7 percent to 10 percent less taxes over the course of their life- 
time, if income averaging over a lifetime were allowed. However, with most 
other professional groups (for example, dentists, college teachers, nurses) and 
senior executives would gain very little reduction (0 percent to 5 percent). 

3. Averaging of income, except for the carryover of unused exemptions, would 
be of very little help to the great majority of farmers and wage earners (clerical 
and sales workers, craftsmen, operators, service workers, and laborers), either 
over Short or long averaging periods. 

4, If capital gains were included in income in full, as is proposed by most 
proponents of averaging, the recipients of capital gains would pay significantly 
higher income taxes, averaging or not; however, the most severe increase (rela- 
tive to the present method of taxation of capital gains) would be for upper 
income taxpayers. For example, one-third of the capital gains recipients 
would be taxed at a 62.5 percent effective tax rate without averaging and 58.5 
percent with averaging of these gains over a 10-year period. 

Now that we have some of the necessary information, let’s turn to an ap- 
praisal of the averaging proposal. First the equity aspects. Traditional eco- 
nomic theory’s equity arguments of ability to pay or least sacrifice are not 
very helpful, here. Arguments can be offered to show that the income recipients 
with the fluctuating income may be better off in some respects and could thus 
afford (in ability terms) to be taxed more; however, this very argument may 
be turned around to show that, in order to have minimum aggregate sacrifice, 
the fluctuating income taxpayer should pay less taxes. 

Other equity arguments are found to be damaging to most averaging systems 
such as: 

(1) A long averaging period is inconsistent with the period by which the 
majority of individuals conceive and plan their economic activity. 

(2) Many averaging systems are defective because taxes under the aver- 
aging system respond to current income only with a lag. 

(3) Most averaging systems redistribute income from the lower to the 
upper income classes, some fairly drastically. 

Furthemore, averaging systems may not be justified on the grounds of con- 
formity to the economic income concept proposed by Simons and Haig: The 
theory of economic income establishes that certain types of income should not 
be allowed the privilege of averaging, since the tax system itself has already 
smoothed over what (on the ground of economic income theory) should be a 
highly fluctuating income stream. 

Equity arguments, on the whole, are not favorable to the introduction of a 
general averaging device. The arguments favor relatively simple, short period, 
averaging devices, if at all, since there is no strong equity argument for equaliz- 
ing the income of two taxpayers over long periods merely because they have the 
Same total incomes. This is particularly true where tax rates change through 
the years, but is true whether or not they change. 

Turning to economic effects now: the long run economic effects of averaging 
are investigated primarily by asking two questions: 
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What the the consequences of increasing the effective tax rates at which 
eapital gains are taxed and capital losses deducted? (This is a highly 
pertinent question because the raising of the effective tax rate would be 
the consequence of the introduction of practically every averaging device, 
with the exception of the carryover of unused exemptions. ) 

What would be the effect of introducing averaging, on certain subjects 
important to economists and the public generally, such as incentives? 

The introduction of an averaging system which taxed capital gains in full 
would strongly impede the mobility of capital assets. The present impediment 
posed by a preferential capital gains structure would be, in some cases doubled, 
trebled, or quadrupled under averaging. 

Were another proposal associated with comprehensive averaging, the taxa- 
tion of unrealized capital gains and losses, introduced, severe liquidity prob- 
lems would occur in sizable estates and to holders of capital assets. 

Furthermore, the introduction of an averaging system with capital gains 
taxed in full would accentuate the extent of price fluctuations of capital 
assets over the business cycle. 

Averaging would have little effect on the incentive to effort or the allocation 
of labor resources except under some averaging systems where large refunds 
could be obtained in years of little work; here, total incentives would decrease. 

Were averaging introduced, there is a higher probability that national in- 
come would fall rather than rise. This is due to the higher savings-income 
ratio of the community with an averaging system. 

Another serious problem is that most averaging schemes with a few excep 
tions such as the carryover of unused exemptions, do not contribute to the 
countercyclical flexibility of the income tax yield in response to booms and 
depressions. 

Turning now to the revenue effects of introducing some of the averaging 
devices. Our best estimates are as follows: Were the simple or progressive 
average attempted, the revenue cost would be between $0.5 and $0.8 billion 
yearly. Were the carryover of unused exemptions introduced along with either 
the simple or progressive average, the annual revenue costs today would be 
about ($0.25 billion in either direction of) $1.5 billion. 

Another computation indicated that the full inclusion of capital gains in 
income would increase revenues from the present capital gains tax by slightly 
over $1 billion yearly if the gains are not averaged, slightly under $1 billion yearly 
if the gains are averaged. Furthermore, taxation of everybody’s unrealized 
capital gains and losses, with averaging allowed, would yield another $1.6 billion 
yearly. 

Turning now to the alternatives to a comprehensive averaging device—the 
piecemeal averaging devices of the current tax law. We pose the question: are 
there alternative methods and procedures present (if only partially) in the 
current tax law which might accomplish most of the things done by averaging 
systems without having to accept some fairly large equity, economic, and admin- 
istrative difficulties which we have seen are associated with most of the com- 
prehensive averaging devices? There are many averaging techniques present 
in the current internal revenue code and in and out of tax law generally. 

My conclusion is that while there is a general tendency for each of the piece- 
meal devices now present in tax law to breach the annual period, nevertheless, 
in many respects, they continue to extol the taxable year. Secondly, much 
discrimination is seen to exist in the coverage of these devices whereby items 
similar enough to be includible are excluded for various reasons, many of which 
are probably tied to the present group nature of tax legislation. Thirdly, none 
of the piecemeal devices presented above but one, section 107 (which allows 
the proration of receipts received in one period for services rendered in sev- 
eral periods), are consistent with the application of the Simons-Haig economic 
income theory into income tax law. While this theory should not be introduced 
where strong reasons (economic, for example) dictate otherwise, these strong 
reasons are probably not present here. Section 107, however, appears to be, on 
most grounds. tested, an equitable section deserving of further application. 

The overall conclusions of this study may be put as follows: 

(a) Comprehensive, compulsory, long period averaging for personal in- 
come tax purposes is not a desirable tax law revision. 

(b) Short-period optional averaging devices, such as the simple aver- 
age, or the broadening of section 107 LR.C. (which permits the proration 


of certain lump sum receipts for services rendered in several periods) are 
desirable tax law revisions. 
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(c) A short period carryover, perhaps only a carryback, of unused ex- 
emptions, is a desirable tax law revision. 

Please realize that these overall conclusions are the results of an amalgam of 
economie affects, equity criteria, and my own prejudices concerning a preferred 
income distribution. 

The Cuarrman. We are pleased to have you with us today, Mr. 
Dickerson, and you are recognized, sir. 


STATEMENT OF W. E. DICKERSON, PROFESSOR OF ACCOUNTING, 
OHIO STATE UNIVERSITY 


Mr. Dickerson. Thank you. 

I would like first to comment briefly on the nature and extent 
of the problem and remind you that the additional tax cost of fluc- 
tuations in annual income has been the subject of many congres- 
sional hearings. 

I am fully aware that the Internal Revenue Code already includes 
a number of sections which provide relief when there is a concen- 
tration of income in certain years. The sections are inadequate, 
however, because they are limited to certain classes of income or 
classes of taxpayers. 

This situation, like others involving discrimination between classes 
of income or classes of taxpayers, raises questions of equity and 
thereby weakens the income tax as major source of revenue. Unlike 
most of the other discrimination that is present, this higher tax on 
income that varies from year to year was not deliberately written 
into the Internal Revenue Code. Where the discrimination is the 
result of special treatment provided for in the code, there is a reason 
for its existence, whether that reason is adequate or not. In the case 
of variable income, the discrimination has no purpose and should not 
be permitted to continue. . 

The extent of the problem is not fully appreciated. Due to the 
publicity given extreme cases of fluctuating income, many persons 
are under the impression that the problem is limited to taxpayers 
in the higher income brackets or to persons associated with the enter- 
tainment or sports world. Actually, this is far from true. Many 
taxpayers in the middle or low income brackets experience fluctua- 
tions in income and pay additional taxes because of these fluctua- 
tions. In fact, variable income is typical for taxpayers engaged in 
business, agriculture, or the practice of a profession, and it is not 
unusual for taxpayers reporting income from investments. 

The averaging of income for tax purposes would seem to provide a 
solution to the problems arising in connection with the taxation 
of fluctuating income. It is not surprising, therefore, that a wide 
variety of averaging proposals has been made during recent years. 

There appears to be general agreement that the averaging of income 
would be desirable if a workable plan could be developed. A number 
of advantages could be anticipated. 

The averaging of income would eliminate the need for many of 
the arbitrary and complex relief provisions now in the code. Not 
only would it accomplish the same purpose as many of these relief 
provisions, but it should do so more effectively. 

Some of the relief provisions mentioned are so restricted in their 
application that they fail to provide relief from inequitable tax bur- 
dens unless severe hardship is involved. The use of an average in- 
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come as the basis for determining tax liability would reduce the influ. 
ence of tax planning on business activities. The timing and form of 
transactions would have less effect on taxes. This would reduce the 
time and energy that goes into tax planning and simplify the planning 
of business operations. 

A substantial reduction in the number of tax controversies would 
be another advantage of using average income for tax purposes. Cer. 
tain it is that depreciation methods and estimates, and inventory valu- 
ation alternatives would be of much less importance. A marked de- 
crease in the number of transactions without business purpose should 
also result as the possible tax advantages would be reduced. 

Variations of income and the higher taxes that result are character. 
istic of new enterprises. Elimination of this addition tax burden by 
use of an average income as a tax base should encourage investment 
of equity capital in these new enterprises. 

Far-reaching and important benefits would result if a workable 
plan of averaging income were made available to all taxpayers. It 
seems desirable, therefore, that efforts to develop such a plan be con- 
tinued. With the hope of making some helpful suggestions, a pro- 
posal for averaging income is offered. It would provide relief to 
many individual taxpayers who suffer hardship because of variations 
in the amount of annual income subject to tax. It is believed that it 
or a similar plan would prove to be practical. At least, the admin- 
istrative and the compliance aspects of its operation have been given 
careful consideration. 

It is proposed that a 5-year block system of averaging be introduced 
and made available to individual taxpayers between the ages of 25 
and 65. At intervals of 5 years or more, each taxpayer could use 
this averaging system to determine the excess of the taxes payable on 
the income of the most recent 5 years over the amount that would 
have been payable had one-fifth of that income been reported in each 
year. If the additional tax is greater than 1 percent of the total 
taxable income of the 5-year period, the taxpayer could apply for a 
credit or refund in the amount of that excess. 

The privilege of averaging income for tax purposes under the con- 
ditions suggested would go far toward eliminating the hardships that 
accompany variations in the amount of annual income. Except fora 
tolerance factor, which seems quite reasonable, the taxpayers with 
variable incomes would be relieved of the additional tax burden which 
they now carry. 

The proposed plan would make the 
to all individual taxpayers who coul 
classes of income. 

Adoption of the proposed plan would simplify rather than compli- 
cate the code and regulations. The essential features of the plan 
could be stated very briefly and insimple terms. The existing sections 
which relate to variable income would then be unnecessary and could 
be repealed. 

Practical considerations were emphasized in the drafting of the 
plan. Use of the averaging provision is optional and in no instance 
would its use increase the amount of tax payable in any one year. In 
fact, the present system of annual tax ene would be continued 


and the effects of the averaging limited to occasional credit adjust- 
ments or refunds. 
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The proposed plan is very flexible. Many of its features could be 
changed without affecting its practical value. For —— the aver- 
aging privilege could be extended to corporate taxpayers or the 
averaging procedure could be revised so as to require the inclusion of 
net long-term capital gains in full or to permit the inclusion of nega- 
tive amounts. The length of the averaging period is another fez ature 
that might be revised. The tolerance factor might also be modified. 

The proposed plan is offered with conviction that it does meet most 
of the pract ical object ions to the averaging of income for tax purposes. 


The Cuarrman. Mr. Dickerson, we ‘ths ink you, sir. 
Your summary statement will be i included in the record. 
(The summary statement of Mr. W. E. Dickerson is as follows:) 


TAXATION OF FLUCTUATING INCOME 
sy Prof. W. E. Dickerson, Ohio State University 
NATURE AND EXTENT OF THE PROBLEM 


The fact that a progressive rate structure taxes fluctuating income more 
heavily than stable income has received considerable attention of recent years. 
In part, this is due to the higher tax rates. The faults of the present tax code 
become more evident as the inequities become more serious. Adequate relief 
for taxpayers having variable incomes is badly needed. 

The additional tax cost of fluctuations in annual income has been the subject 
of many congressional hearings. In fact, the Internal Revenue Code already 
includes a number of sections which provide relief when there is a concentra- 
tion of income in certain years. The sections are inadequate, however, because 
they are limited to certain classes of income or classes of taxpayers. 

This situation, like others involving discrimination between classes of income 
or classes of taxpayers, raises questions of equity and thereby weakens the 
income tax as a major source of revenue. Unlike most of the other discrimina- 
tion that is present, this higher tax on income that varies from year to year 
was not deliberately written into the Internal Revenue Code. Where the dis- 
crimination is the result of special treatment provided for in the code, there is 
a reason for its existence, whether that reason is adequate or not. In the case 
of variable income, the discrimination has no purpose and should not be per- 
mitted to continue. 

The extent of the problem is not fully appreciated. Due to the publicity given 
extreme cases of fluctuating income, many persons are under the impression that 
the problem is limited to taxpayers in the higher income brackets or to persons 
associated with the entertainment or sports world. Actually, this is far from 
true. Many taxpayers in the middle- or low-income brackets experience fluctua- 
tions in income and pay additional taxes because of these fluctuations. In fact, 
variable income is typical for taxpayers engaged in business, agriculture, or the 
practice of a profession, and it is not unusual for taxpayers reporting income 
from investments. 

The taxation of fluctuating income in Great Britain was one of the subjects 
included in a study made by the Royal Commission on the taxation of profits 
and income. 

The following conclusions appeared in the report on this study: 

1. A great many kinds of income are liable to substantial variations from 
one year to another. 

2. These variations are not special to any particular range of income. 

5. Relief from tax hardship due to these variations should apply to all types 
and all levels of income. 

4. While existing provisions for spreading income over more than 1 year 
provide some relief, they are objectionable because they apply only to special 
cases and under special conditions. 


48820— 
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AVERAGING OF INCOME A POSSIBLE SOLUTION 


The averaging of income for tax purposes would seem to provide a solution ty 
the problems arising in connection with the taxation of fluctuating income. — It jg 
not surprising, therefore, that a wide variety of averaging proposals have been 
made during recent years. 

There appears to be general agreement that the averaging of income would 
be desirable if a workable plan could be developed. A number of udvantages 
could be anticipated. 

The averaging of income would eliminate the need for many of the arbitrary 
and complex relief provisions now in the code. Not only would it accomplish 
much the same purpose as these relief provisions, but it should do so more ef. 
fectively. Some of the relief provisions mentioned are so restricted in their 
application that they fail to provide relief from inequitable tax burdens unless 
severe hardship is involved. 

The use of an average income as the basis for determining tax liability would 
reduce the influence of tax planning on business activities. The timing and form 
of transactions would have less effect on taxes. This would reduce the time and 
energy that goes into tax planning and simplify the planning of business 
operations. 

A substantial reduction in the number of tax controversies would be another 
advantage of using average income for tax purposes. Certain it is that de 
preciation rates, capitalization practices, and inventory valuations would be 
of much less importance. A marked decrease in the number of transactions with- 
out business purpose should also result as the possible tax advantages would be 
reduced. 

Variations of income and the higher taxes that result are characteristic of 
new enterprises. Elimination of this additional tax burden by use of an average 
income as a tax base should encourage investment of equity capital in these new 
enterprises. 

ANOTHER AVERAGING PLAN IS PROPOSED 


Far-reaching and important benefits would result if a workable plan of aver- 
aging income were made available to all taxpayers. It seems desirable, there- 
fore, that efforts to develop such a plan be continued. With the hope of making 
some helpful suggestions, a proposal for averaging income is offered. It would 
provide relief to many individual taxpayers who suffer hardship because of 
variations in the amount of annual income subject to tax. It is believed that it 
or a similar plan would prove to be practical. At least, the administrative and 
the compliance aspects of its operation have been given careful consideration. 

It is proposed that a 5-year block system of averaging be introduced and made 
available to individual taxpayers between the ages of 25 and 65. At intervals 
of 5 years or more, each taxpayer could use this averuging system to determine 
the excess of the taxes payable on the income of the most recent 5 years over 
the amount that would have been payable had one-fifth of that income been re- 
ported in each year. If the additional tax is greater than 1 percent of the total 
taxable income of the 5-year period, the taxpayer could apply for a credit or 
refund in the amount of that excess. 


EVALUATION OF THE PROPOSED PLAN 


The privilege of averaging income for tax purposes under the conditions sug- 
gested would go far toward eliminating the hardships that accompany variations 
in the amount of annual income. Except for a tolerance factor, which seems 
quite reasonable, the taxpayers with variable incomes would be relieved of the 
additional tax burden which they now carry. 

The proposed plan would make the privilege of averaging available to all 
individual taxpayers who could benefit and would include all classes of income. 

Adoption of the proposed plan would simplify rather than complicate the code 
and regulations. The essential features of the plan could be stated very 
briefly and in simple terms. The existing sections which relate to variable 
income would then be unnecessary and could be repealed. 

Practical considerations were emphasized in the drafting of the plan. Use 
of the averaging provision is optional and in no instance would its use increase 
the amount of tax payable in any one year. In fact, the present system of 
annual tax payments would be continued and the effects of the averaging limited 
to occasional credit adjustments or refunds. 
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The proposed plan is very flexible. Many of its features could be changed 
sithout affecting its practical value. For example, the averaging privilege 
yid be extended to corporate taxpayers or the averaging procedure could be 
vised SO as to require the inclusion of net long-term capital gains in full 
to permit the inclusion of negative amounts. The length of the averaging 
yriod is another feature that might be revised. The tolerance factor might 
so be modified. 
The proposed plan is offered with conviction that it does meet most of the 
ractical objections to the averaging of income for tax purposes. 


The CuarrMAN. We are pleased to have you with us today, Mr. Car- 
ll; and you are recognized, sir. 


TATEMENT OF JOHN P. CARROLL, JR., ATTORNEY, NEW YORK 
CITY, N.Y. 


Mr. Carroityi. Thank you, sir. 

The panel which now appears before the committee has been asked 
seonsider the problems in taxing what is called “fluctuating income.” 
Behind the technical language stands a fact: A man who has a level 
ncoome from year to year pays a smaller tax than his neighbor who has 
he same income but who makes less than the average in one year and 
nore than the average in another. 

Is this fair or unfair? If it is unfair, what should Congress do 
hout it ? 

These are not new questions, nor are they easy questions, and the 
mmittee has wrestled with them for more than 30 years. 

Perhaps it is fair to tax aman with fluctuating income more heavily 
naman witha stable income. ‘There are economists, including Dr. 
Seger, who think so, and they have theoretical reasons which may be 
orect. But the question of whether a tax is fair is a political ques- 
on, and it is a question which must be answered by the general public 
through its representatives, who are responsive to the opinions of the 

yeople in the districts which send them to Congress. 

To clarify my own position, I wish to add that I do not believe it is 
tur to tax a man with a fluctuating income any more heavily than a 
nan with a stable income. 

Now, if the income tax is unfair to people whose incomes fluctuate, 
tere are only three things which can be done about it. 

First, special forms of relief can be granted to those who seem to 
ehit the hardest. Second, the income tax can be based upon an 
verage income. ‘Third, the progressive rates can be abandoned, and 
wecan go toa flat rate of tax. 

Up to now, Congress has chosen the first solution. As a result, the 
tax law includes a large number of relief provisions. Some of thein 
lo not work as well as Congress intended. Others can be used and 
we used to create the “tax gimmicks” which we all read about. 
Whether or not they work well, these relief provisions are extremely 
omplicated. This makes administration of the tax law a very ex- 
wnsive business for the Treasury, the Revenue Service, and the courts. 
Italso makes financial and business planning very much more com- 
blicated and expensive than it would otherwise be. No businessman or 
wvestor is willing to pay tax at a high rate if he can possibly qualify 
for one of the relief provisions. 

believe it is possible to revise our income tax laws to make them 
uirer and less complicated by taxing average income rather than by 
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taxing income year by year and attempting to relieve particular hari. 
ships. Many different ways of accomplishing this result have bee, 
suggested, and Dr. Steger’s paper presented to this committee gym. 
marizes a number of them. 

In the paper which I have submitted to the committee I have pp. 
viewed some of the major considerations involved in taxing a man 
the average income which he receives during his adult life. Using 
this method, a taxpayer would fill out a return very much like the prs 
ent form each year and would pay a tax on the income of that year, 
(The form itself could probably be much less complicated.) The Gov. 
ernment would keep an account for each taxpayer which would show 
the income of each year as it was reported on the annual returns. Once 
each 5 years, all the taxpayer’s income would be added up and his aver. 
age income would be calculated. Then a tax for each of the years on 
his account would be calculated using the average income. The taxes 
for the various years would be added and the total would be compared 
to what the taxpayer had paid over the years. Any excess payments 
of tax would be refunded, and any excess due from the taxpayer would 
then be assessed. Of course, in general, the result of averaging would 
be a refund rather than on overassessment. 

Now, I refuse to believe that the Government cannot keep the records 
and make the computations required by such a system. I doubt if 
recordkeeping and computing with electronic data processing ma- 
chinery would cost more than a fraction of what it costs to administer 
the special relief provisions today. There are private corporations 
with record systems which must be more complex and more difficult to 
operate. 
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For example, it is said that the Metropolitan Life Insurance (Co. [wis 
insures one of every five people in the United States. Consider the § discuss 
complexities of their policies—straight life, term, annuity, endowment, § The 
group policies, et cetera. Consider the complexities of the waivers of J ent \ 
premium and options, dividend rights, conversion privileges, et cetera, § (Th 
attaching to these policies. Now, if Metropolitan Life can keep accu- § ,,... 
rate records of all this and do it at a cost which does not price insurance f 
out of the market, certainly the United States can keep the much less 
complex set of records which would be involved in an averaging sys- roe C 
tem of the type that I have considered in my paper. The | 

In this connection, I should point out that any averaging device § sider t 
would not require preserving more returns or preserving returns fora § '*hnic 
longer period of time than the law presently does. Only a taxpayer’ ian, 
averaging account, which would be a summary in relatively simple § sear ar 
form, would be a permanent record. Is th 

Now, just as I believe that a general averaging system can be f Tose 
operated efficiently at a mechanical level, I believe that the technical § “4 
and fiscal problems of general averaging can be worked out satisfac- J man w 
torily and fairly simply. There is one technical point which is not J theore 
covered in my paper, and to which I would like to refer briefly. as 

The fear has been expressed that a general averaging method of § 5... 
taxation would result in capital gains being taxed at the same rate 2 § I shou 
other income, and that this in turn would have disastrous results on § wore} 
the supply of capital for an expanding economy. The details of that =" 
topic belong to the panel which you have appointed to consider capital F grant 
gains taxation; however, I would like to point out that a practical f tax «: 
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lution to this difficulty has been suggested in the paper on capital 
gins submitted to the committee by Mr. Clark. Briefly, he pro- 
poses that the capital gains tax be deferred if a realized gain is re- 
invested. Now, this deferral would be a substantial advantage, when 
taxpayers realize a capital gain. It would certainly “thaw out” any 
“freezing” effect which the present capital gains tax has on the trans- 
fer of investment funds. 

Anyone who is familiar with the discounting of values in financial 
transactions will certainly appreciate the benefit which a deferral of 
the type suggested would confer on capital gains. On balance, it 
may be that the advantage of deferring a capital gains tax, plus 
the advantage of somewhat lower rates which would result under an 
averaging system, would more than offset the burden of taxing capital 
gains at the same rate as ordinary income. 
~ [wish to conclude by repeating a statement in a paper which I have 
submitted. I do not mean to suggest that taxing income by the gen- 
eral averaging method is the best of all possible solutions. I do think 
that many of the averaging systems which have been suggested, in- 
cuding a general lifetime averaging, have sufficient merit to deserve 
very serious study. I am sure that the members of this panel would, 
if they could do so, be very glad to carry through the detailed work 
of preparing a thorough study evaluating the merits of various averag- 
ing systems. However, I believe that the matter requires an intensive 
study by a staff of economists, lawyers, accountants, and experts in the 
operation of records systems, if a proposal is to be worked out and 
put before Congress for a thorough, workable averaging system. 

I wish to thank the committee for the opportunity of taking part in 
discussions that might be a basis for such a study. 

The Cuatrman. Thank you, Mr. Carroll. Your summary state- 
ment will be included in the record. 

(The statement of John P. Carroll, Jr., is as follows :) 


PANEL DISCUSSIONS ON BROADENING THE TAX BASE: PANEL ON FLUCTUATING 
INCOME 


My name is John P. Carroll, Jr., and my address is 15 Broad Street, New 
York City. I am an attorney and a member of the bar of New York State. 

The panel which now appears before the committee has been asked to con- 
sider the problems in taxing what is called fluctuating income. Behind the 
technical language stands a fact: 

A man who has a level income from year to year pays a smaller tax than his 
neighbor who has the same income but who makes less than the average in one 
year and more than the average in another. 

Is this fair or unfair? If it is unfair, what should Congress do about it? 
Those are the questions before the committee and they are not new questions or 
easy questions. This comittee has wrestled with them for more than 30 years. 

Perhaps it is fair to tax a man with fluctuating income more heavily than the 
nan with a stable income. There are economists who think it is, and they have 
theoretical reasons for this which may be correct. But the question of whether 
itax is fair is political in the best sense of the word. It is a question which must 
be answered by the general public through its representatives who are respon- 
sive to the concensus of the people they represent. To clarify my position here, 
I should add that I do not think it is fair to tax a man wtih a fluctuaing income 
more heavily than a man with a stable income. 

If the income tax is unfair to people whose incomes fluctuate there are only 
three things which can be done about it. First, special forms of relief can be 
granted to those taxpayers who seem to be hit the hardest. Second, the income 
lax can be based on average income rather than annual income. Third, the 
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progressive rates of the income tax can be abandoned and the tax can be eon 
verted to a flat rate tax. 

Up to now, Congress has chosen the first solution. As a result our ineoms 
tax law includes a large number of relief provisions. Some of them don’t a. 
complish everything Congress intended them to accomplish. Others ean 
used and are used to create the “tax gimmicks” we all read about. 

Whether or not they work well, these relief provisions are extremely compli: 
cated. This makes administration of the tax law a very expensive business fo 
the Treasury, the Internal Revenue Service and the courts. It also makes 
financial and business planning more complicated and expensive than it woul 
otherwise be, for no businessman or investor wants to pay tax at a high rate 
if he can possibly qualify for relief under one of the special provisions. 

I believe it is possible to revise our income-tax laws to make them fairer anj 
less complicated by taxing average income rather than by taxing income year }y 
year and attempting to relieve particular hardships. Many different ways of 
accomplishing this result have been suggested, and Dr. Steger’s paper presented 
to this committee summarizes a number of them. 

In the paper which I have submitted to the committee, I have reviewed some 
of the major considerations involved in taxing a man on the average income 
which he receives during his adult life. Using this method, a taxpayer wouli 
fill out a return very much like the present form each year and would pay a tax 
on the income of that year. (The form itself could probably be much less 
complicated.) The Government would keep an account for each taxpayer which 
would show the income of each year as it was reported on the annual returns, 
Once each 5 years, all the taxpayer’s income would be added up and his average 
income would be calculated. Then a tax for each of the years on his account 
would be calculated using the average income. The taxes for the various years 
would be added and the total would be compared to what the taxpayer had paid 
over the years. Any excess payments of tax would be refunded, and any excess 
due from the taxpayer would then be assessed. 

I refuse to believe that the Government cannot keep the records and make the 
computations required. I doubt if recordkeeping and computing with electroni 
equipment would cost more than a fraction of which it costs to administer the 
special relief provisions. There are private corporations with record systems 
which must be more complex and difficult to operate. 

For example, The Metropolitan Life Insurance Co. is said to insure one out 
of every five people in the United States. Consider the variety of its straight 
life, term, annuity, endowment, and group policies. Consider also the com- 
plexity of the options, conversion privileges, surrender values, dividend rights, 
premium waivers, loan provisions, ete. attaching to these policies. If Metro- 
politan Life can keep accurate records of all this, and do it at a cost which does 
not price insurance out of the market, the United States can keep a much sim- 
pler set of records for twice the number of people. (In this connection, I should 
point out that averaging would not require preserving more returns or preserving 
them for a longer period than our present tax law does. Only a taxpayer's 
averaging account would be a permanent record. ) 

Just as I believe that a general averaging system can be operated efficiently 
at a mechanical level, I believe that the technical and fiscal problems of general 
averaging can be worked out satisfactorily and fairly simply. There is one 
technical point which is not covered in my paper and to which I would like to 
refer briefly. 

The fear has been expressed that a general average method of taxation would 
result in capital gains being taxed at the same rate as other income, and that 
this, in turn, would have disastrous results on the.supply of capital for the 
expansion of our economy. The details of this topic belong with the panel which 
you have appointed to consider capital gains taxation. However, it seems to me 
that a practical solution to this difficulty is suggested in the paper on capital 
gains submitted to the committee by Mr. Clark. He suggests that the tax ona 
capital gain be deferred if a realized gain is reinvested. This deferral would be 
a substantial advantage to taxpayers realizing capital gain. It would certainly 
“thaw out” any “freezing” effect which the present capital gains tax may have 
Anyone who is familiar with the discounting of values in financial transactions 
must appreciate the benefit it would confer on capital gain as compared with 
other classes of income. On balance, it may be that the advantage of deferrins 
a capital gains tax plus the advantage of the somewhat lower tax rates which 
could be established under general averaging would offset or more than offset 
the burden of taxing capital gains at the same rate as other income. 


































































































































I wis 
mitted. 
the bes 
many 0 
lifetim: 
[am §s 
glad t 
the me 
sive st 
operat 
thorou 
I wish 
upon ¥ 

Th 


and y 
STAT 


Mr 

Th 
resul 
as CO) 
perio 
Mr. $ 
some 
the n 
stant 
able 
vive! 

TI 
trate 
pape 
was 
pub 
cert: 
illus 


be Con 


income 
n’t ac. 
Can |e 


CC mp] i 
ess for 
makes 
would 
th rate 


er and 
ear by 
ays of 
sented 


1 Some 
income 
would 
y & tax 
*h less 
which 
turns 
verage 
Ccount 
> years 
d paid 
EXCESS 


ke the 
‘troni 
er the 
ystems 


ne out 
raight 
» COM: 
rights 
Metro- 
h does 
h sim- 
should 
arving 
ayer’s 


iently 
aneral 
is one 
ike ti 


would 
| that 
wr the 
whic! 
to me 
npital 
on a 
1ld be 
tainly 
have 
tions 
with 
ring 
which 
offset 


INCOME TAX REVISION 301 


I wish to conclude by repeating a statement in the paper which I have sub- 
mitted. I do not suggest that taxing income by the general average method is 
the best of all possible solutions to our income tax problems. I do think that 
many of the averaging systems which have been suggested, including a general 
lifetime averaging system, have sufficient merit to deserve very serious study. 
[am sure that, if the members of this panel could do so, they would be very 
glad to carry through the detailed studies which would be required to evaluate 
the merits of various averaging proposals. However, I believe that an inten- 
sive study by a staff of economists, lawyers, accountants, and experts in the 
operation of record systems would be required to produce for the committee a 
thoroughly worked-out proposal for taxing income by some method of averaging. 
I wish to thank the committee for the opportunity to participate in discussions 
upon which such a study might be based. 


The Cuatrman. Mr. Hart, we appreciate having you with us today, 
and you are recognized, sir. 


STATEMENT OF STEPHEN H. HART, ATTORNEY, DENVER, COLO. 


Mr. Harr. Thank you, Mr. Mills and members of the committee. 

The panel is of the opinion that our present day tax structure 
results In inequitable treatment of taxpayers whose incomes fluctuate 
as compared to taxpayers who receive the same total income in a given 
period of years but in comparatively equal installments. Perhaps 
Mr. Steger is a little part from the rest of us on that, but it is through 
somewhat theoretical arguments as to what is inequitable, rather than 
the more obvious arguments, that the man on the street would under- 
stand. I think that the man on the street would feel that it is inequit- 
able for two taxpayers who earn the same amount of money over a 
given period of time to pay different taxes. 

That this tax discrimination actually does exist was clearly illus- 
trated by studies of the tax data of actual ranches supplied by my 
paper, in Texas, Colorado, Wyoming, and New Mexico, which data 
was supplied as objectively as I could provide by certain certified 
public accountants from these areas. The statistics gathered from 
certain Canadian taxpayers who are farmers and ranches further 
illustrated that great income fluctuations are inherent in these 
occupations. 

It does seem to me that perhaps the best contribution I can make 
to this panel discussion is in emphasizing these actual figures of actual 
taxpayers. We might get a distorted view if we considered just aver- 
age statistics. After all, what we are concerned with is the need for 
averaging, and if we start off by averaging figures, we are begging the 
question. 

Therefore, I would like to refer the committee to the tables be- 
ginning on page 649 of the compendium, where I detail the income 
tax figures of actual taxpayers. I have picked ranchers as my example, 
because I am attorney for the livestock associations, and that is the 
field that I am best acquanited with. Those figures show a very real 
and a very extraordinary discrimination between taxpayers with the 
fluctuating income inherent in a ranching operation and those with 
regular stable income. 

Taxpayer 1, over a period of 10 years, paid $7,700 more than he 
would have if he had been receiving the same income evenly over the 
10 years, 16.9 percent more. Taxpayer 2 paid 16.8 percent more. Tax- 
payer 3 paid 42.6 percent more. And on down the list. Those tax- 
payers actually—and they are not fictitious—paid from 8.4 to 87.0 
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percent more taxes than their counterparts receiving exactly the same 
amount of money in equal installments over the same period of time, 

Once this discrimination is acknowledged, the problem becomes one 
of removing the inequity, while keeping in mind practical considera- 
tions, such as administrative burden, loss of revenue to the Govern- 
ment, and ease of reporting from the taxpayer’s point of view. 

Various averaging devices have been critically evaluated in the light 
of the general principles sketched above. Progressive and moving 
averages have been found to be unsatisfactory both as to administra- 
tive burden and because of the mechanical complexity for the tax- 
payer. We have noted that the unencouraging experiences that Great 
Britain, Wisconsin, and Australia have had with the moving average 
also weighs against its selection. However, the simple average has 
been found to be satisfactory both from the standpoint of relative 
administrative ease and reporting simplicity. 

The favorable experience of Canada in its limited use of simple 
averaging is another important factor. 

In this connection, I would like to cite the statement which we 
received from the chief technical officer, assessments branch, of the 
Canadian Department of the National Revenue, who stated that “there 
have been no significant administrative difficulties occasioned by the 
Canadian averaging program,” and, as one proof of this fact, that 
the department had not been required to enlist new personnel to admin- 
ister the program. 

I would like to quote also the comment of a certified public account- 
ant whom we asked to secure information as to the operation of the 
program in Canada. This is included in a supplement to my state- 
ment. 

The certified public accountant states: 


The operation of the Canadian income-tax provisions regarding income averag- 
ing have been very satisfactory. Savings in tax have resulted, and the time 
involved in compiling averaging returns is not great. The averaging return used 
in Canada is not complicated. Our main concern has been to make sure that all 
assessments made by the tax department in the averaging years have been taken 
into account before filing the averaging returns. 

This accountant supplied to us examples of 20 taxpayers whose re- 
turns he had prepared. They showed a savings resulting from averag- 
ing of approximately $15,000. 

I also have attached to my supplement the form of election to aver- 
age income used in Canada. It is a very simple form, as simple as 
our schedule of capital gains, and no trouble at all in the preparation. 

The following nine criteria would seem to me important in develop- 
ing any specific plan: 

1, Fluctuating income taxpayers should be placed on a substantially 
equal footing with stable income taxpayers. 

2. The plan should be optional, so that taxpayers would not have to 
pay a higher tax in low-income years than would otherwise be due. 

3. For administartive reasons, the plan should be made available 
only to those taxpayers who would be significantly prejudiced by not 
being permitted to average. 

4. The averaging plan should be available to all taxpayers whose 
income fluctuation justifies tax relief. 
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5. The averaging plan should be simple enough that taxpayers can 
understand and use it, and so that the Government can collect taxes 
without unduly increasing administrative efforts. 

6. The plan should allow the use in the current averaging com- 
putation of the income of a year included in a prior averaging period, 
but this use should be limited to the income attributed to that year by 
the prior averaging computation. This will permit extending, in 
effect, the period for more than the 5 or 7 years that might be adopted. 

The aver: iging period selected should not be so short as to require 
frequent tax adjustments nor so long as to make the keeping of books 
and records by taxpayers or the collection of taxes and review of 
returns by the Government unduly burdensome. 

The plan should not permit any taxable income to escape 
taxation. 

And 9, the plan should allow the carrying forward or backward of 
unused exemptions and standard deductions from extremely low or 
loss years, thus benefiting taxpayers in the lower brackets. 

On the basis of these criter ia, the following general averaging plan 
is recommended as one which would promote equity w ithout provid- 
ing a host of new problems and administrative difficulty. 

‘A 5- or 7- year optional simple averaging plan permitting the 
carryover of unused exemptions, and standard deductions, av ailable to 
all taxpayers. If it should be decided that some limitation is neces- 
sary from the administrative standpoint, a percentage limitation 
might be used, for example, requiring that the taxable income in the 
year of averaging should be 25 percent or more greater than their aver- 
age taxable incomes for the preceding years of the aver ‘aging period. 
A taxpayer would be allowed to use the attributed average income of 
a year included in a prior averaging period in the current av eraging 
period. 

Now, that a fundamental study of our tax laws is being made, it is 
Sear important that Congress come to grips with the need 
or providing relief for fluctuating income-tax payers. Piecemeal 
legislation in this area has proved to be ineffective. It is believed 
that the simple averaging plan herein suggested is one legitimate and 
workable basis for remedial legislation. However, it is not the only 
solution, and superior ones may be presented for consideration by the 
committee. But whatever plans are brought forth, it is respectfully 
urged that some averaging plan be adopted as a means of removing 
this grave inequity. 

In conclusion, Mr. Mills, I would like to ask that a supplemental 
statement which I have prepared, largely including information which 
I have secured as to the operation of this plan in re anada, be included 
as part of my statement. 

The CuHarrMan. Without objection, it will be included, Mr. Hart. 


(The supplement to statement of Mr. Stephen H. Hart is as 
follows :) 


SUPPLEMENT TO STATEMENT OF STEPHEN H. Harr 


This supplement is composed of data received after the deadline for the 
submission of statements to the committee. It represents further evidence of 
the great income fluctuations inherent in the occupations of ranching and farm- 
ing, and of the resulting tax penalty against these groups as compared to 
the tax of a stable income-tax payers. As was done in the original statement, 
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all data in supplement No. 1 to table II-A of the original statement has bee, 
reduced to the common denominator of a taxpayer filing a joint return with two 
exemptions, and the tax computations are based on 1958 rates, with loss carry 
forwards, etc., taken into account where applicable. ' 

The following data for taxpayers 17 through 21 in supplement No. 1 to tab 
II—-A of the original statement was supplied by a certified public accountan 
in Texas with a view to supplementing the figures as to ranchers from Colorado, 
Wyoming, and New Mexico with typical examples from Texas. 
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The following data (supplement No. 2 to table II—A of the original Statement| 


was supplied by Harvey, Morrison & Co., chartered accountants in Calgary 
Alberta, Canada. It represents a thorough study of 20 Canadian taxpayer 
who are either farmers or cattlemen, one of the two groups eligible for incom, 


tax averaging under the Canadian taxation laws 








SUPPLEMENT No. 2 To Tasire II-A—AREA; 


PoRTION), CANADA 


Summary of cattlemen and farmers tar returns for the 10-year period endin 
with the taxation year 1958 


TAXPAYER A 


Gross 
Year income 


pactececascassenverennsucnaseonsducnsansesuseeseceas $16, 260. 68 
DR nicncirdiins einai Seoencenindinideneniawgatewedincenein 32, 459. 32 
bi ansn sain db in esis ened Miaageales aap eam ages eae 52, 903. 01 
Bs tietieddinncnsnakdgneensnemnboieanaip<diennenaghesan -| 34,177.06 
Di tinsindnnekadsnnndencsoadamininageap ame tye sauna shel 28, 064. 90 
FG akinncnicsns conecwcessscesnabaiaeean sient tadianns drienaninaeal 67, 563. 38 
BOSD. oon ncneccnsnccnscocccccsdnosnonnne 2 oc dp lien enlgioes aii 40, 117. 46 
SR inicdewkaceweskdsdassscenunntpaeseeanenuaai 58, 973. 09 
Da iin thncainiicdilieres dpimchaneschcvan ta apeeenntaidiagsings state eatin 10, 309. 02 
Be iidicncentnpeecseseseesesee mses bee abinsgnbuaeen 43, 352. 40 





PROVINCE OF ALBERTA 


Net 
income 


$2, 129. 25 
4, 362. 17 
14, 330. 48 
(1, 481. 58) 
(1, 565. 41) 

5, 084. 67 
(9, 002. 46) 
26, 162. 46 
(2, 809. 48) 
11, 626. 65 



















(Sourunry 


















1, 226. a | 2 





sb a eenenessnocdengenauiinencmaniasesecemawe 384, 180. 32 





TAXPAYER B 


48, 836. 





75 








1, 871.06 







: , Percent 
Tax paid highest 
bracket 








Total 










{veraged 







































Total_- 








BTR ii tirinav tiene iatawianti inten nena ing digdaamaaaaunia $27, 126. 83 
I 5 cain i cnn eaicde ith cnidoeechareida soi i afieleeRiake an diene ackAaaed 25, 069. 74 
iets dthwicnnparcinemaniee crib Rineia dc dink midge andes angela a 
Ee ite inctgh tients de taomaseentose wip sna cnn los Saintes donegone a 12, 703. 56 
he ee sciatica haiti te Sees ea Aas ae 16, 400. 15 
Ss coc cacincotntnnsnenbughinnainseeebbeeomanaeate 16, 820. 06 
eo 5 ais hg th iabunea cent cbasceaebimmadauan 17, 002. 94 
Re se ciaxiheh aided snpxo sndeeiibnameniath ais nits ceiacimeminag mannan tia 31, 630. 32 
ce a deeds Sack on Svcnsentactapa stn dette easvainnicigu an ie aan naa ae 21, 528. 64 
a icpacniambinniadsbnndpinidigie juegos 16, 601. 36 


$13, 493. 98 
9, 417. 54 
7,401.12 
4, 321. 76 
8, 148. 60 
1, 936. 91 
(1, 088. 21) 
1, 660. 12 

14, 308. 01 
1, 607. 33 


BL. cnininnnssandndddccuaseniadnamapeenseens tien 209, 680. 90 





1 Averaged. 
TAXPAYER C 





61, 207. 16 











2, 755. 78 35 
1, 408. 91 | 2 
1, 009. 12 0) 


519. 04 m4 
1, 369. 13 % 
17. 83 1 
1,524. zi eile 


“8, 604 08 









1 Average 



















































Total. 





Averagec 
1 Figures 1 















































io a cc cecctintevnnaim aden aes eee ee 64, 300:05:) . $4,901. 66 }............ | sada 
9 i occ si nieinascinire aa ncaa 5 eee 4, 737. 94 OE tcc cance Res 1049 
Ni coc crnccaceananaclcunacccballaschekeeaeenaen 4, 996. 97 eb OL. ian. - sonnei 
Ns anc ao aegtniis dena eB ogstn emai 6, 834. 36 - 1. 7 OR an se coals 
Mie sce 525 chau edh itor Pics kee eacesetes 9,542.49 | 2,343.16 $61. 75 ----- 105) 
WN il as come suc idankpan cians eee ae deren 11,124.36] 2,311.12 27. 38 16.0% 1953 
WN rir asec ed oni teme ance gane near 7, 793. 04 ONES Panes (!) 1954 
EER EF hee sere eer ee a 8,121.15} 2,152.88 |_....-_- 55 
Wasa kn cd nett acca Rogen Reade Sees: Se Oe b...c.-...c...) se O5f 
Scie alata; Conarwintieamac persia ebaede cages da ae , 8: 9 266. 86 Us. 2. Wau 5] oone 
- + 
iid ccie So secs abies anda headed Gaited tame 15, 624.09. sagan 
Tota 
1 Averaged. ee 
i TAXPAYER D Avera 
| 
pespunbkercknbedcwnatvns <eigeh dae eteeee $37, 193. 48 | $23,769.87 | $7, 206. 44 1M9 
See ~conacsivckedghtentncatebsies| SMES) Sire) Meeeay 50.0 195) 
eae ccneguceLaadlvcedas Geet 56, 226.81 | 32,700.16 | 11,952. 43 () BB 951. 
Sea wines Latina eat ean amas 43, 594.48 | 20,887.65 | 6,804.82 52.0 jo59 
OR geo Sn SEE ee sO Re a asi 38, 436.24 | 20,922.80 | 6, 232.00 47.5 1953 
Pe iiesictaten kes iis anc nated Naseem etic 39,115.72 | 14,641.16 | 3,459.04 40.0 igs” 
ris aerated nda W mane tee ane ekg ies ae eae 35, 761.30 | 12, 396. 25 2, 373. 22 34. 1986 
PONE Se ca cits cae Saeceu son aaa ae Seem 63,222.13 | 20, 870. 64 5, 777. 52 43.0 ho59 
DE chsionk kab dcnnaacendcynn ese aoe See 55, 898.83 | 20, 040. 78 5, 338. 63 43.0 957 
hh avers enced caeakd ca eon ...---| 72,030.89 | 34, 455. 47 5, 846. 26 BB 1958 





i ii eainaid cen cintie win aie palin sakes ake Cadena 493, 360.83 | 232, 263. 13 


65, 894. 53 
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ummary of cattlemen and farmers taz returns for the 10-year period ending 


with the tawation year 1958—Continued 
TAXPAYER E 


Gross 
income 


Net 
Income 


$5, 240. 81 | 
, 016. 83 | 
, 003. 94 
, 732. 37 | 
, 781. 9% 


$23, 568 

} 34,234 
| 35, 859 
ma 560 
| 13, 604 
, 419. 

, 752 


340, 


Averaged 
TAXPAYE 
. 20 | 
24 
61 
oY} 


Tax paid 


$498. 7 

1, 875 
(304 
494 


36. 7 
445 
682 


1, 427 


5, 514.7 


$1, 628. 5 
3, 765. 


1,119 


2, 098. 97 
1, 233. 55 
493. 5 
(403. 3! 
2, 119 


12, 056 


TAXPAYE 


Averaged 
Figures not available. 


TAXPAYER H 


$832. 57 
1, 996. 93 | 
1, 195. 29 
529. 85 
. 445 5, 121. 49 
72. 88 | 3, 166. 27 
, 448 198. 90 | 
, 18A. < , 689. 87 | 
245. § 2, 027. 97 | 
270 5, 948. 29 | 


$4, 419 
5, 442. 
9, 260 
3, 538 


2, 028. 56 | , 707. 43 


Averaged. 


45 
50 
3. 04 
5. 36 
96 | 
35 | 


59 | 


» #42 7 
, 665 
, O74. $ 
5.63 | , 239. 27 
02} 1,289.8: 
08 | 2, 692. 


, 151.98 | 20, 805. 64 


$2, 121. 10 | 

2, 646. 44 | 
42. 03 
47.38 
60. 00 | 

(1, 626. 66) 
720. 51 | 
60. 00 


4, 070 


Percent 
highest 
bracket 


19.0 
30. 0 


22. 4 


16.0 


17.0 
24.0 


ee. 
j 
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with the taxation year 1958—Continued 
TAXPAYER J 

























Gross | Net 
Year income | income Tax paid 
| 

1949- $6, 976. 52 | ($16. 38) 
1950_-- } 7,181.09 | (1, 191.32) 
1951 9, 550. 94 | 150. 72 
1952__- ; ‘ | 11,131.85 | 3,601.90 | 
1953 10, 625. 708. 52 
1954 | 14, 325. ¢ (940. 71) 
1955 | 18,214.15 | (3,383. 82 
1956 : | 23, 985. 47 824. 71 
1957 ; | 26,210. 22 5, 968. 24 $17.05 
1958 . | 26,317. 62 9, 681. 50 136. 43 


Total 149, 518.53 | 15, 403. 36 153, 48 


1 Averaged. 
TAXPAYER K 


1949 5 ‘ $20, 681. 58 | ($1, 181. 09) } 

1950 ‘ | 27,938. 98 (2, 679. 60 

1951 | 52, 546. 31 10, 013. 35 $589. 14 
1952 7, 057. 58 (3, 613. 81 

1953 | 20, 906. 63 2, 264. 48 

1954 21, 327. 27 701. 08 

1955 | 23,509.01 | 2,840.88 

1956 __-- | 36, 378. 42 (4, 903. 86) 

Dini nn 18, 102. 81 3, 829. 30 


25, 215. 





Total 253, 


663 


TAXPAYER L 


$7, 385. 42 $3, 657. 38 $440.15 
1950 __- ; 8, 247.85 | 3, 816. 00 475. 04 
1951__- ‘ ‘ 8, 145. 23 4,979. 34 765. 6 
1952 7, 412. 02 3, 847.75 590. 3€ 
1953 _ _- ‘ 7, 782. 46 3, 346. 64 457.99 
1954 8, 641. 89 3, 239. 59 410.31 
1955. 2, 655. 71 2, 655. 71 283. 76 
1956 2, 923. 33 2, 923. 33 327. 90 
1957 3, 474. 78 3, 474. 78 336. 90 
i 3, 509. 44 3, 509. 44 315. 19 





Total 


60, 178 








TAXPAYER M 


$7, 219 $3. 

1950 8, 065. 48 3, 633. 63 440. 39 
1951 7, 942. 59 4, 776. 70 | 723. 32 
1952 7, 308. 47 3, 744. 20 566. 14 
1953 7, 552. 67 3, 116. 85 406. 29 
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1955 11, 294. 50 1, 693. 95 111.03 
1956 10,518.07 | 3, 640. 57 398. 38 
1957 13, 928. 02 3, 028. 13 307.78 
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Summary of cattlemen and farmers tax returns for the 10-year period ending 
with the taxation year 1958—Continued 


TAXPAYER O 


Gross Net | Percent 
income income | Tax paid | highest 
bracket 


$330. 19 
648 
1, 682. 
303. 2! 


157. 9% 


Son 8 


69 

84. 
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799 
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$105, 461 
42, 609. 
61, 825. 2 
45, 788. ! 
49, 057 

9, 271. { 
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Summary of cattlemen and farmers taz returns for the 10-year period ending 
with the taxation year 1958—Continued 


TAXPAYERS 





_Gross _ Net | Percent 
income income Tax paid highest 
bracket 


$84, 614.31 | $28,041.05 
56, 268. 32 13, 791. 36 
179, 412. 62 4; 294. 88 
47, 258.96 | (23, 540. 82) 
55, 644. 03 (6, 186. 97) 
83, 319. 61 (5, 545. 25) 
73, 921. 91 21, 080. 22 
117, 613. 54 2, 281. 92 
139, 504. 80 3, 104. 30 
60, 924. 64 3, 600. 00 


ae: Since capanning aaa te ealaman eee aoe 898, 482.74 | 40, 920. 69 


| 











1 Averaged. TAXPAYER T 


$53, 610. 20 | $25, 252. 48 $7, 955. 
60, 551. 31 25, 877. 64 7, 176. 
95, 237. 32 55, 371. 00 22, 609. 0: 
58, 103. 79 10, 081. 80 1, 683 
50, 649. 59 19, 249. 74 4, 320. ¢ 
64, 199. 46 17, 944. 14 3, 424. 9E 
63, 355. 00 21, 145. 92 5, 189. 

79 16, 911. 52 3, 416. 
238. 71 20, 384. 42 4, 869. 7% 
54. 50 29, 303. 24 8, 776. 28 


. 90 69, 422. 15 
1 Averaged. 


It is readily apparent that great income fluctuations in ranching or farming 
are not a phenomena peculiar to the United States. Of the 20 taxpayers, 8 did 
not elect to average; but 12 did average, and 6 of the 20 elected to average twice 
during the 10-year period, illustrating the flexibility of the plan. 

Because of the significant differences in the tax laws of Canada and the 
United States, no attempt has been made to correlate the Canadian figures with 
those of a similarly situated U.S. taxpayer who is not allowed to average, with 
all taxes based on the U.S. rates. 

As for the operation of the Canadian averaging plan, Harvey, Morrison & Co. 
had this tosay: 

“The operation of the Canadian income tax provisions regarding income aver- 
aging has been very satisfactory. Savings in tax have resulted, and the time 
involved in compiling averaging returns is not great. The averaging return used 
in Canada is not complicated. Our main concern has been to make sure that all 
assessments made by the Tax Department in the averaging years have been taken 
into account before filing the averaging returns. The savings in tax by averaging 
the ranchers involved in our summary is approximately $15,000.” 

This $15,000 represents approximately 8.5 percent of the total tax paid by 
these taxpayers, and 7.8 percent of the total tax which would have been paid 
without averaging. 

It is hoped that this additional information will be of value to the committee 
in its deliberations on income averaging. 
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The CuarrMan. Let me state for the benefit of all the members of 
the panel: If you have omitted parts of your statement, without ob- 
jection your entire statement will appear in the record of these he earings, 

Thank you, Mr. Hart, for being with us today. 


Mr. Cromartie, we are pleased to have you, sir, and you are recog- 
nized. 


STATEMENT OF WILLIAM A. CROMARTIE, ATTORNEY, 
CHICAGO, ILL. 


Mr. Cromartiz. Thank you, Mr. Chairman. I appreciate the op- 
portunity to appear here today. I will try to be brief and will attempt 
not to be repetitious. 

From a review of the papers which have been submitted by the 
members of this panel, it appears there is a unanimity of views con- 
cerning the fairness, equity, and necessity of an averaging concept. 
I shall not, therefore, attempt to further justify an averaging con- 
cept, at this time. I want to say that I believe an averaging concept of 
some type is not only fair and equitable, but is badly needed. 

I would not advocate any change in the existing capital gains pro- 
visions, nor would I advocate that it include unrealized capital gains. 
I would also suggest that it be optional. 

It must be remembered that an averaging device cannot be a cure- 
all for all of the tax problems that exist today. I personally believe 
that it should be implemented with as little impact as possible on the 
present revenue structure. 

I would like to emphasize what I deem to be a prime essential of any 
averaging concept, and I might say of any taxing provision, and that 
is the necessity for simplicity in the implementation by the taxpayer 
and in the necessary verification by the Treasury Department 
personnel. 

As you are aware—this has been mentioned here today—the law 
does provide today for some degree of averaging of income in special 
situations. I can see little merit in limiting ‘the averaging to the 
particular kinds and classes of income which are presently covered. 
To be quite candid, I find little justification for permitting an aver- 
aging where the income was earned from one person over 3 or more 
years while denying the right to average when income is earned from 
several persons and jobs but all the income is collected in 1 year. 

The present provisions dealing with fluctuating income are too com- 
plex and have entailed far too much in the way of administrative diff- 
culties in their implementation and application. The restrictive na- 
ture of these provisions has led to far too many controversies between 
taxpayers and the Internal Revenue Service. 

Several averaging proposals have been suggested to this committee 
by the other members of this panel. Without exception, these pro- 

osals require some recomputation of taxable income and the taxes 
incident thereto for several taxable years. 

The best that any tax measure can hope to accomplish is some 
rough type of equity. It cannot be parceled out with the preciseness 
and exactitude that a mathematician would employ. I believe that 
the committee should recognize this and should adopt an averaging 
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method which may reasonably be expected to achieve substantial equity, 
with simplicity. 

I have suggested that averaging be based upon the ultimate tax 
liability without resorting to a recomputation of each year’s taxable in- 
come and the taxes which are applicable thereto. In the paper which 
[ submitted, I have set this proposal forth with some tables to illustrate 
its operation. Admittedly, what has been set forth therein is no 
more than a rough outline. It would require the attention of the 
technicians in perfecting it to the point that it can be utilized in any 
legislative proposal. 

[ do believe that what I have set forth is an adequate amount of detail 
to indicate that this is a workable proposal. I do not contend, how- 
ever, that this is the only workab le proposal which can achieve the 
desired simplicity. It is, however, I earnestly believe, one which de- 
serves the careful consideration of this committee and of its staff. 

The CuatrMan. Thank you, Mr. Cromartie. 

Your summary statement will be included in the record. 

(The summary statement of Mr. William A. Cromartie is as 
follows :) 


STATEMENT BY WILLIAM A. CROMARTIE 


From a review of the papers which have been submitted by the members of 
this panel, it appears there is a unanimity of views concerning the fairness, 
equity, and necessity of an averaging concept. I shall not, therefore, attempt to 
further justify an averaging concept. I would like to say that I believe a general 
averaging device is not only fair and equitable but is badly needed. 

I do wish to emphasize what I deem to be a prime essential of any averaging 
concept—I might say, of any taxing provision—and that is the necessity for 
simplicity in implementation by the taxpayer and in verification by the Treasury 
Department personnel. 

As you are aware, the law today does provide for some degree of averaging 
of income in special situations. I can see little merit in limiting the averaging 
to the particular kinds and classes of income which are presently covered. To 
be quite candid, I find little justification for permitting an averaging where 
income was earned from one person over 3 or more years while denying the 
right to average when income is earned from several persons and jobs but all is 
collected in 1 year. 

The present provisions dealing with fluctuating income are too complex 
and have entailed far too much in the way of administrative difficulties in their 
implementation and application. The restrictive nature of these provisions have 
led to far too many controversies between taxpayers and the Internal Revenue 
Service. Several averaging proposals have been suggested to this committee by 
the other members of this panel. Without exception, these proposals require 
some recomputation of taxable income and the taxes incident thereto for several 
taxable years. 

The best that any tax measure can hope to accomplish is a type of rough 
equity. Equity in taxation cannot be parceled out with the preciseness and exact- 
itude that a mathematician would employ. I believe that the committee should 
recognize this and adopt the simplest averaging method which may reasonably 
be expected to achieve substantial equity. 

I have suggested that averaging be based upon the ultimate tax liability 
without resorting to a recomputation of each year’s taxable income and the 
taxes applicable thereto. In the paper which I submitted, I have set forth this 
proposal with some tables to illustrate its operation. Admittedly, what has 
been set forth therein is no more than a rough outline. It would require the 
attention of the technicians in perfecting it to the point that it can be utilized 
in any legislative proposal. I do believe that I have set forth an adequate amount 
of detail to indicate that this is a workable proposal. I do not contend, how- 
ever, that this is the only workable proposal which can achieve the desired sim- 
plicity. It is, however, one which I earnestly believe deserves the careful 
consideration of the committee and its staff. 
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The Cuatrman. Mr. George F. Newman, who had eos a paper 
for the compendium, advised me some time over the weekend that 
he would not be present today, due to unavoidable circumstances in 
connection with his own business, and he asked that Mr. Davidson be 
permitted to substitute for him to the extent of giving us the benefit 
of the summary of Mr. Newman’s statement. 

We appreciate it, Mr. Davidson, that you could do that, and we 
appreciate having you here today, and you are recognized, sir. We 
are sorry that Mr. Newman could not be with us. 


STATEMENT OF GEORGE F. NEWMAN, VIKING PUMP CO., 
PRESENTED BY JOHN DAVIDSON 


Mr. Davinson. Thank you, Mr. Chairman. SoamJI. And on be- 
half of Mr. Newman and myself, I do express appreciation to the 
chairman for letting me substitute for him in this very important 
panel. 

We believe this panel is of major significance, going to the heart 
of the issue involved in reappraisal of the income tax law through 
these most important hearings. 

I do not have a prepared summary, since Mr. Newman’s paper is 
relatively short and I would not wish to detract from its content or 
continuity. I think Mr. Newman’s paper is an excellent one, and I 
am happy to associate myself with it. I will only read parts of it, in 
order to conform with the 5-minute rule. 

He starts out by stating, and I quote: 


The proper taxation of fluctuating income presents a thorny problem. Be- 
cause of our present steeply progressive income tax rates, a taxpayer whose 
income over the years is subjected to wide fluctuations pays an aggregate tax 
considerably in excess of a taxpayer whose income for a like period may be 
exactly the same but whose income is steady and does not vary greatly from 
year to year. 


Then for the next five pages he reviews present law in regard to 
fluctuating income and the proposals which are before you, many of 
the proposals which are before you for averaging. 

If you will turn to the middle paragraph on page 6, I will read that 
one verbatim, if I may. 


We have touched on but a few of many proposals aimed at alleviating the 
distress caused by our steeply progressive rate structure upon taxpayers with 
fluctuating income. It should be noted that these proposals have a reverse twist 
from the code provisions relating to long-term compensation, invention or artis- 
tic work, and the backpay section. There the result was to shift income into 
the period during which it was earned. Averaging, on the other hand, would 
usually shift income from the period during which it was earned to periods 
when taxable income was less. 


In the next paragraph, he reviews the administrative and com- 
pliance difficulties which would attend the introduction of an averag- 
ing device. 

And now, if you will turn over to the middle of page 7, I will read 
most but not everything from there on. 

It seems to this writer—I mean Mr. Newman: 

That this discussion points to the fundamental weakness in our present 
system and that weakness is the insistence upon the maintenance of the steeply 


progressive rate structure. If we had no progression whatever in our rates, ex- 
cept that which would be present by reason of the personal exemption and 
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credit for dependents, obviously there would be no problem in the treatment 
of fluctuating income. All of the major objectives listed by this committee 
could be realized, at least in part, by a reduction in the degree of progression of 
the rates. Such a program would ameliorate many of the problems in the field 
of taxation with which we are constantly faced. To mention but two—the 
problem of providing retirement income by the self-employed would be very 
considerably lessened if progression were limited. H.R. 10 might become un- 
necessary if this step were taken. 

The second area of particular importance, in which such a solution would be 
of benefit, is in aid to small business. The Congress is continually faced with 
demands for small business relief to the end that small businesses may prosper 
and grow. It has always seemed to me that the high rates of progression in the 
individual income tax, whatever the policy decisions were, actually result in 
keeping big business big and small business small. 


I end the quotation at that point and drop down to the middle of 
the next paragraph, and I quote: 


Equity capital is the crying need of small business—not bank loans. If 
our economy is to grow, and it must grow if it is to find work for the projected 
increase in the labor force, we must substitute suitable incentives for the 
heads-I-win-tails-you-lose policy now in effect. If moderating influences were 
brought to bear upon the rate structure, the demand of many, many special 
interests for relief from the punitive rates would lessen. We might then be 
able to step back and take a more objective view of the many problems which 
constantly confront us in this field. 

I acknowledge that the inequities of the rate structure probably cannot be 
changed overnight. To maintain the fiscal solvency of our Government, it would 
seem that it should be done over a period of years in some such manner as is 
provided by the Herlong-Baker bill. Such an approach might reawaken in the 
hearts of small businessmen some hope and give them incentives for growth 
that are not now present. 

It is my conclusion that none of the devices advanced to soften the impact 
of our highly progressive tax rates upon fluctuating income meets the real and 
fundamental issue. I cannot help but think that when so many different pres- 
sure groups ask for relief that the fundamental fault lies in the rate structure 
we now have. I believe that the correction of that structure would result in 
greater economic growth than any other single factor in our economy. I think 
that many, many of our problems would shrink, and many of them disappear, if 
the progressive rates were modified. The extent of the modification should, I 
think, depend upon the results obtained from the first steps. The Herlong- 
Baker legislation gives us the avenue for correcting the tax-rate structure to 
permit the maximum economic growth. Let’s go this way first and then take 
stock to see whether or not further modification of the steeply progressive rate 
structure might be indicated. 


Mr. Chairman, that completes my summary of his paper. And may 
I make just a slight personal note of my own at this point ? 

The Cuarrman. We will be very glad to have you do so, Mr. David- 
son. 

Mr. Davinson. As I have listened here, Mr. Chairman, I have noted 
that each of the panelists has emphasized that we seem to be perma- 
nently stuck with a high rate system, and I would like to emphasize a 
little more strongly that I have no hesitancy in stating my confidence 
that income averaging will prove unnecessary, because this committee 
will take the lead in bringing about a thorough modification of income 
tax rates. The problem is not revenue, because progression produces 
only 13 percent of the revenue from the individual tax. This Nation 
today, in my opinion, is poised for what could be a period of dynamic 
growth. However, it is posed behind a barricade of steeply progressive 
rates of individual tax and excessive rates of corporate tax. I believe 
that barricade will come down, and when it does, I am confident that 
our free economy will.again show the world what it can do. 
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Thank you, sir. 

The Cuarrman. Thank you, Mr. Davidson. And particularly do 
we thank you for substituting for Mr. Newman. 

Mr. Newman’s summary statement will be included in full in the 
record. 

(The summary statement of Mr. George F. Newman is as follows:) 


TAXATION OF FLUCTUATING INCOME 
Statement of George F. Newman 


The proper taxation of fluctuating income presents a thorny problem. Be- 
cause of our present steeply progressive income tax rates, a taxpayer whose 
income over the years is subjected to wide fluctuations pays an aggregate tax 
considerably in excess of a taxpayer whose income for a like period may be 
exactly the same but whose income is steady and does not vary greatly from 
year to year. For example, a married man taking advantage of the split-income 
provisions of the code, with an annual taxable income of $40,000, would pay in 
income taxes, in a 5-year period, the sum of $72,600. Let him receive the same 
aggregate income over the 5-year period but let him receive taxable income of 
$25,000 per year for 4 years, and taxable income of $100,000 in the fifth year, and 
his total income tax is $82,560—almost $10,000 more. The result in the case of 
a single taxpayer under the same set of facts is similar, although the disparity 
is not quite as great. His total tax with a level income of $40,000 per annum 
is $98,700; whereas, with the 4-year income of $25,000 and the fifth year in- 
come of $100,000, his total tax is $107,920—$9,220 greater. 

While the number of taxpayers affected is probably not great, nonetheless, the 
inequity suffered by those who are effected has, at the very least, called for some 
examination of the problem. TV quiz show winners, professional athletes and 
professional entertainers, as well as some taxpayers from the learned profes- 
sions, seem to be those whose plight under the existing steeply progressive rates 
brings the matter to our attention. 

The Congress has seen fit to recognize the problem and grant relief in certain 
limited areas. Since 1939 the law has permitted the “spread-back” of long-term 
compensation. Here two factors determine the taxpayer's qualification for re- 
lief. There must be an employment and it must cover a period of 36 months or 
more, and the gross compensation from the employment received or accrued in 
the taxable year must be not less than 80 percent of the total compensation from 
such employment. It can be seen that the limitations are rather severe. A most 
common case that comes to mind is that of a lawyer working on one particular 
lawsuit, usually on a contingent fee basis, where his labors cover a period of 
greater than 3 years and for which he is compensated upon the termination of the 
suit. This avenue certainly offers no relief to the taxpayers who most frequently 
come to mind in any discussion of this subject; namely, professional athletes 
and professional entertainers. 

A second area in which the problem has been recognized and relief granted is 
even more narrow in application. The code provides “spread-back” relief in the 
case of an invention or artistic work created by the taxpayer, if the taxpayer’s 
work on the invention or artistic work covered a period of 24 months or more. 
Here also the income realized in the taxable year must be at least 80 percent of 
the total income received for the work during the previous years, the taxable 
year, and the 12 months succeeding the taxable year. The “spread-back” period 
is limited. Prior to years commencing before January 1, 1954, the “spread-back” 
period was 36 months for both inventions and artistic works. The present statute 
increases the periods to 60 months for inventions only, leaving 36 months for 
artistic works; but, in both cases, limited to the period of the work if that be a 
shorter duration. 

A third area, comparable to the relief provisions afforded in the case of long- 
term compensation, applies to back pay realized by the taxpayer in a taxable year. 
Under this section of the code, if the amount of the backpay to an employee ex- 
ceeds 15 percent of the taxpayer’s gross income for the taxable year, the back 
pay may be apportioned to the taxable years in which such amounts are attribut- 
able and the tax is limited to the aggregate of the additional taxes attributable 
to the apportioned income. Back pay constitutes taxable income which falls 
within one of the following classes: 
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(1) Remuneration—including wages, salaries, retirement pay and other 
similar compensation which is received or accrued during a taxable year 
by an employee for services performed before the taxable year for his em- 
ployer and which would have been paid before the taxable year except 
for the intervention of bankruptcy or receivership of the employer, dispute 
as to the liability of the employer to pay the remuneration, which is deter- 
mined after the commencement of court proceedings, lack of funds for the 
payment of public employees, or any other event determined to be similar 
in nature under regulations issued by the Secretary. 

(2) Retroactive wage or salary increases ordered, recommended, or ap- 
proved by any Federal or State agency and made retroactive to any period 
before the taxable year. 

(3) Payments resulting from an alleged violation by an employer of any 
State or Federal law relating to labor standards or practices determined to 
be attributable to a prior taxable year. 

It should be noted that in these areas and under the restrictions imposed by 
the code income is in effect allocated to the period during which it was earned, 
regardless of when it was paid. These provisions in effect, and in a very limited 
manner, place a cash-basis taxpayer on an accrual basis as to these items of 
income. 

The provisions of the code relating to net-loss carryovers and carrybacks 
are sometimes thought to be among the class of relief provisions referred to above. 
As applied to corporations, however, this is not the case. The corporate tax is, 
in effect, a net income tax and the purpose of the carryback and carryforward 
issimply to limit the taxation to income which has actually been earned. 

A number of proposals have been advanced from time to time to give relief 
to taxpayers with widely fluctuating incomes by mitigating the effects of the 
steeply progressive rates. Simple averaging of income for a specified period is 
one such proposal. Under this method a tentative tax would be paid, based on 
the taxable income of each year, until the final year of the period of averaging 
is reached and in that final year a recalculation would be made under which the 
total income for the period would be divided by the number of years in the period 
and the tax for each year be recalculated, based on the tax rates in effect for 
each particular year. In the last year of the averaging period, an adjustment 
would be made so that over the number of years included in the period the 
total tax would equal the tax that would have been paid if the income had been 
received in equal amounts over the averaging period. 

A variation of this proposal would be that the averaging period be of 4 years’ 
duration and that any taxpayer be permitted to average his current year’s income 
with his income for the 3 preceding years, provided he had not availed himself 
of the averaging option during any of the preceding 3 years. 

Another proposal is the “moving average.” Under this proposal the tax on 
the first year of the period would be paid. The tax for the second year would 
be based on the average taxable income for the 2 years and that for the third 
year on the average taxable income for the 3 years. This procedure would be 
carried forward for the period of time established as the averaging period, and 
upon reaching that point of time the earliest year would be dropped and the 
current year added. 

Progressive averaging is yet another device. One proposal is that the entire 

life of a taxpayer be divided into three periods. The first period would be that 
of the taxpayer’s minority, the second period would cover the years from the 
end of the minority period to age 30, and the third period would cover the period 
from age 30 to death. Under this method the annual tax on the progressive 
average of income would be based on a recalculation of each one of the years 
which has preceded in the period of the averaging. Other proposals along 
this line would substitute four periods—the minority period, the tr: 1ining period 
from 21 to 30 years of age, the productive period from 31 to 65 years, and the 
retirement period subsequent to age 65. 
_ Yet another proposal is “rebracketing.” This method consists in first attribut- 
ing to the current tax year that part of any extraordinary income which repre- 
Sents a proportionate amount based on the number of tax years over which 
the extraordinary income has matured. Then the balance is brought into the eur- 
Tent tax year to be taxed in the same bracket as the portion first attributed to 
the current year. 

We have touched on but a few of many proposals aimed at alleviating the dis- 
tress caused by our steeply progressive rate structure upon taxpayers with fluc- 
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tuating income. It should be noted that these proposals have a reverse twist 
from the code provisions relating to long-term compensation, invention, or 
artistic work, and the back-pay section. There the result was to shift income 
into the period during which it was earned. Averaging, on the other hand. 
would usually shift income from the period during which it was earned to periods 
when taxable income was less. 

Evaluating these proposals under the standards set up by this committee, 
“Major Objectives of and Guides for Tax Reform,” leads me to believe that while 
there is merit in their approach as to equity and fairness of the burden, and they 
at least in part alleviate the results of our steeply progressive rate structure. 
they all must fail under the fifth objective—ease of taxpayer compliance and 
administration of the law. All of the plans or proposals are complicated in 
nature. Many would require extension of limitation periods. Errors in any of 
the years used would compound the difficulties. In short, all of them would 
complicate a field that is even now far, far too complicated. A great deal of 
work has been done toward simplification of income tax procedures for the aver- 
age taxpayer, and the averaging proposals would mean an abrupt about-face. 
Unless arbitrarily limited, thereby setting up a new discrimination, all tax 
returns would have to be open for the period of averaging. From a practical 
standpoint, I would assume that over a 4- or 5-year period, there would be quite 
an upward movement between taxable brackets, both from the first to the second 
bracket and between progressive brackets. Additionally, as taxpayers move 
into the retirement status, there would also be a significant downward move 
ment. 

One further and practical aspect should also be noted—that is that there would 
also be considerable difficulty in actually collecting the tax under the averaging 
proposals in years of low income when the tax would be based in part upon 
income received in prior and better years. 

It seems to this writer that this discussion points to the fundamental weak- 
ness in our present system and that weakness is the insistence upon the main- 
tenance of the steeply progressive rate structure. If we had no progression what- 
ever in our rates, except that which would be present by reason of the personal 
exemption and credit for dependents, obviously there would be no problem in the 
treatment of fluctuating income. All of the major objectives listed by this com- 
mittee could be realized, at least in part, by a reduction in the degree of pro- 
gression of the rates. Such a program would ameliorate many of the problems 
in the field of taxation with which we are constantly faced. To mention but 
two—the problem of providing retirement income by the self-employed would be 
very considerably lessened if progression were limited. House Resolution 10 
might become unnecessary if this step were taken. 

The second area of particular importance, in which such a solution would be 
of benefit, is in aid to small business. The Congress is continually faced with 
demands for small business relief to the end that small businesses may prosper 
and grow. It has always seemed to me that the high rates of progression in 
the individual income tax, whatever the policy decisions were, actually result 
in keeping big business big, and small business small. Small business, the great 
majority of which are sole proprietorships, must have two things for growth: 
Good management and capital. Good management is something we can do 
nothing about through these channels. Indeed, I suspect that a number of the 
actions taken by the Congress, in addition to those proposed and not acted upon, 
tend to keep people in business who have no business being in business and who 
should suffer the economic fate that poor management deserves. The capital 
side of the picture, however, could be markedly improved if small business 
people were permitted to retain a larger portion of their earnings for growth and 
economic development. 

Some relief from the highly discriminatory rate structure has been offered 
through the accelerated depreciation provisions of the code and the other miti- 
gating devices with which we are all familiar. All of these things, however, seem 
to me to skip the real issue—the steeply progressive rate structure. Equity 
capital is the erying need of small business—not bank loans. If our economy 
is to grow, and it must grow if it is to find work for the projected increase in 
the labor force, we must substitute suitable incentive for the “heads I wit, 
tails you lose” policy now in effect. If moderating influences were brought to 
bear upon the rate structure, the demand of many, many special interests for 
relief from the punitive rates would lessen. We might then be able to step back 
and take a more objective view of the many problems which constantly confront 
us in this field. 
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I acknowledge that the inequities of the rate structure probably cannot be 
changed overnight. To maintain the fiscal solvency of our Government, it would 
seem that it should be done over a period of years in some such manner as is 
provided by the Herlong-Baker bill. Such an approach might reawaken in the 
hearts of small businessmen some hope and give them incentives for growth 
that are not now present. The Treasury has opposed such moves but it might 
be surprised at the result. Secretary Mellon found that a reduction in rates 
did not necessarily mean a reduction in revenues, and I suspect the same thing 
would be true today and that it might very well be true to a much greater degree 
than it was then. 

It is my conclusion that none of the devices advanced to soften the impact 
of our highly progressive tax rates upon fluctuating income meets the real 
and fundamental issue. I cannot help but think that when so many different 
pressure groups ask for relief that the fundamental fault lies in the rate struc- 
ture we now have. I believe that the correction of that structure would result 
n greater economic growth than any other single factor in our economy. I think 
that many, many of our problems would shrink, and many of them disappear, 
if the progressive rates were modified. The extent of the modification should, 
| think, depend upon the results obtained from the first steps. The Herlong- 
Baker legislation gives us the avenue for correcting the tax-rate structure to 
permit the maximum economic growth. Let’s go this way first and then take 
stock to see whether or not further modification of the steeply progressive rate 
structure might be indicated. 

The CuatrmMan. We appreciate having you with us today, Mr. 


Becker. You are recognized, sir. 


STATEMENT OF RALPH E. BECKER, ATTORNEY, WASHINGTON, D.C. 


Mr. Becker. Thank you very much, Mr. Chairman and members 
of the committee. 

At the outset I want to thank you and the members of the com- 
mittee and the staff for the opportunity of submitting a paper and 
appearing on this distinguished panel. I think that the entire pro- 
gram that you have embarked upon will have a very salutary effect 
on the future of tax inequities, including the one under discussion. 

The other papers have referred to the fact that our present tax 
structure, with its arbitrary annual accounting system, places a serious 
inequity on people whose income is subject to wide fluctuations. I 
would like to cite a very simple, but not at all uncommon, example 
toillustrate this point. 

Take the case of a man who earns $100,000 over a 10-year period 
at the rate of $10,000 each year. His income tax under our present 
system would be $19,600. A second man earns the same total, $100,000, 
over the same 10-year span, only in a widely fluctuating range—a 
high of $30,000 1 year and a low of $1,000 another year. His income 
tax is far greater, possibly 70 percent more, than the first man, whose 
earnings remained constant over the period. It is clear, therefore, 
that under the annual accounting system, with our present progres- 
sive tax rates, recipients of fluctuating incomes pay higher taxes than 
those who received the same aggregate income by means of a stable 
flow over the same period of years. 

In addition to the requirement that income be reported on an annual 
basis, there is another factor under our tax laws which contributes to 
this inequity. That factor is the progressive tax rate; that is, the 
higher the taxable income, the higher the rate of tax. For example, 
in ‘the case of a person who earns $5 ,0 )0 annually, he would pay $3,300 
in aggregate taxes over a 3-year period. If the same person earned the 
same “aggregate amount but received it all in 1 year, he would pay 
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$4,730 in taxes, or 43 percent more than in the case of the steady 
earner. Based on a $10,000 income, the disparity is 67 percent. When 
the annual income approaches $50,000, the disparity decreases to 39 
percent, and at the $200,000 income level, it is down to 17 percent. 
Thus it is apparent that people with irregul: ar incomes generally pay 
much greater levies than those with ste: eady incomes, and that the 
gre atest significance in percentage disparity occurs in the medium in. 
come brackets ($5,000 to $1: 5,000). The percentage disparity becomes 
even more pronounced when those persons having short-lived peak 
incomes are considered. In this category we have the professional 
athlete who can see but limited service in his sport and, therefore, his 
years of large income are few. Also included are those individuals 
who spend a large portion of their lives learning a profession or 
trade as an apprentice and only a small part reaping the monetary 
benefits of their early labors. Theatrical personnel and musicians, 
among others, would fall w ithin a classification. Included, too, are 
those persons engaged in “feast or famine” vocations such as com- 
mission salesmen. 

Congress has in the past adjusted the revenue laws to correct in- 
equities and discriminatory provisions. The present internal revenue 
laws allow a readjustment of tax between years for a few specific 
types of income which may be received in one year but are partly 
attributable to a prior period. For example, such treatment is ae- 
corded for cencentration of income from (1) employment. which has 
covered 24 months or more, (2) ate gees of an invention or artistic 
work which has covered 24 months or more, (3) backpay under certain 
conditions, and (4) compensatory anni awarded in civil actions 
for infringement of a patent issued by the United States. The pro- 
posal outlined herein below would introduce broader and quite dif- 
ferent principles from those underlying the above-mentioned revenue 
provisions. 

The annual accounting period, long recognized as arbitrary in na- 
ture, is thought to be basic to the administration of our fiscal activities 
because of the need for Federal revenues at fixed and definite times. 
Likewise, our progressive tax rate has long been a part of our tax 
picture. Therefore, any revision in the present tax laws to mitigate 
against the present inequity which works against those having fluctuat- 
ing incomes or short-lived peak incomes must be in harmony with these 
two concepts. 

In order to be seriously considered a plan must meet the tests of 
simplicity and administrative feasibility. The proposal which is 
outlined below for study and analysis I believe to be simple and 
workable, and its adoption would require but a minor addition to our 
U.S. individual income tax return (form 1040). 

For the reasons mentioned above, I endorse the proposal of Con- 
gressman Curtis (H.R. 7010, 86th Cong.) that would provide in gen- 
eral for the averaging of total taxable income over a definite period of 
years, say 6, for an individual whose taxable income in the current year 
exceeds a certain percent, say 150 percent, of his average taxable 
income for the 5 immedi: ately preceding years. Individuals who 
qualify would be permitted, in effect, to spread back that part of the 
current years’ total income that exceeds 150 percent of the 5-year 
average in six equal parts covering the year of receipt and the 5 pre- 
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ceding years. In this example the total tax due in the sixth or current 
year would be the sum of : 

(1) The current year tax on an amount equal to 150 percent of the 
average income for the 5-year period ; 

(2) The additional tax on one-sixth of the excess income which is 
‘i led as an increment to income of the current year; and 

(3) The additional taxes resulting from spreading one-sixth of the 
excess Income back as an increment to the income of each of the 5 
year's in the base period. 

Under this procedure, the taxpayer would be able to apply the above 
method of tax computation to any number of successive tax years pro- 
vided that the income to be average in the current year is high enough 
to meet the test of 150 percent of average income for the immedi ately 
preceding 5-year period. In this connection, once the income of any 
year 1s adjus ted under the averaging procedure, the adjusted figure 
would be used for all purposes of averaging in subsequent years. 

For ex: imple, as an illustration, assume that a small businessman 
werages $5,000 for 5 years and in the sixth year has a $25,000 income. 
He would qualify for the adjustment, under this plan, with respect to 
the excess of $20,000 over $7,500. In other words, 150 percent of the 
average income for the past 5 years, $12,500, would be spread over a 
6-year period for the purpose of computing the maximum tax in the 
year received. 

In other words, in this example, the total tax due in the sixth or 
current year would be in the sum of the current year tax on the amount 
equal to 150 percent of the average income for the 5-year period. The 
additional tax is on one-sixth of the excess income, which is added as an 
increment to the income of the current year, and the third factor would 
be the additional taxes resulting from spreading one-sixth of the 
excess income back as an increment to the income of each of the 5 
years in the base period. 

Under this procedure, I submit—and it is worthwhile studying this 
form ula—the taxpayer would be able to apply the above methed of 

tax computation to any number of successive tax years, provided that 
the income to be averaged in the current year is high enough to meet 
the test of 150 percent average income for the immediately preceding 
)- ve ar period. 

Tn this connection, an appropriate limitation would appear to re- 
quire taxable income for averaging purposes to equal a minimum 
adjusted gross income, say, $3,000, plus the taxpayer's exemptions. If 
in any year in the base period this amount was not in fact realized, 
the taxpayer would be required to raise his income for that year to 
that amount ($3,000 plus $600 times t: ixpayer’s number of exemptions) 
before computing his average taxable income. 

A tax-averaging proposal of the type which I have described is both 
simple and flexible. The 5-year period moves forward constantly. 
Any individual who has a marked increase in taxable income would be 
ab le to qualify for the adjustment by reference to the 5 prior years of 
Income experience. 

I should like to emphasize that the proposal does not exempt any 
portion of taxable income or allow a preferential rate to any individual 

or group. It simply provides for a more realistic application of the 
progressive rate structure to irregular fluctuating incomes. 
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The CuHarrman. Mr. Becker, we thank you, sir. 
Your summary statement will be included in the record. 
(The summary statement of Mr. Ralph E. Becker is as follows :) 


STATEMENT OF RALPH E. BECKER 


Our present tax structure, with its arbitrary annual accounting system, places 
a serious inequity on people whose income is subject to wide fluctuations. I need 
only cite a very simple, but not at all uncommon, example to illustrate this point, 
Take the case of one man who earns $100,000 over a 10-year period at the rate of 
$10,000 each year. His income tax under our present system would be $19,600, 
A second man earns the same total $100,000 over the same 10-year span, only 
in a widely fluctuating range—a high of $30,000 one year and a low of $1,000 
another year. His income tax is far greater, possibly 70 percent more than the 
first man whose earnings remained constant over the period. It is clear, there 
fore, that under the annual accounting system, with our present progressive tax 
rates, recipients of fluctuating incomes pay higher taxes than those who received 
the same aggregate income by means of a stable flow over the same period of 
years. 

In addition to the requirement that income be reported on an annual basis, 
there is another factor under our tax laws which contributes to this inequity. 
That factor is the progressive tax rate; that is, the higher the taxable income 
the higher the rate of tax. For example, in the case of a person who earns $5,000 
annually, he would pay $3,300 in aggregate taxes over a 3-year period. If the 
same person earned the same aggregate amount but received it all in 1 year, he 
would pay $4,730 in taxes, or 43 percent more than in the case of the steady 
earner. Based on a $10,000 income, the disparity is 67 percent. When the 
annual income approaches $50,000, the disparity decreases to 39 percent, and at 
the $200,000 income level it is down to 17 percent. Thus, it is apparent that 
people with irregular incomes generally pay much greater levies than those with 
steady incomes, and that the greatest significance in percentage disparity occurs 
in the medium-income brackets ($5,000 to $15,000). 

The percentage disparity becomes even more pronounced when those persons 
having short-lived peak incomes are considered. In this category we have the 
professional athlete who can see but limited service in his sport and, therefore. 
his years of large income are few. Also included are those individuals who spend 
a large portion of their lives learning a profession or trade as an apprentice 
and only a small part reaping the monetary benefits of their early labors. The 
atrical persons and musicians, among others, would fall within this classification. 
Included, too, are those persons engaged in “feast or famine” vocations such as 
commission salesmen. 

Congress has in the past adjusted the revenue laws to correct inequities and 
discriminatory provisions. The present internal revenue laws allow a readjust- 
ment of tax between years for a few specific types of income which may be re 
ceived in one year but are partly attributable to a prior period. For example, 
such treatment is accorded for concentration of income from (1) employment 
which has covered 36 months or more, (2) development of an invention or 
artistic work which has covered 24 months or more, (3) back pay under certain 
conditions, and (4) compensatory damages awarded in civil actions for infringe 
ment of a patent issued by the United States. The proposal outlined herein be 
low would introduce broader and quite different principles from those under- 
lying the above-mentioned revenue provisions. 

The annual accounting period, long recognized as .arbitrary in nature, is 
thought to be basic to the administration of our fiscal activities because of the 
need for Federal revenues at fixed and definite times. Likewise, our progressive 
tax rate has long been a part of our tax picture. Therefore, any revision in the 
present tax laws to mitigate against the present inequity which works against 
those having fluctuating incomes or short-lived peak incomes must be in har- 
mony with these two concepts. 

In order to be seriously considered a plan must meet the tests of simplicity and 
administrative feasibility. The proposal which is outlined below for study and 
analysis I believe to be simple and workable, and its adoption would require but 
a minor addition to our U.S. Individual Income Tax Return (Form 1040). 

For the reasons mentioned above, I endorse the proposal of Congressman 
Curtis (H.R. 7010, 86th Cong.) that would provide in general for the averaging of 
total taxable income over a definite period of years, say 6, for an individual 
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whose taxable income in the current year exceeds a certain percent, say 150 
percent, of his average taxable income for the 5 immediately preceding years. 
Individuals who qualify would be permitted, in effect, to spread back that part 
of the current year’s total income that exceeds 150 percent of the 5-year average 
in Six equal parts covering the year of receipt and the 5 preceding years. In 
this example the total tax due in the sixth or current year would be the sum of: 

(1) The current year tax on an amount equal to 150 percent of the average in- 
come for the 5-year period ; 

(2) The additional tax on one-sixth of the excess income which is added as an 
increment to income of the current year; and 

(3) The additional taxes resulting from spreading one-sixth of the excess in- 
come back as an increment to the income of each of the 5 years in the base period. 

Under this procedure, the taxpayer would be able to apply the above method of 
tax computation to any number of successive tax years provided that the in- 
come to be averaged in the current year is high enough to meet the test of 150 
percent of average income for the immediately preceding 5-year period. In this 
connection, once the income of any year is adjusted under the averaging pro- 
cedure, the adjusted figure would be used for all purposes of averaging in subse- 
quent years. 

Under this proposal it would be advisable to give only limited effect, for the 
purpose of computing the average income during the base period in question, 
to years in which the taxpayer had no income or incurred a deficit. In this con- 
nection, an appropriate limitation would appear to require taxable income for 
averaging purposes to equal a minimum adjusted gross income, say $3,000, plus 
the taxpayer’s exemptions. If in any year in the base period this amount was 
not in fact realized, the taxpayer would be required to raise his income for that 
year to that amount ($3,000 plus $600 times taxpayer’s number of exemptions) 
before computing his average taxable income. 

A tax averaging proposal of the type which I have described is both simple 
and flexible. The 5-year period moves forward constantly. Any individual who 
has a marked increase in taxable income would be able to qualify for the adjust- 
ment by reference to the 5 prior years of income experience. 

I should like to emphasize that the proposal does not exempt any portion of 
taxable income or allow a preferential rate to any individual or group. It 
simply provides for a more realistic application of the progressive rate structure 
to irregular fluctuating incomes. 

The proposal for tax averaging would be of benefit to millions of farmers and 
small businessmen. It would remove some of the penalties of our present rate 
structure for entertainers, athletes, and others whose income characteristically 
fluctuates widely from year to year. The adjustment would tend to equalize 
the tax burden of those with irregular and those with stable incomes and provide 
greater incentive for maximum contribution to the economy. It would also 
reduce the contant pressure for many special tax relief provisions. 

The CHatrmMan. We appreciate the fact that all of you, as well as 
other panelists, have taken time from your busy schedules to prepare 
the papers that you have and to come from your place of business to 
appear before the committee. 

The committee, I am sure, is receiving a great deal of help in the 
thinking of members of the group about the provisions of existing law. 

Let me, if I may, before yielding to other members, ask just a few 
questions of the members of the panel. 

Before doing so, let us clarify for this record, since both Mr. David- 
son, in reading Mr. Newman’s paper, and Mr. Becker, in presenting 
his own paper, and some of the others of you, have omitted the discus- 
sion of present provisions of law that actually result in averaging to 
the extent that they are applicable—now, all of you have referred to 
them one way or another in your papers in the compendium. Now 
let me see if I have an understanding of what these provisions are. 

First, we have a provision of averaging where amounts have been 
received by an employee as back pay. In that case, we permit this 
payment to be taxed as though it were actually received in the prior 
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period. That is correct, is it not? Then we provide for averaging in 
connection with amounts received as compensation for employment, 
We say that under certain fixed circumstances, for example, if that 
employ ment lasts over a 36-month period, and if as much as 80 percent 
of it is paid to the taxpayer in any one year, we will average that re- 
muneration from employment. That is the case of the lawyer, , per- 

haps, or the person who has developed something like a book, who 
may have taken 5 years to write the book. 

Then we spread back for amounts received as compensation damages 
for patent infringement, do we not? Then we provide capital gains 
for lump-sum pension distributions, and so on. Those are situ: itions 
wherein we allow some kind of averaging. 

Then we have the 3-year spread of the proceeds of an endowment 
insurance policy. 

Now, are there other provisions of law that you gentlemen would 
label as being averaging provisions with respect to certain cireum- 
stances ¢ 

Mr. Steger ? 

Mr. Srecer. Yes; I believe that there are certain things in the law 
which do breach the annual period. There is a tax benefit rule, for 
example. I think the courts have in general decided at times to look 
at previous years to be able to decide what the current tax should be. 

For example, the tax benefit rule. They have decided to look at 
the previous year’s to decide what the current tax should be. 

Then under the installment sales provisions, there is a provision 
whereby you are not taxed in one year on the sale, but you can spread 
your profit as you receive it. In other words, in that case, it is 
sort of putting an accrual basis taxpayer on the cash basis. As he 
gets his benefits, he can be taxed. 

Mr. Carroiu. Also, I think the whole mechanism of corporate tax- 
ation at the corporate level and the accumulation of earnings within 
a corporation and their later distribution can be used in the sense that 
Mr. Kragen has pointed out to create a variety of devices in = 
you can achieve the effect of averaging by self-help. In general, : 
corporation receives income which is created by personal service or 
personal effort and pays a tax at the 52-percent rate and then goes 
along paying out current earnings (because it is probably a personal 
holding company after the burst of activity is over) and then pays 
its accumulated earnings and profits out in the form of dividends when 
most timely, or “is liquidated at capital gains rates later on. 

Mr. Kracen. I would feel that the net operating loss carryover: 
earryback at the capital loss carryover provisions are in the nature 
of averaging. They are an effort to average out not our problem 
of the fluctuating high income, but to average out your income gen- 
erally, so that the effect of loss years is not. felt unreasonably and in- 
properly. Capital loss carryover is of the same nature. 

The Cuatrman. You think that at the moment, then, with respect 
to businesses, we tend to look at the profit of a business for tax purposes 
over something that we might refer to as a business cycle, a period of 
8 years, say ? 

Mr. Kracen. To a degree, I think we do. We do not if it is on the 
up level. But the progressive tax rate as such is not really applicable 
at the corporate level. We have the two levels, and that is all. 
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The Cuamman. I thought there was quite a bit of distinction, and 
[did not know that actually we could use that in justification for the 
wpe of averaging prince iple that we are discussing here today. 

Mr. Kracen. 1 would not think there would be justification, but it 

an indication, it seems to me, Mr. Mills, of the recognition of the 
mpact of a particular fluctu: ition in Income on corporations or indi- 
idual proprietorships or partnerships, because it is the effect of the 
mpact. And here we are looking at the same thing, the effect of 

i impact of this bunched income. Certainly it is not completely 
alogous. It is just, I think, an indication that Congress has looked 
tthat effect and made adjustments. 

The Cuamman. Anyone else / 

Mr. Hart ¢ 

Mr. Harr. One other example might be the provision for a pushing 
ack of the income which accrues from change of accounting method, 
unched income from a change of accounting method. 

The Cuairman. Mr. Cromartie / 

Mr. Cromartie. I do not believe that a net operating loss constitutes 
} averaging of income in the concept that we are discussing that 
today. What I understand was the purpose and intent behind the 
et opers ating loss provisions was that where you are truly engaged 

a business activ ity you are not going to tax that business activity 

rough the vehicle of an artificial accounting period, such as the 
nual accounting period, if over a period of years there has been no 
et income derived from that trade or business activity. 

It seems hardly within the same category as many of the other items 
that we have discussed here. I would like to touch on some of these 
ther items. 

For example, I do not think that the installment treatment of sales 
san averaging of income. It is in some degree, perhaps. But really, 
that is a determination of how much profit you are going to report 
tany particular time and whether you are going to be permitted to 
get your capital back without paying the full sum of the profits to 
vegin with. When you make an installment sale, you have not realized 
n hand all of = income. You have still obligations of the pur- 
haser which may or may not be paid. A substantial part of the pro- 
eeds represent the c: apital you have invested in the asset that is being 
lisposed of. And this is a means of determining the degree to whic h 
vouare going to satisfy your tax liability. 

As a practical matter, many small taxpayers who sell substantial 
apital assets on an installment basis just would not have the money 
for the tax collector if he came around for it. Maybe they can give 
the obligations of the purchaser at face. Many of them would be 
happy to do that. 

So as far as the tax benefit rule is concerned, inherently that is a 
determination of whether there is taxable income or not. The courts 
have applied this in determining whether there was taxable income 
under the 16th amendment. It existed before any statute ever existed 
concerning the tax benefit rule. Congress merely followed the lead of 
the courts and attempted to define areas where there would be a return 
of capital, and the extent to which there would be a return of capital. 

Annuity payments, again: that is a question of the extent to which 
Congress is going to permit a return of what is in fact a capital in- 
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vestment. It can be disputed whether you want to employ the old 
3-percent rule or the 3-year rule which you presently have, but 
essentially and inherently it is a procedure to permit a taxpayer to re- 
coup his capital outlay. 

The Cuarrman. Mr. Becker ? 

Mr. Brecker. In the 1954 Code, Mr. Chairman, there were two pro- 
visions which have at least the indications of creating equity in the 
spread; one with respect to inventory adjustments of section 481(b), 
and the other in section 666 with respect to the 5-year throwback rule, 
which did not exist before, in respect to the recipient of a distribution 
of accumulated income. 

And then, aside from what is in the Code, I think you have to con- 
sider that there has been recognition of certain relief instances—and 
I think Mr. Kragen referred to some of the specific instances—where 
the Treasury or the Tax Court have given satisfactory ruling in cer- 
tain self-help equalizing cases, I think they were called. These also 
involved a spread of income. But if it was in 1 year, it would have 
been in the high brackets, and they were not afforded the spread. 

The Cuarman. As I understand it, there are, according to you gen- 
tlemen, numerous provisions in the law that are extremely complicated 
that apply to specific situations, wherein averaging of income is to some 
extent permitted at the present time. And most of you on the panel 
feel that if the Congress would institute some plan of averaging ap- 
plicable across the board to all individuals ad take out all of these 
provisions that are presently in the law with respect to averaging, 
to the extent that they apply, the law on the whole would be more 
simple, more equitable, and a higher degree of fairness would be 
brought to the income tax law. Is that the conclusion of most of you! 

I notice it is not Mr. Steger’s conclusion. 

Mr. Becker. Yes, definitely. 

The Cuatrman. The rest of you do conclude, though, that that will 
be the result ? 

Let me ask you some questions, then. I have had quite a bit of 
interest manifested to me over the years by people outside of Congress 
in the idea of averaging of income as a step in the direction of greater 
equity to the law, greater fairness. And they, like you, have submitted 
to me these cases of these individuals who have in 1 year much greater 
income than they have in another year. And they point, as you have 
pointed, to the situation of the person who is regularly employed, or 
who regularly enjoys a certain amount of income, who is paying less 
tax than the person who has fluctuating incomes over the same period 
of time. 

Now, have you thought, though, in terms of the relative ability 
within a year of fluctuating income, between the person who has 
$10,000 as a high level of income to himself in that fluctuating year. 
and the person who has $10,000 of income as a regular matter in all 
of the years involved in the period? Is the individual who has the 
$10,000 in the year of fluctuation possessed of less ability to pay tax on 
that $10,000 in that year than the person who has $10,000 in each of 
these years? Looking at it from the viewpoint of ability to pay, do 
you reach conclusions that averaging should be written into the law! 

Let me be more specific. Here is the case of a person who normally 
makes $5,000 a year, but in one of the years of the five—say we were 
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adopting a 5-year averaging program—makes $10,000. Does that 
individual have less ability to pay tax on that $10,000 in that year than 
does the person who has made $10,000 in each of the 5 years, who 
would not have any averaging under any of these programs of his 
inc “a because it has remained the same? 

Yes, Mr. Dickerson ¢ 

Mr. Dickerson. Well, I would think it might be that he would 
have less ability than someone who has been continuously receiving 
this higher amount. But it seems to me that this is not truly the 
question. The matter at issue is whether or not a 1-year measure is 
the proper measure for determining ability to pay. 

The Cuarrman. I was coming to that as my next general question. 
But I was thinking in terms, first, of the relative ability in any given 
year between these individuals, one who gets $10,000 a year for each 
of the 5 years, and the other who has $ $5,000 regularly in 4 of the 5 
years but in one of the years makes $10,000. Now I am asking you 
the question, Do we justify this averaging for the benefit of the latter 
person, because he has less ability to pay tax on the $10,000 in the 
year he earns it than does the other person ? 

Yes, Mr. Kragen / 

Mr. Kracen. If we are looking at a single year, two individuals 
having $10,000, and the same other circumstances, I do not think 
we can honestly say that one individual has any less ability. The 
same $10,000, the same situation, is involved. But I think that, 
forgetting the straight equality standpoint, we can somewhat indi- 
cate, as some of the panelists this morning on the treatment of the 
aging indicated in a contrary way, that there is a certain amount 
of buildup; that if you have a limited income over a period of years, 
when you come to this 1 year, you need certain things you have been 
unable to acquire. You need or want to obtain a certain standard 
of comfort; whereas the person who had that income over previous 
years has acquired those things which are necessary to a standard 
of comfort. And therefore in the year in which you are able to get 
some or all of these things, you necessarily have less mone y to do it 
if the Government is taking a large proportion. 

But looking at the year alone, if we are not going to regard any ot 
the background, two $10,000 are the same thing. I think we must 
think of the bac kground. 

The Cuarrman. Actually, then, you reach the conclusion that we 
would not justify averaging because of any less ability on the part o 
one versus the other to pay tax on the fluctuating amount? 

Mr. Kracen. Looking at the single year : alone? 

Mr. Byrnes. Would the chairman yield? 

Is not the question, though, the relative ability to pay the higher 

rate, giving recognition to the pr ogressive nature 2 

The Cuamrman. I was coming to that a little later. I was trying 
to find out if the panel has felt that as between these two people ther 
was any difference in their ability to pay in that given year on the 
$10,000. 

Mr. Byrnes. My point is that they are paying at a different rate 
so that you have a question of the relative ability to pay a rate, bu 
not the particular rate. 
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The Cuatrman. Inthat particular year both taxpayers have $10,000, Mr. ‘ 
and they are paying under the same rate structure, and if we want to Business 
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go a little further, they can both have a wife and two children. 
Mr. Srecer. I think there are some economic facts that should be 



























































































brought to bear. One thing is that the taxpayer who is getting $10,00 B® - 
for the first time will in general have less debt commitments than th: (_ Prb®? 
taxpayer who has had it several years in a row, because it suddenly lar a 
shot up to the $10,000 bracket. I also think that there is an economy: — "°° a 
theory that says something like: The taxpayer whose income fluctu- Ask | 
ates gets a good deal less satisfaction out of it in the sense that you B ° soe 
get less satisfaction from the $10,000 than you do out of your firs commit 
dollar, because you ate with the first dollar, but with the $10,00 — @° 8) 
you do not eat that much better. And the people with fluctuating oP th 
incomes tend to save more. There is a higher ratio of savings with — ' ¥'% 
fluctuating income people. Someone said, “He saves more, becaus BY" ‘ 
he fears he is going to be taxed more.” But in general these fluctuat-  °"°U* 
ing income taxpayers who save a large proportion of their income —_- 
are in the brackets, let us say, of $4,000 or $5,000 or $6,000 on the and - 
average, and they do not pay significantly more taxes. So that isnot — (@!"! 
the reason they save more. They save more because they are worried foot - 
about the matter of their income fluctuation. — 
Mr. Carrot. It seems to me fluctuating income is typical of a man I ; | 
who is out doing things, building, creating, getting into new busines § °°. 2”. 
activities, whereas very often stable incomes are characteristic of a bon 
person with property who receives a fixed yield, or for example, a eae 
trust beneficiary. Take the cases that Mr. Hart has presented, the ae ' 
cattlemen. It is increasingly necessary to have high capital invest- oe 
ments in all kinds of agriculture. His people need their money in on 
a high-income year to provide machinery and equipment for their ae ; 
operations in order to produce more goods and services, and they area Mh 
heck of a lot harder hit by fluctuating income than a trust. beneficiary che . 
who receives a level amount from interest-bearing securities and blue- a 
chip stocks year by year. ca 
I would say, if I had to guess, that I think the man who received egen 
a fluctuating income had a great deal less ability to pay out of his onl 
good year than the man with the stable income would, in most cases. no 
The CuHatrMan. Mr. Hart? aon 

















Mr. Hart. I would certainly agree with Mr. Carroll on that. I do = 
not think you can treat the situation in a vacuum, as if the year were iin 
all by itself. The year follows 4 preceding years, during which one a 1 
man has earned $20,000 more than the other. If the former has been heli 
prudent, if he has handled his affairs in a sensible manner, he should . ‘.: 
be in a better position to pay the tax than the man who had the 4 ae 
lean years. . v 

I combine that argument with the fact that generally speaking the a 
person with fluctuating income is the independent businessman, the ws 
farmer or the professional man, the writer or the artist, who has hin 
need for capital, and who has to look forward to lean periods in the ths 
future as he has had lean periods in the past. He has need for what a 
he can save in his good year more than the man who could look for- thes 
ward to a steady $10,000 a year from there on out. os 

The Cuarrman. Mr. Cromartie ? on 
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Mr. Cromarrie. Following the thought here with regard to the 
businessman, the individual who has had a stable income, who has 
been able to build up some capital for his business needs, the state- 
ment was made that the man with fluctuating income has less in the 
way of debt obligations. Undoubtedly that is true. The bankers 
probably would not honor too great a debt obligation in that particu- 
lar instance, and in many cases he has to derive it from his own busi- 
ness activity. He does not have that capital to fall back on. 

Aside from the matter of the businessman, we take the entertainers, 
or we take the people who are in the sports world. I would say to this 
committee that in most instances, where these people suddenly come 
into great prominence and therefore command great sums for their 
appearances, the moment that they go beyond the stage where there 
is withholding from their wages to take care of their tax obligations 
you immedi: itely begin to hear of cases where they do not have 
enough in the way of funds to meet their tax obligations at yearend. 
And, even though we only hear of cases such as Joe Louis and Costello 
and those people, there are many others where their accountants and 
their attorneys are constantly staying right after them, dogging their 
footsteps, to make sure that there is enough put aside to meet the tax 
obligation at yearend. 

I do not know that that is any criterion for determining ability 
to pay, but it does determine whether the check sent in at the end 
of the year is going to be negotiable or not. 

Mr. Davipson. Mr. Chairman, I cannot say that it is any more un- 
fair to apply a high tax rate to a man once in 5 years than to another 
man in every year of five. Iam looking at it from the economic stand- 
point. I think we have much more reason to be concerned about the 
smothering of growth as a result of steady high tax ratepayer than we 
do as to the occasional high-income taxpayer 

Mr. Becker. In the field of the living arts, in which I have had 
some experience, the artists or musician who has steady employment 
has a great degree of security. The others are dependent upon the 
legendary “break”. And if the break comes, it is usually in a lump 
sum. Then it often develops that these artists, traditionally unbusi- 
nesslike, mismanage their new-found fortunes so badly that they can- 
not meet the increased tax assessment. In some of the more dramatic 
instances, and there are many, the inability to pay the stepped-up tax 
results in loss of not only the new profit, but also assets and property 
acquired during long periods of low earning apprenticeship. 

The CuatrmMan. Which is the fairer way ? You had about led me to 
believe that your answer as to which is the fairer way is to consider 
not just 1 year of a taxpayer’s life for purposes of ps i just 
what he owes in that 1 year, but to look at a number of ye 

With the exception of these provisions that we have talked about, 
we have tried, in the income tax laws, to look at the earnings of a tax- 
payer in each year and to take off those things that the law permits 
him to deduc t.in that year, and then have him pay a tax on the basis of 
that 1 year’s net earnings. 

Now, if we inject, in the interest of fairness, as most of you contend, 
the idea of averaging, the net effect of it is for the taxpayer to pay less, 
isit not? ‘That will be the net effect? He would pay less? 
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I wonder if we would be so concerned about the fairness and the 
equity of the situation if it were not for the very steep rates of taxa- 
tion which are applicable to individuals in the middle and upper in- 
come brackets. Without these steep rates would there be the great 
question of the necessity of averaging in the interest of fairness, that 
you gentlemen contend is the case under existing rates? 

I believe Mr. Davidson, Mr. Newman, and also you, in the presenta- 
tion of papers, identified yourselves with the thought and reached the 
conclusion that most of our ills could be eliminated taxwise if we could 
get our rate structure down. 

I wonder if the requirement or the necessity in the minds of some 
people for averaging could be eliminated if we did that. Would a 
case requiring equity in the interest of fairness in the opinion of you 
gentlemen be as great if we could have the rate structure that Mr. 
Davidson recommends, say, ending at 50 percent? 

Mr. Kracen. It seems obvious that if the inequity to a particular 
taxpayer is in the $1 item, it is nowwhere near as much a problem 
for him as if it is in the $100 item. And I think if your rate structure 
meant that of necessity the variation dollarwise would not be as great, 
of course, there would be less clamor. In fact, I suggested in the 
proposal which I adopted from others that we have a restriction 
administratively, so that some people who would be inequitably treated 
to a minor extent would not be given any benefit as far as averaging 
is concerned ; simply that there are some people that administratively 
you have to exclude, because of administrative expediency. 

As Professor Surrey and others have suggested to this committee, 
there are a lot of provisions in the statute which if eliminated would 
enable us to have a rate which would be fairer for all of us. There are 
people who are getting today, as you well know, very substantial tax 
benefits and amassing extraordinary fortunes because of the tax laws, 
while even the professors pay more effective tax rates than some of 
these millionaires and even billionaires. And if those things were 
changed, we would have much more overall equality, and I believe, 
of course, the press for taking these individual areas of inequality 
and trying to remedy them would be less, because the overall burden— 
because of the rates—would be so much less and thus it would be so 
much less a problem. 

The Cuarmman. If we could just do some of these things that some 
of us idealists would like to do, looking strictly at the ability of the 
person to pay and fixing a lower tax on that, and eliminating some of 
the things that we have in the law that narrow the base of the tax 
and prevent us from doing them, then the problem with respect to 
averaging would not be so great, and the need for it would not be so 
pronounced. 

Mr. Kracen. That is certainly my thinking. 

The Cuarrmany Now, is that the feeling of all of you? 

Mr. Steger ? 

Mr. Srecer. Yes, I agree. But it is not just a problem of the upper 
rates. It is that the largest single jump in the tax rates is a jump 
from zero to 20 percent. Two or three of us here have spoken about 
the carryover of these exemptions. 

The CHarrman. You lose me when you get to that, when you get 
to carrying over unused exemptions. 
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Mr. Srxerr. This, of course, can be expensive. In fact, 1 would 
guess that my estimate of about $2 million annually for this is quite 
low. But this, again, is a case where a taxpayer’s income fluctuates 
and he goes from zero to a 20 percent rate. 

The Cuaman. When we do anything other than look at a tax- 
payer's income within the taxable year, we add to the complications 
of the tax law. Iam afraid if you get us into this business of carrying 
over something unused from one year to a fifth year, you will add to 
the complications of an already complicated tax law. 

Mr. Srecer. That is true. That is more or less the thing that is 
being suggested here. If you talk about the averaging of positive 
income, some of the people here would suggest that you average zero 
income for the previous year with $100,000 income of this year. So it 
still needs carrying over several years, even if, as in the case I was 
speaking about, there were the carrying over of some exemptions. I 
am saying that more taxpayers would be involved if you allowed the 
carrying over from one of these exemptions, and the tax burden then 
would shift from the lower income classes back up to the upper. 

The Cuatrman. Well, would you allow carryover in business of un- 
used depreciation ¢ 

Mr. Srecer. Yes; if it is the same sort of thing, of course. 

The CuairmMan. Mr. Dickerson, were you seeking to say something ? 

Mr. Dickerson. Yes. It seemed to me that the point had been m: ade, 
and I think validly, that the people most concerned with the additional 
tax on fluctuating income are in the middle-income group and not the 
high-income group. The biggest differential is experienced by those 
in the middle-income group. “You have to get below that 50 percent. 
Now, if you eliminate your progressive feature down lower than 50 
percent, then possibl y—— 

The CuarmMan. I maybe misled you as to what Mr. Davidson’s 
program is. I should let him speak to the point, rather than to try 
to do it for him. But Mr. Davidson and I have the idea in mind that 
there is a way, perhaps, to have a starting rate of 10 or 15 percent and 
end at 50 or 65 percent. I say between ‘the two of us, now, that this 
would cover some of our thinking. 

Mr. Dickprson. But it is the “progressive feature of the structure 
that really is at issue here. 

The CuatrMan. It is a progressive structure, of course. But there 
would be changes under either his thinking or my thinking, up and 
down the scale. I am sure of that. It would not imply just doing it 
with respect to one area of taxpayers. 

Yes, Mr. Davidson ¢ 

Mr. Davinson. Professor Dickerson, Saturday night I sat down 
and started studying your table, which appears on page 625, and 
I gave thought to your column 1 here as to what would happen 
under a compressed tax rate scale. And my figures may have been 
wrong, but I recomputed it under the kind of a tax rate scale which 
I would think would be put into effect, which would then only have 
about 1 percentage point between the lower brackets. And in that 
case, you have an illustration here of 4 years at $54,000 and 1 year 
at $24,000. Well, the difference in tax, under this type of reformed 
tax rate structure, was not much more than your degree of tolerance 
that you would throw out, anyway, in terms of recomputation. So 





332 INCOME TAX REVISION 


[ think the answer does depend on rates. If the compression up to the 
middle brackets is really of a kind that I hope and believe should be 
done, the problem would eventually evaporate as far as the middle 
brackets are concerned. 

Mr. Harr. I would certainly agree that the less the progression 
and the lower the rates, the less the problem. But I doubt if the 
rates could be lowered to the point where there would be no problem, 
If you can lower the top rate from 90 percent to 50 percent, you have 
saved 40 percent, but you still have a 50 percent problem. And it is 
a problem, as Mr. Steger says, that is perhaps accentuated in the lowest 
brackets as much as anywhere. 

Take, for example, by Taxpayer 10, an actual taxpayer. The in- 
equity, as to him, arises not so much from big income years, as op- 
posed to moderate income years, but big income years as opposed to 
no income years. ‘The loss of the personal exemption and loss of the 
standard deduction and the loss of the depreciation deduction is part 
of the picture. But the solution need not be as complicated as it would 
seem. You need not have a separate section for carryover and carry- 
back or unused exemptions. All you have to do is what the Canadian 
law does—average the income after deducting personal exemptions 
and after deducting the standard exemption, taking into consideration 
losses as well as profits, average all the taxpayers on the same basis. 
It comes out quite simply. 

Mr. Cromartie. I think that if you bring the rates down, certainly it 
lessens the problem on a dollar basis. But the relative inequity per- 
centagewise remains. You have not eliminated that. 

I do not happen to recall at the present time what the tax rates were 
in 1920, but in 1920 a bill was introduced in the Senate which would 
have dealt with extraordinary net income by regularly apportioning 
it over the respective years involved. I am reasonably sure that the 
progression at that point had not reached that which we have today. 

The Cuatrman. I think you can be certain that it was not even then 
at the point Mr. Davidson and I were talking about, that is, where 
it should be today. 

Mr. Cromartir. I did know at one time, Mr. Chairman, because 
I have had to do some of these 107 computations in my lifetime. It is 
quite a bit of work. You acquire a lot of knowledge about what the 
old tax laws used to be, but you do not remember it very well. 

The CuatrmMan. There might have been a hundred sections in it at 
that. time. 

Mr. Srrcer. It seems to me you can measure this thing several dif- 
ferent ways. Some of the people here are measuring this inequity in 
terms of percentage of the tax that has been increased. There are 
other ways of looking at it. You can measure the penalty in terms of 
income and in terms of some of these other measurements, each of 
which has some merit. Then you can see that the difference is con- 
siderable; that it is not just the absolute number of dollars of tax. 

In fact, this does bring up another point. In a table that I put 
here, on page 614 of the compendium, it says that the inequity is 
largest. in the $5,000 to $15,000 bracket only if you measure it in 
terms of taxes. But if you measure it in terms of incomes, both 
before and after tax, then the inequity goes up as income goes up 
all the way to the $50,000 bracket and even above. So there are 
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various Ways of measuring this inequity. So it just depends on how 
you measure it. 

The CHaiRMAN. May I ask one further question? And then I will 
discontinue. I am sorry to take so much time. I apologize to the 
other members of the committee. 

I have always thought there is some virtue in tax revenues being 
somewhat flexible and responsive to changing economic conditions, 
such as they are when you base your tax on a concept of what is earned 
ina given year. If a taxpayer does not have any income in that year, 
he is not going to pay any tax. If he has appreciable income he pays 
an appreciable tax—a reflection of the different economic conditions 
that exist in the 2 years. 

Now, if we get into averaging, under any of the suggestions that 
have been made by the members of the panel, do we not make our in- 
come tax revenue less flexible or responsive, to changing economic 
conditions? And if we do that, is this desirable, or not ¢ 

Yes, Mr. Kragen ? 

Mr. Kracen. I think the question is: Whose economics are we 
looking at ¢ 

The CHatrMan. We have looked pretty often to the individual 
economics of the individual taxpayer or group. 

Mr. Kracen. The individual is not on the annual accounting basis. 
The individual does not measure what he is doing by the fact of 
January to December. He has a work life, and that work life is his 
economic basis. As we look at that, the tax laws put a pretty inflexible 
restriction on top of them. 

If we are oe at the economy of the Nation and the ability in 
a particular year, how much money an individual is getting in, the 
ability to pay in ths at year, of course, it is reflected. 

I do not think we should use that test. I think, for example, the 
Swedish test, which we have never adopted, is much better as far as 
reflecting the needs of our economy is concerned, by putting a basic tax 
rate and a basic tax structure in and then taking percentages of that 
as far as the rate for a particular year to meet the partic ular needs of 
the Government. But it seems to me that the flexibility that we are 
looking for is not flexibility as it now applies, in the case of the indi- 
vidual. What it does to him is prevent him from taking advantage of 
things that might have been built up by years of experience and years 
of work, but had never any economic return, until 1 year. And in 
that 1 year he gets all the economic return from the background of 
his experience. 

The lawyer, for example, who has developed a whole background of 
experience in the tax law, but does not get any big cases except in 1 
year, and then settles a big case with a large fee in 1 that year. All of 
his bae ‘kground of 7 years of school and periods of study of the « ‘ompli- 
cated provisions of the Internal Revenue Code is lost, unless he is very 
clever and works out for himself a self-help device. But if he lets 
the natural impact of the tax law on that revenue come, the annual 
accounting and the progressive rate combination take it away from 
him in large portion. And I do not think that is flexible. 

The Cuatrman. Mr. Kragen, I was speaking in terms of changing 
economic conditions, not of the taxpayer himself, nec essarily, | but 
changing econemic conditions. 
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Mr. Kracen. You mean changing economic conditions in the 
country ¢ 

The Cyamman. You are saying now, as a we of law, and a 
very distinguished professor of law, that the income tax law should 
not be flexible to take into consideration or to allow for changing 
economic conditions ? 

Mr. Kracen. No. No, 1am not saying that. 

The CHatrman. My question is this, then: If it is desirable for 
income tax law to be flexible, so as to allow for changing economic con- 
ditions, will an averaging system tend to diminish the flexibility of 
an annual system, or ‘not? And if it will, is this desirable, or not, 
from that point of view ? 

Mr. Kracen. I think it will, if used alone, diminish the additional 
revenue return coming in in certain periods where a whole group of 
people have a sudden bunched income—such a situation as comes from 
time to time in a special inflationary period, such as when the war 
started. I do not think that in general the income of the “bunched 
income” people will affect the flexibility of our revenue system. And 
what I originally said was that if we want our revenue system flexible 
we should not make it flexible at the expense of a particular group 
of taxpayers. The flexibility can be built in by various types of other 
systems which give us the flexibility of raising or decreasing revenue 
by a formula applying equally to all taxpayers; so that we should 
not take as inflexible tax ritual the idea that we can get a lot of tax 
revenue from Jones if he gets a major portion of his lifetime income 
in 1 year. 

We should spread the burden equitably over all of the taxpayer 
groups, by adjustment of the rate structure if revenue changes are 
necessary. We do that in property taxes and in other areas of taxa- 
tion. And I see no reason why, if we believe that there is inequality 
in the situation now under discussion, we should say, “We can’t take 
care of this inequality, because we want to have a flexible tax 
structure.” 

I think the flexible tax structure can be obtained in other ways. We 
need flexibility in the tax structure but we also need tax stability for 
the individual. 

The CuatrMan. Mr. Steger? 

Mr. Srecer. It is true that our present tax law is highly flexible in 
the way that you state, that is, that the percentage gained from tax 
revenues is a great deal greater as you go from bad years to good 
years in an income, and this is the kind of flexibility I think you are 
talking about. And this does depend upon the kind of averaging 
scheme. Some of the averaging schemes here, like the simple averag- 
ing scheme, would just affect this very little. It would not decrease 
the flexibility a great deal. Some of the schemes are kind of like a 
moving average, such as they have had in various States. They would 
be very damaging in this regard. 

The Cuarrman. Would most of you agree that Mr. Steger’s thought 
is right, that the question of flexibility should not be a determining 
factor here, because averaging would have very little, if any, effect on 
the present flexibility in the law? 

Mr. Cromartie. May I just.add one statement ? 
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A great deal of this is not attributable to changing economic condi- 
tions. It is attributable to artificial rules that we have. The cash 
basis taxpayer, even the accrual basis taxpayer will frequently have 
bunched income. 

The CuatrMan. I understand. It is due largely to that, and not to 
general conditions, that may vary. I understand. But Mr. Hart’s 
ranchers and my farmers sometimes are affected by economic condi- 
tions which results in the fluctation of their incomes. 

Yes, Mr. Dickerson ? 

Mr. Dickerson. It seems to me that the nature of the averaging 
scheme is important in this connection. In the case of block averag- 
ing, where the taxpayer could not m: ake application for averaging 
more often than every 5 years, the possibility of a concentration of 
tax adjustment claims in any 1 year would soon be eliminated. Many 
taxpayers would not be eligible to use the averaging provision in 
any given year due to the fact that it had been used in one of the 5 
prior years. The suggested averaging plan would therefore have little 
effect on the flexibility of revenues. 

Mr. Carrow. I think, sir, that there is at least one averaging method 
which will have a larger counter-cyclical effect. than the present tax 
when you go to the down side, when you come into a depression period. 
That is the type of averaging system which I suggested in my paper, 
which would produce refunds during periods of economic depression, 
which feed money into the economy. 

The CuarrmMan. Yes, I caught that in your plan. 

Yes, Mr. Davidson ? 

Mr. Davipson. Mr. Chairman, I agree with the conclusion you 
stated, but I do want to disassociate myself from the belief expressed 
over here that flexibility in the revenue is a good thing. I think that 
the flexibility that we get out of the present system essentially 1 ‘esults 
from what you might call the in-built impediments in the tax law to 
business activity. ‘Tf you got them out, you would get more stable 
economy but higher revenue, both in prosperity and recession, and I 
think the country would be better off under those circumstances. 

The Cuarrman. It would probably be fluctuating upward. 

Yes, Mr. Mason ? 

Mr. Mason. You have partly brought out the question that I had. 

Mr. Carroll, you attacked this problem before us from a very prac- 
tical standpoint, I thought. And I wanted to ask you this practical 
question. 

Would the greatest good to the greatest number of our taxpayers 
come about if we removed largely the thing that causes this need for 
fluctuating income arrangements ? Supposing that we reduced rates 
and reduced the progressivity of our tax system. Would not that do 
away with practically all of the need for this averaging business? 
And would it not give the greatest good to the greatest ‘number of our 
taxpayers ? 

Mr. Carroty. May I answer that question in two parts, sir? 

Mr. Mason. Yes, indeed. 

Mr. Carroiu. If the rates were reduced sufficiently so that there 
was not a large percentage spread in the case of businessmen, whose 
incomes tend to fluctuate from, let. us say, the lower middle to the 
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very high, it seems to me that the incentive to create special devices 
and self-help devices and tax gimmicks would substantially lessen. 

Now, I do not have the information that the economists and statis. 
ticians are able to collect, and I am not skilled in that field. I do not 
have any practical idea of how far the tax rates can be reduced. And 
any answer to a question of the size of the rate would be beyond my 
competence. 

Mr. Mason. Now, I have a second question, and this is of Mr. Hart. 

You talked a great deal about the averaging system in Canada. You 
did not tell us how long that has been in existence and how well it has 
worked out. 

How long has it been in existence / 

Mr. Harr. It has been at least 10 years. 

Mr. Mason. That ought to be a good period to determine whether 
it is administratively possible and can be handled in good shape. 

Mr. Harr. That is right. And my information, stemming from 
both official and unofficial sources, is that it works very easily. 

Mr. Mason. That isall, Mr. Chairman. 

The CuarrmMan. Any further questions? 

Mr. Byrnes. Mr. Chairman ? 

The Cuarrman. Mr. Byrnes. 

Mr. Byrnes. We have a distinguished panel here, and they are prac- 
tically all in agreement that we should get into some kind of a system 
of averaging, at least on the basis of fairness. I get the impression 
that we are sitting somewhat in the same analogous position as the 
Committee on Agriculture sits sometimes. Everybody thinks some- 
thing is wrong with the agricultural program and it should be changed, 
but we have different ideas as to how it should be changed and what 
the formula should be. And I wondered if we could get any general 
agreement here as to what would be the most appropriate averaging 
method. We had quite a number of them that have been proposed 
from time to time, and I just wondered whether among the panel here 
there was any kind of agreement among any number as to what for- 
mula that has been proposed would be the most advisable, the sim- 
plest, and one that they would really recommend as the most appro- 
priate if this committee decided to move in that direction. 

Mr. Srecer. There have been about 60 averaging proposals that 
have been stated before Congress. But I was very “surprised today 
that at least six out of the eight panelists have been in favor of some- 
thing called the simple averaging scheme. This is block averaging, 
which generally runs about 5 years. And 5 years is not a bad number. 
There is not a great deal more to gain by 7 years in this thing rather 
than 5 years. ‘So a block aver: ge at the end of the fifth year, where 
you contribute what your tax is then, is what in general seems to be 
desired. 

Mr. Becker. You referred to the fact that the 5-year period would 
move forward constantly the same way ¢ 

Mr. Srecer. No. That is the difference. Yours is a kind of mov- 
ing average. 

Mr. Carrot. I was impressed with the position taken in one of 
the earlier papers in the compendium, and I have been unable to put 
my finger on it right at the moment. But the author made a good 
point. He said that the best that we can expect from a tax system 
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that applies to 180 million people is a sort of rough justice. It seems 
tome that a great deal of our trouble is attempting to cut too fine in 
yarious areas where we see the need for some relief. Accordingly, | 
am impressed with the feeling that a rough cut is what is needed. 

From that I draw the conclusion that an averaging scheme ought 
to be as inclusive as possible. And it ought to be as long in time as 
ossible. If you have a 3- year block, there will alw: ays be some fellow 
who had terrible losses in 3 years, a tremendous amount of income 
the next 3 years, and terrible losses in the succeeding 3, and he will be 
before this committee crying because he is hurt. 

Now, it seems to me that we have available to us techniques of rec- 
ordkeeping and machinery and so on that can make an extension of 
the block a mechanical matter rather than a matter of requiring 
skilled people. I have not had the opportunity to devote to this study 
the time that I would like to, but I am impressed with the fact that 
the rougher the cut, the better. The longer the period, the more in- 
clusive “the types of income, the more inclusive the taxpayers that 
qualify under the system, the more satisfactory the averaging will be. 

Mr. Byrnes. But I get the impression that the general view seems 
to be that 5 years might be a cutoff, or the period we think to in gen- 
eral terms. 

Mr. Dickerson ? 

Mr. Dickerson. I have talked with the people in Internal Revenue 
Service and found that in general they were keeping tax returns for 
a period of 6 years. A 5-year period should be practical and it serves 
to substantially reduce the inequities resulting from fluctuations in 
income. 

Mr. Harr. From the point of view of the livestock ae ,a longer 
period would be advisable, because the price cycle i 1 livestock is a 
longer period. 

Mr. Byrnes. What is it normally in livestock ¢ 

Mr. Harr. Anywhere from 7 to 10, and even more years is usually 
the cycle of prices in the livestock industry. But their particular 
needs do not have to govern all taxpayers. 

I would like to make one correction. I said that the Canadian sys- 
tem had been in operation for at least 10 years. TI find, by looking at 
my tables here, examples of taxpayers who used it in 1951. TI do not 
find any examples before that. So it may be that 1951 is the first year 
that it was applicable. 

Mr. Kracen. I believe it was 1948, the first year. It has been 
changed. There have been substantial changes since that time. 

Mr. Byrnes. Is that a 5-year system ? 

Mr. Harr. That is a 5-year system. 

Mr. Kracen. I believe it was three originally. 

Mr. Harr. It is 5 years now. 

Mr. Cromartie. I do not think there is any particular magic in 

, 6, or 7 years—it is whatever period achieves substantial equity. I 
to believe that to the degree it can be kept simple without having to 
go back and reconstruct income and changes in tax rates and changes 
in deductions that are based on a percentage of income, et cetera, it 
would be extremely helpful. 

Mr. Davinson. I was impressed by the block system as described 
by Professor Dickerson. But I noted that he would not start it until 
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a man was 25 and would cut it off at 65. I am a little worried about 
somebody that might make some money. A lot of people today are 
working a long time. And I was wondering about some of the term- 
inal point problems in such a system. 

I make reference to the same table I mentioned before, which I found 
quite impressive. I see that a man today has this kind of pattern over 
5 years, $4,000 in one year, $5,000 in another, $8,000 in another, and 
$12,000 in another. And he still comes out with no benefit from ay er- 
aging with a tolerance point added. 

Again I would point out, you see, that with more moderate rates 
you would get a much w ider spread of income than this and not have 
any result. And it seems to me that the emphasis on averaging is to 
take care of really extreme and unusual circumstances. 

Mr. Carrotu. I would like to add a thought suggested by Mr. 
Cromartie, and that is that if an averaging scheme is to be workable, 
it would seem to me that your statute of limitations on any year must 
be about the same as that which we have today. With the present 
code you have 3 years, and after that you would not look any further 
at income or attempt to recompute deductions based on percentages. 
You would simply take whatever came off the return after it got frozen 
and run it into the averaging system, and that would be the end of it. 
You just could not go back. 

Mr. Byrnes. I assumed that no matter what years we took we would 
not advocate a change in the statute of limitations. 

Mr. Carrouu. I think the difficulty Mr. Cromartie suggests is not 
a very great one, 

Mr. Warts. Assuming that an averaging program was put into 
effect, how many on the panel would approve a carryover of unused 
personal exemptions ? 

(Show of two hands. ) 

Mr. Warts. I assume the rest would not. That would be two to six. 

The Cuarrman. Any further questions? If not, let me thank you 
again, gentlemen, for your very fine papers in the compendium, “for 
your apparance today, and your answers to our quesions. We appre- 
ciate so much your taking your time to help us with this subject. 

Without objection, the committee will adjourn until 10 o’clock to- 
morrow morning. 

(Whereupon, at 4 p.m., the hearing was adjourned, to reconvene 
at 10 a.m., Tuesday, November 24, 1959.) 
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SPECIFIC ELEMENTS IN THE COMPUTATION OF TAXA- 
BLE INCOME—THE EXEMPTION OF INTEREST ON 
STATE AND LOCAL BONDS 


TUESDAY, NOVEMBER 24, 1959 


House oF REPRESENTATIVES, 
ComMITreE ON Ways AND MEANS, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the commit- 
tee hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The Cuatrman. The committee will please be in order. 

We continue this morning with the general topic of specific ele- 
ments in the computation of taxable income, while looking specifically 
at the subject of the exemption of interest on State and local bonds. 

Our panelists this morning are Mr. Vance N. Kirby, professor of 
law, Northwestern University; James A. Maxwell, professor of eco- 
nomics, Clark University; Harvey Brazer, professor of economics, 
University of Michigan; Solomon Barkin, Textile Workers Union of 
America; Cushman McGee, financial analyst, New York; Harry L. 
Severson, financial analyst, New York; Northcutt Ely, attorney, 
Washington, D.C. 

We appreciate the contributions you have made to our thinking and 
the articles that you have written that are included in the so-called 
compendium of our study. 

We appreciate the fact that you could be with us this morning and 
summarize in 5 or 6 minutes the position and points that you have 
made within your paper that is in the compendium. 

We will change just one bit. We will call on Mr. Barkin before 
we callon Mr. Brazer, since they are seated in that order. 

We will start with Mr. Kirby. Mr. Kirby, we are pleased that you 
are here this morning and you are recognized to summarize your 
statement before the committee. 


STATEMENT OF VANCE N. KIRBY, PROFESSOR OF LAW, NORTH- 
WESTERN UNIVERSITY 


Mr. Kirsy. Mr. Chairman and members of the committees, I am 
delighted to be here again. It seems like a long time since I have had 
the pleasure of appearing before your committee. 

The exemption for State and local bond interest, as you know, is 
ancient history. It precedes our present income tax; its origin goes 
beyond the 16th amendment. From mere age alone, I suppose we 
have al] become rather inured to the exemption. As the song goes, 
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we have become “accustomed to her face.” We are no longer shocked 
by the continued existence of the exemption, yet I submit that we 
should be. 

Now, applying the five criteria suggested by the committee for the 
evaluation of the several specific features of the income tax which 
your committee has under. study, I find that this exemption utterly 
fails to justify its continued existence. 

With respect to the first criterion, equity and fairness, the exemp- 
tion is an obvious deviation. It is elementary that an income tax to 
be fair must apply to all income. The tax should not fall on the 
shoulders of some taxpayers with certain income and skip the income 
of other taxpayers. To select a particular type of income for special 
exemption is unfair, between those who have such income and those 
who have not. 

Moreover, what makes the inequity of the exemption even more 
glaring is that it is not freely available to all. It is not available to 
the wage earner, to the self-employed, to the professional man. It 
is available only to the person with investment capital. 

In other words, it is a privilege which can be purchased at a price 
only by those who have available funds. 

With respect to the second criterion, progression in the distribu- 
tion of the tax burden, I find that the tax exemption fares even more 
poorly here. The basis for tax rate progression rests upon the prin- 
ciple of ability to pay. The exemption for bond interest completely 
defies this graduation by allowing taxpayers in the higher brackets to 
pay no tax at all on their bond interest. Since they would otherwise 
pay in taxes a substantial portion of their bond interest if the bonds 
were not exempt, the exemption has an exaggerated importance to 
them, depending on their location in the scale of graduated surtax 
rates. 

As to the third criterion allowing free play in the market, the tax 
exemption does tend to have a distorting effect by giving an artificial 
incentive to persons who have investment funds, to withdraw such 
funds from venture enterprises and put them in the risk-free projects 
carried on by the States and municipalities. 

It also takes capital from the equity type of investment and places 
it in debt securities. 

Very much the same conclusion is reached as to the fourth criterion, 
the providing for a suitable climate for economic growth. 

Now, your last and fifth test relates to taxpayer compliance and 
administration. Of course, that test has no specific application here 
except as to the recommended correction. 

However, very importantly, the exemption, as I have mentioned in 
my paper, does tend to have an adverse effect upon taxpayer morale. 

The unfairness of this exemption for the high bracket taxpayer 
breeds a disrespect. for the tax law and may result in other taxpayers 
attempting to equalize their burden, let us say, by self-help through 
the listing of fictitious exemptions, exaggerated deductions and omis- 
sion of income. 

Although all of these adverse effects of the exemption have been 
appreciated for years and administration after administration has 
tried to eliminate this exemption for those same reasons, the exemp- 
tion is still with us; and I submit that it has become worse every year, 
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it has become more widespread and it is more costly to the Federal 
(jovernment. 

Accordingly, I would suggest to your committee that you give 
rious consideration to the elimination of the exemption prospec- 
tively with respect to any new issues and also with respect to the 
outstanding issues 

I notice that IT have consumed my time. Perhaps we can come back 
later to the specific recommendations that I have included in my 
paper. I would conclude my statement by urging that the commit- 
tee act affirmatively to strike out this serious inequity. 

Mr. Cuatrman. Mr. Kirby, we thank you sir. 

Mr. Maxwell, we are pleased to have you here today, and you are 
recognized. 


STATEMENT OF JAMES A. MAXWELL, PROFESSOR OF ECONOMICS, 
CLARK UNIVERSITY 


Mr. Maxwetxi. Thank you, Mr. Chairman and members of the com- 
mittee. 

At the outset of my paper I trace briefly the origin of the exemp- 
tion and Treasury efforts to abolish it. The efforts did not persuade 
the Congress to act and efforts to abolish exemptions through the 
courts also failed. 

Postwar, the Treasury has shown an active interest in local public 
housing authority bonds and industrial development bonds and it 
seems that Congress was more inclined to abolish their exempt status 
than that of general revenue bonds, but again, the effort failed. 

So at the present, as in the past, the exemption rests upon an ex- 
plicit statutory exclusion from taxable income of interest on State 
and local securities and at present the legal position seems to be that 
so long as Congress is content with the exemption there is no con- 
stitutional issue upon which the courts can pass. 

I examine next the yield differentials between taxable and exempt 
bonds, and the fact that progression in the Federal tax on individual 
income makes the exemption worth more to buyers with large in- 
comes than with small. 

When the supply of exemptions is relatively small, high-income 
buyers will tend to absorb this supply and issuing governments will 
sell their bonds at a low yield which pretty well reflects the advantage 
which buyers secure through lower income tax payments. 

When the supply of exempts grows relative to the volume of sav- 
ings seeking this kind of investment, then buyers in the lower brackets 
have to be ‘brought in. This means that the advantage going to the 
issuing governments diminishes while that to the high-income buyers 
STOWS, 

The evidence is clear, I think, postwar, that this latter situation 
has come to prevail and as a result the relative differential of exemp- 
tions has dipped precipitously. 

Exempts must now to a considerable extent be sold to persons 
with a low marginal rate of Federal income tax. 

Mr. Roland Robinson, in a m: inuscript now in press, has estimated 
that recently, 1955, the income tax revenue forgone by the Federal 
Government because of éxempts has been probably two and very likely 
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three times as much as the reduction on borrowing costs secured by 
State and local governments. 

He reckons that for low grade State and local securities, the say- 
ings on borrowing is least and the Federal revenue loss is greatest. 

Using Mr. Robinson’s figures I have made a rough reckoning that 
for 1955 the Federal revenue loss was $568 million to $674 million and 
the State-local interest reduction was about $208 million. 

This sort of evidence would seem to indicate that the Federal Gov- 
ernment in order to secure the right to tax State and local securities 
might well offer some compensation to State and local government. 

Such a conclusion is strengthened when it is recalled that removal 
of the exemption, besides bringing more revenue into the Federal 
Treasury, would improve the equity of the Federal income tax, remove 
some distortions in the capital market, and eliminate an advantage 
which is not allocated sensibly among recipient governments. 

The only compensation the Treasury has ever offered State and 
local governments in the past has been the right to tax Federal 
securities and this has been repelled. 

It may be that the Treasury has been stalled in a more ambitious 
approach because (a) State and local governments have always been 
adamant against modification of status quo, and (4) the Treasury 
has not known with whom to negotiate. 

Perhaps the latter obstacle was remedied by Congress in its last 
session through passage of legislation providing for an advisory com- 
mission on intergovernmental relations, 

The former obstacle might be altered, I think, by the right kind of 
offer from the Federal Government. 

I outline in my paper a few of the schemes which might be used in 
any serious effort to work out something advantageous to all levels of 
government and to the Nation. 

Possibly a successful plan has to be almost an overall revision of 
Federal, State, and local] financial relations. 

I recently chanced to read an article in Fortune magazine for July 
1959 by T. Norman Hurd, a man who knows a great deal about State 
and local finance and who is currently budget director of the State of 
New York. 

Mr. Hurd in this article seems to indicate that he, as a State official, 
would welcome elimination of the exemption if at the same time cer- 
tain privileges which the Federal Government secures, particularly 
with respect to its property, were eliminated also. 

Mr. Hurd is not specific, but if his attitude is typical of other State 
and local officials perhaps the status quo can be altered. 

Mr. Severson and Mr. McGee present evidence that the market for 
exempts in recent years has weakened and with this I fully agree. 

They argue also that State and local governments have a big job 
ahead and will have to borrow extensively, and again I agree. But 
I doubt their conclusion that continuance of exemption is the way to 
proceed. 

My own conclusion is that it has become an ineffective means of 
bolstering State and local credit and that some better arrangement 
should be attempted. 

The Cuarrman. Thank you, Mr. Maxwell. 
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Our next panelist is Mr. Barkin. 
Mr. Barkin, we are pleased to have you with us today and you are 
recognized. 


STATEMENT OF SOLOMON BARKIN, TEXTILE WORKERS UNION OF 
AMERICA 


Mr. Barkin. Thank you, sir. 

As panelists I believe most of us, if not all of us, are basically in 
sympathy and approve the functions of local government and the 
purpose for which most of the bonds are issued. 

Our problem is not as to most of the functions. However, in the 
specific case with which I am concerned, namely, the industrial devel- 
opment bond, we raise questions about, and many agree, that the 
propriety of such bonds should be reexamined. 

These local industrial development bonds can give rise to two spe- 
cial loopholes under our Federal income tax system. 

First it permits the private business to deduct all rental payments 
made to State or local government units for the use of property 
acquired by the Government unit by the issuance of bonds. Second, 
itexempts the interest paid to the bondholders. 

These exceptions are of course part of the broader pattern of ex- 
emptions on interest to the holders of all types of local government 
bonds to which the other participants in this panel address themselves. 

Interestingly enough the opponents of the removal of the tax exemp- 
tion on the interest payments on such industrial and local bonds tend 
to disapprove of industrial development bonds, but refuse to recom- 
mend their disallowance lest such action set a precedent with respect 
to the exemption of the tax payments on the interest on other bonds. 

Our statement makes it clear that we are opposed to the continuance 
of the present tax exemption for the rental payments and the interest 
received from industrial development bonds. We believe that these 
bonds have two major undesirable results. 

First, they promote unfair competition among the participants of 
American industry, since it allows for the capricious extension of the 
privilege by local governments to competitors on grounds of local 
benefit. The consequences of this decision affect other areas of the 
country. Many of the new plants are enticed away from other parts 
of the country and affect the taxload of other peoples to whom the 
additional burdens are transferred without specific review by our 
Federal Legislature or administrators. 

Second, these bonds, unfortunately, as is abundantly illustrated by 
the data of three of the papers, aggravate the distortion in the inci- 
dence of our Federal tax system, permitting the wealthier sectors of 
the community to enjoy tax privileges unavailable to other groups 
within the population, thereby inhibiting the full realization of the 
principle of equitable taxation. 

sesides being discriminatory in character, economic development 
based upon these principles tends to be unsound. There is consider- 
able evidence of the high plant turnover rate among plants erected 
on the bases of these special tax deals, and our paper illustrates that 
high turnover. 

The present witness has long concerned himself with the problem 
of economic redevelopment of distressed areas and the development 
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of underdeveloped areas within this country. His experience and 
that of others who have devoted time and study to this problem is 
that such tax inducements, referred to as securing a “payroll on a 
platter”, are no substitute for a genuine system of economic planning 
and development. 

Many of us have advocated a constructive system of Federal tech- 
nical and financial assistance to these distressed and underdeveloped 
areas to assure constructive and planned economic reconstruction. 

We believe that such a deliberate program as is contemplated by 
the area redeve lopment bill passed by the Senate and endorsed by the 
House Banking Committee would constitute an appropriate procedure 
for encouraging local economic development. 

It will assure equitable competition, constructive and long endur- 
ing economic growth and eliminate haphazard and futile efforts which 
end up in frustration and defeat. 

Local governmental bonds designed for a propriety purpose such as 
industrial development should not enjoy the twofold tax exemption. 
These privileges should be repealed and in their place the Federal 
Government should adopt a system of economic assistance provided 
by the area redevelopment bill. 

This principle of seeking to accomplish through direct legislation 
what is only ineffectively and in: ulequately ace omplished through our 
present system of tax exemption should also be widely adopted for 
other local purposes. 

The consequence of this action would be to assure local govern- 
ments of the full benefits of the exemption. It is estimated in the 
papers contained in this compendium and in Mr. Robinson’s docu- 
ment that at the present time local governments enjoy only about two- 
thirds of the Federal tax forgiveness which results from these tax 
exemptions and the primary beneficiaries are the high income groups 
which are relieved of their fair taxload. 

The special case of the industrial development bond illustrates the 
soundness of the principle of repealing these tax exemptions for in- 
terest on State and local bonds. We should substitute a Federal sys- 
tem of direct aids where they are believed necessary. 

This would be a more deliberate and efficient method of helping 
local governments as well as assuring the realization of the original 
purposes of our progressive Federal income tax system. 

The Cuaimman. Mr. Barkin, we thank you, sir. 

We are pleased to have with us this morning Mr. Brazer and you 
are recognized, sir. 


STATEMENT OF HARVEY BRAZER, PROFESSOR OF ECONOMICS, 
UNIVERSITY OF MICHIGAN 


Mr. Brazer. Mr. Chairman and members of the committee, I am 
very pleased to be able to enjoy the privilege of appearing before 
you and, I might add, before and with other members of the panel this 
morning. 

No one is more cognizant, I think, of the financial problems facing 
State and local governments, particularly those in Michigan, than 
Tam. Thus while I advocate the repeal of the exemption of interest 
on State and local bonds, I am, as I have said, most mindful of the 
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fiscal difficulties currently facing the States and their local sub- 
divisions. 

I do not oppose Federal subsidization of State-local capital out- 
lays. In fact, I strongly favor Federal aid designed to ease the in- 
creasing burden of providing schools, hospitals, prisons, water and 
sewage treatment facilities, urban renewal, buildings and equipment 
for higher education, streets and highways, and so forth. 

It is my belief, however, that exemption of municipal bond interest 
is an extremely inequitable and generally inefficient means of subsi- 
dizing State-local capital expe nditures. 

Inequities arise under the income tax because the value of the ex- 
emption privilege is not equal for all taxpayers. Instead, of course, 
it rises with the level of income enjoyed. 

I would add here that the evidence provided in the Internal Reve- 
nue Service data on estate tax returns provides us with little guidance 
or little in the way of a basis for knowledge as to how these exempt 
bonds are distributed among income groups or according to classes 
of estate size. I feel that this is the case if only because it seems to 
me that if I were sufficiently tax conscious, sufficiently astute, to take 
advantage of the exemption privilege under the income tax, I should 
make every effort to avoid being c aught dead with these bonds, which 
would then be subject to estate tax in my estate. 

Furthermore, it is not equally available to all taxpayers because 
the wealth of some is necessarily held in the form of active invest- 
ment in business or industry, whereas others are free to place their 
funds in purely financial investments. Thus the law favors the pure 

“rentier” as against the active man: iver-owner of business ente rpr ise. 

Desirable as it may be to facilitate the acquisition of social capital, 
the exemption of municip!] bond interest helps only those projects 
financed out of borrowed funds, while aiding not at all capital out- 
lays financed on a pay-as-you-go basis. 

In this connection I should like to point out that the annual volume 
of new issues of State and local bonds currently runs to only ap- 
proximately 60 percent of State-local capital outlay, suggesting that 
at least. 40 percent of such capital outlays are financed out of current 
taxes. It is these outlays which gain no direct advantage whatever 

We find too that per capita State-local debt tends to be correl: ated 
with the level of income enjoyed in the various States. Thus, for ex- 
ample, per capita debt in 1957 ranged from $78 in South Dakota 
to $569 in New York. By and large it is the States in which the need 
for aid may be said to be greatest, therefore, which gain least from 
the exempt status of State-local bonds. 

It is impossible to determine with any great degree of accuracy 
precisely how much the exemption is worth to borowing State and 
local governments. Such evidence as we do have suggests a figure 
in the neighborhood of $400 million—I regard this as a very liberal 
estimate—consider: ably less than 1 percent of total State-local annual 
expenditures. 

What is clear, however, is that the cost of the exemption to the 
Federal Treasury is well in excess of the gain to the borrowing units. 
This follows from the fact that the gain to the bondholder is equal 
to the reduction in interest cost only in the case of marginal 
purchasers. 
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All those subject to rates of tax in excess of about 25 percent gain 
more (and thus the Treasury loses) than the interest saving to the 
borrowing unit. Hence the Treasury could well afford to subsidize 
local borrowing or, preferably, capital outlays, in an amount well in 
excess of the value of the exemption privilege to State-local bor- 
rowers. 

There are those who insist that removal of the exemption of interest 
paid on municipals would have catastrophic effects on the markets for 
these bonds. I should merely want to remind these observers that 
State and local governments succeeded in borrowing heavily in the 
1920’s, when the top bracket Federal income tax rate was 25 percent, 
so that the exemption could not have had much value to investors, 
as well as in the period prior to 1913, when there was no Federal 
income tax at all. Moreover, State or provincial and local govern- 
ments in Canada, Australia, and other Federal States have certainly 
managed to borrow without benefit of the exemption of their interest 
payments under national income taxes. 

I would call your attention, for example, to this morning’s New 
York Times, page 59, the report on bid and ask prices on New York 
State bonds and Canadian bonds issued by several of the Provinces, 
interest and principal on which is payable in American funds. We 
find, for example that 414 percent of the Province of British oe 
bia, due in 1969, sell now at a price and yield just slightly under 5 
percent, which would suggest a yield of about 114 to 114 6 saecitl 
higher than the yields on comparable maturities outstanding for New 
York State. This is obviously a very small sample but nevertheless 
I think is provides a useful illustration. 

Certainly repeal of the exemption of municipal bond interest may 
be expected to bring higher interest costs. But it is easy to exaggerate 
the magnitude of the expected increase. One must consider the fact 
that with higher interest rates municipals would be far more appeal- 
ing than they are now to tax-exempt pension funds, various tax-exempt 
institutions, life insurance companies, mutual funds, governmental 
agencies, and lower income individuals. 

We might also expect that if the objectives of this committee in 
other areas of the income tax are achieved, if many of the existing 
so-called loopholes are blocked, then of course the alternatives avail- 
able to investors, alternatives to investment in State and local govern- 
ment bonds, begin to become much less attractive, thus in my 
estimation again suggesting possible improvement of this particular 
market. 

If the exemption of municipal bond interest. were replaced with a 
rational program of Federal aid for State-local capital outlays, the 
higher interest costs borne by borrowing units could in the aggregate 
be more than offset. Net g gainst would be realized in terms of a more 
equitable income tax, a net increase in revenue to the Treasury, and 
a far more acceptable distribution of what is, in any event, a form, 
albeit a poor one now, of Federal subsidy to State and _ local 
governments. 

The Cuarrman. Thank you, Mr. Brazer. We are pleased to have 
you with us again. 

We are glad to have you with us this morning, Mr. McGee, and 
you are recognized. 
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STATEMENT OF CUSHMAN McGEE, FINANCIAL ANALYST, NEW 
YORK, N.Y. 


Mr. McGer. Mr. Chairman, this subject is of tremendous impor- 
tance. Its importance transcends that of any other recent hearing 
before your committee, because of the constitutional question involved. 

Under the Constitution of the United States, as interpreted by the 
Federal courts, the States have an inherent right to immunity from 
taxation by the Federal Government of their bonds or the interest 
thereon. The 16th amendment did not alter the doctrine of immunity. 
This is demonstrated by the history of the adoption of the amend- 
ment. My formal statement, pres in volume I of the present 
hearings, reviews that history (pp. 737-740). 

Furthermore, the C ongress has consistently honored the doctrine 
of immunity, by committee action or floor votes on a number of occa- 
sions, Inc ‘luding this year (p. 741). 

Turning to the financial implications of the suggested Federal taxa- 
tion, let me emphasize the vast scope of State and local needs. Such 
needs during the last 10 years have required the issuance of more than 
350 billion of State and munic ipal bonds. 

The schools, water supply systems, roads, hospitals, sewers, and 
other public improvements for which these bonds were issued, were 
necessary to attempt to keep pace with the dramatic increase in our 
population. 

Because of our continuing growth and our future needs, State 
and local officials must marshal the resources of their governments 
and their taxing and borrowing powers, marshal them and conserve 
them. These borrowing powers should not be handicapped or 
diminished by the Federal Government. 

My statement includes data regarding the amount of State and 
munic ipal bonds issued in recent years, and it discusses the com- 
petitive situation in which States and municipalities find themselves 
when they seek funds for capital outlays (pp. 742-744). 

In considering these competitive forces which operate in the securi- 
ties markets, it is essential to know the things which add to the 
marketability of each kind of security. Marketability should be dis- 
tinguished from intrinsic security. Marketability may appear to be 
a nebulous intangible to those who have not had experience with the 
securities markets, but lack of this knowledge leads to conclusions 
which are erroneous, or at best impractical and unjustified. 

My statement includes references to important elements of market- 
ability respecting U.S. bonds and corporate bonds and stocks, which 
compete against State and municipal bonds for the attention of 
investors (pp. 745-747). Hereafter, when I mean State and munic- 
ipal bonds, I am going to say merely municipal bonds. 

The statement thereafter discusses the market for municipal bonds, 
describing in general the investment policies of individuals, State 
and local pension funds, mutual savings banks, life insurance com- 
panies, fire and casualty companies, and commercial banks. 

The statement mentions the Federal saving and loan associations 
are barred by law from buying municipal bonds, and that corporate 
pension funds, (which have become an important market force in 
recent years) do not buy municipals, contrary to statements which 
appear in the record by some of the other panelists. 
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This material in my formal statement regarding the market for 
municipal bonds is of value concerning the ability of states and munic- 
ipalities to obtain financing (pp. 748-753). 

This material also is the basis for appraising the mathematical 
approach to this subject commonly used by the critics of tax im- 
munity. They have ofteri compared the average yields, or interest 
rates, on corporate bonds against those on municipals. Ordinarily, 
their comparisons have been based on indexes of aver age yields of 
outstanding corporate bonds, on the one hand, and theoretical yield 
indexes of municipal bonds, on the other hand. 

Now the yields on outstanding issues of corporate bonds do not 
accurately reflect the yields on new issues of corporates, which invari- 
ably are higher. Thus there is a bias in most of those comparisons 
which should be eliminated. 

In contrast, in my statement I have used Moody’s index of new cor- 
porate issues, and, in comparison, the median yields of all municipal 
bonds actually issued, as reported by the Investment Bankers As- 
sociation. These comparisons are given for four quality grades of 
security. They show that the value of tax immunity is of greater 
benefit to States and municipalities than has been alleged by the critics 
who use the less accurate data (pp. 754 and 770-772). 

Moreover, I feel strongly that a statistical comparison between in- 
terest rates on corporate and municipal bonds simply cannot measure 
the harm that would come from Federal taxation of municipals. 

A most important reason why such a comparison cannot tell the 
full story of the harm is that most new issues of municipal bonds are 
unrated. That is, they are not given a quality rating by a major 
investment advisory service. Those who know the municipal bond 
market, know very well that lack of a rating injures the marketability 
of bonds. 

This apparently has not been realized by the critics of immunity, 
but it is an overriding fact that must be taken into consideration. The 
effect of a lack of a rating was well stated by David M. Ellinwood, 
vice president of Moody’s Investors Service, whom I have quoted in 
my formal statement (pp. 755-756). 

I have separately presented specific data for unrated bond issues 
for 1957 and 1958. These are for both classes of municipals: general 
obligation bonds and revenue bonds. The number of unrated issues 
are startlingly large. They largely represent the bond issues of the 
smaller communities of the country. 

If tax immunity were lost, the public issuers of unrated bonds 
would be in a dire plight. Considering the present level of interest 

rates, many of them would be able to sell their bonds only at. ex- 
traordinarily high interest rates. Furthermore, I strongly believe 
that many of them would be unable to sell their bonds at all (pp. 
757-758). 

While we are on the subject of extraordinarily high interest rates, 
I would like later to introduce in the record interest rates that are 
now being paid by Canadian munic ipalities having a high credit 
standing, in answer to Professor Brazer’s assertion. 

As set forth in my statement, both rated and unrated revenue bonds, 
along with unrated general obligation bonds, would be most adversely 
affected by Federal taxation. If interest on revenue bonds had been 
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taxed by the Federal Government during the past, many highly use- 
ful public facilities would have been financable only at much highet 
interest rates, with resulting higher costs to their users, and many 
other necessary facilities would not have been financiable at all. 

Municipal revenue bonds have provided facilities which the public 
today greatly values, and which are also valued by agencies of the 
Federal Government, such facilities as highways, water supply and 
distribution systems, and sanitary sewer systems, to mention only a 
few (pp. (58-759). 

Your attention also is called to the fact that revenue bonds for 
educational purposes have been issued in considerable amounts in a 
number of States. In my statement, I named eight such States, and 
I should like to add two others, Kentucky and Maine (p. 759). 

Public school corporations and colleges have frequently used this 
method of borrowing. In some States, it is the only method which 
is effectual for financing sizable modern educ ‘ational facilities, in 
cluding classrooms. In view of the public demand for additional 
such facilities, 1 feel sure that no responsible legislator would wish 
to strike at the only practical means by which these needs can be 
locally met in certain States. 

Contrary to the observations of some of the other participants in 
this panel, if municipal bonds became taxable, they would not sell 
more readily than corporates. I say they would sell less readily, many 
at higher interest rates than corporates, for valid reasons. 

Many investors have a natural preference for corporate securities, 
because they think they can analyze them better. They read about 
the earnings and aint prospects of corporations in their daily 
newspapers. ‘The financial soundness of local governments gets no 
such free advertising. In my discussion relating to corporate bonds 
and stocks, I show why the ‘y are easier to sell (pp. 749-753). 

This isn’t hokum. I have spent much of my tadecsiton life selling 
municipal bonds to all kinds of investors, or in helping others to sell 
them. As vigorously as anyone, I assert the strong intrinsic merits of 
municipal bonds. Despite their merits, they are not bought as heav ily 
as they should be by either institutions or individuals. This is regret- 
table, but depriving States and municipalities of their rightful 
immunity won’t widen the market. Such immunity is a necessary 
vehicle for carrying the story of the merits of their bonds to investors. 

Comments appear in my statement regarding three fallacious argu- 
ments against the immunity doctrine which have been presented in 
past literature. These fallacious arguments reappear in some form 
in some of the statements presented to you today. 

One of the fallacious arguments is that State and local borrowing 
has been for unnec essary purposes, This argument is refuted by the 
purposes for which municipal bonds have been issued. Except for 
a reasonable amount of State borrowing for veterans’ bonuses, sub- 
stantially all outstanding municipal bonds were issued for physical 
facilities (pp. 760, 61). 

The second fallacious argument has again been raised by one of 
the panelists, although it is in effect repudi: ated by two others whose 
views otherwise differ from mine. This is that the purchase of munic- 
ipal bonds causes funds to be diverted from private investment. This 
is sheer nonsense. The need for adequate public facilities is outlined 
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in my statement, and I am glad to have the assent of other panelists 
on this score (p. 763). 

The third. fallacious argument, which runs through all of the 
papers of the critics, is th: at immunity materially tends to vitiate the 
effect of progressive taxation. Much has been inaccurately said about 
individuals holding municipal bonds as a means of tax evasion. Of 
course it is not evasion. 

Individuals who buy them are paying for tax exemption. They are 
paying more than the critics admit. In the face of av ailable estate 

tax data, no one should imply that wealthy individuals in nefarious 
numbers have resorted to the purchase of municipal bonds. The 
most recent estate tax data (that of 1955) provide reasonable evidence 
to the contrary. Earlier data are consistent with this (pp. 764-766). 

Permit me to refer now to industrial-aid bonds, which several 
panelists have mentioned, especially Mr. Solomon Barkin. I share 
Mr. Barkin’s dislike for industrial-aid bonds, but striking down in- 
munity in order to get at a situation of such minor proportions is not 
the remedy. The industrial-aid bonds issued in 1957 and 1958 
averaged only two-tenths of 1 percent of all of the municipal bonds 
issued in those years. 

To assail tax immunity because of such a small volume warrants the 
use of this figure of speech; that is, to destroy immunity would be 
like entitling a man to blow up a legislative hall containing 500 con- 
scientious legisl: ators, merely because the assailant dislikes the actions 
of a single 1 of the 500. "The ratio of 1 to 500 is identical to the 
ratio of the amount of municipal industrial-aid financing during the 
years I mentioned. 

The situation in respect to tax immunity of public housing bonds 
is interesting and I invite your consideration of my statement (pp. 
766-768). 

The effect of any breach of the immunity of the States and munici- 
palities as to interest on their bonds is grave and consequential. 

In brief, destruction of the doctrine.of immunity would: 

First. Impair very seriously the borrowing power and economic 
and financial condition of the States and their munic ipalities; 

Second. Create heavy demands for Federal aid to States and 
municipalities; and 

Third. Destroy the independence of the States—an independence 
which is fundamental to our form of government. 

In this connection, it is well to recall the words of that great 


educator and statesman. Woodrow Wilson, later President of the 
United States: 


* * * the States of course possess every power that government has ever 
anywhere exercised except only those powers which their own constitutions or 
the Constitution of the United States explicitly or by plain inference withheld. 
They are the ordinary governments of the country; the Federal Government is 
its instrument only for particular purposes. (Constitutional Government in 
the United States, by Woodrow Wilson, 1908.) 


It has been pleasant to find that Mr. Harry Severson and Mr. 
Northcutt Ely agree in general with my conclusions. Mr. Severson 
will discuss the ‘disruption of the bond market which would result 
from the proposed Federal taxation and the adverse effect on the 
economy of States and municipalities. Mr. Ely will discuss the ur- 
constitutionality of the proposed taxation. 
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Thank you, Mr. Chairman, for your attention. 

The Cuarrman. Mr. McGee, we thank you, sir. 

Our next panelist is Mr. Severson. 

We are pleased to have you with us. You are recognized, sir. 


STATEMENT OF HARRY L. SEVERSON, FINANCIAL ANALYST, NEW 
YORK, N.Y. 


Mr. Severson. Thank you, Mr. Chairman and members of the 
committee. 

The elimination of tax exemption on State and local bonds could 
be accomplished only at the cost of a serious financial crisis to the 
issuers. 

Since the close of World War II, a transformation has taken place 
in the tax exempt sector of the capital market. This sector, which 
was quite properly regarded as minor in the prewar years, is now of 
major significance. The flow of new offerings has increased greatly, 
while the volume of outstanding bonds has expanded about fourfold. 

Even more important is the large volume of potential new offer- 
ings overhanging the market, since all of the evidence indicates that 
the annual volume of new issues can be expected to continue to rise 
for at least another decade. 

This is due to the fact that the population is growing rapidly and 
a larger proportion is living in areas where urban services are pro- 
vided, thereby placing heavier burdens upon the capital facilities of 
State and local governments. 

Moreover, the demand for the many other services provided by 
these governments is also rising, with the result that they are facing 
higher budgets for operating expenses at the very time that addi- 
tional money must be raised for debt service. 

The elimins ition of tax exemption, or even the serious threat of 
doing so, would, in my judgment, result in financial chaos. 

I am convinced that the repercussions of such a radical change 
would be very painful. 

For some time after tax exemption had been eliminated only the 
best known issuers would be able to sell new offerings, and these sales 
would be at distressingly high yields. 

During the awkward period while a different type of security was 
being worked out and unknown markets were being developed, the 
capital improvement programs of many communities would grind to 
ahalt, and, incidentally, some unemployment would doubtless result. 

Of course, some new form of financing would be found ultimately, 
since the voters will continue to insist that the capital improvements 
which are so necessary to the modern way of life be provided. Of 
this there can be little doubt, but there is one point. at issue, namely, 
How long would it take to w ork all of this out ? 

Surely the necessary reorganization would be spread over several 
years, not. only because revisions in our political structure cannot be 
made quickly, but because investment habits change slowly. 

Whether a few years is a long or a short time depends upon one’s 
point of view. In the sweep of history it is very short, but to the 
pupils who must put up with crowded and inadequate school facili- 
ties, it might as well be forever. 
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Some advocates of this change have claimed that after the elimina- 
tion of tax exemption new offerings of State and local governments 
could be sold readily in a w idely expanded market by the simple 
expedient of raising the interest rates rather slightly. This, I believe 
to be in serious error, because it fails to take account of the fact that 
the market for these bonds has developed around tax exemption. 

Such claims assume a rational and rapid response to an altered situ- 
ation. This simply does not oceur. 

Tradition plays too large a part in investment decisions to get an 
immediate adjustment of this sort to a reduction in price. 

Furthermore, there are likely to be commitments which must be 
honored. It would take a lot of promoting and an extremely tempting 
bait in the form of a substantially higher interest rate to get investors 
to purchase a State or local bond whic ch was taxable. 

On one point we appear to have a consensus on this panel, namely, 
if tax exemption were removed State and local governments will have 
to have additional assistance from the Federal Government in finane- 
ing of their much-needed capital improvements. 

It may well be that after everything had shaken down the Federal 
Treasury would be worse off than before. 

At any rate, I think this would be mistaken public policy. Rather 
than making State and local governments more dependent, Federal 
policy should be aimed at strengthening the finances of these govern- 
ments so that they are better able to help themselves. 

The Cuatrman. Mr. Severson, we thank you, sir. 

Mr. Ely, we are pleased to have you with us this morning, and you 
are recognized. 


STATEMENT OF NORTHCUTT ELY, ATTORNEY, WASHINGTON, D.C. 


Mr. Evy. Thank you, Mr. Chairman. 

The true problem here is whether the Federal Government can or 
should impose taxes which have the effect, if not the form, of a tax 
upon the borrowing power of the States and their political 
subdivisions. 

As such a tax has never before been collected, the problem here is 
not one of prevention of erosion of the Federal tax base—this is not 
in the tax base now—but the problem of proposed Federal encroach- 
ment on the borrowing power of the States. 

The proposed tax should be considered with respect to three 
problems. 

First, its effect on State and municipal financing: 

Second, its constitutionality; and 

Third, the question of policy conflict with national interest irrespec- 
tive of the constitutional question. 

With respect to the first of these points my paper makes the point 
that the tax would be crushing in its effect upon State and municipal 
financing. 

With respect to the second point, I maintain that the proposed tax 
would be unconstitutional. 

And with respect to the third, I agree that, even if constitutional, 
the tax would be directly in conflict with national interest, and policy 
considerations should prevent its enactment. 
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First, the effect of Federal taxation of interest paid by States and 
municipalities upon their obligations. Now a dollar of mterest paid 
upon a municipal bond is truly enough a dollar of income to the re- 
cipient, and hence within the pale of consideration of taxation of the 
recipient, but it is also a dollar of expense to the debtor. 

The true problem is whether the cost of money to the States and 
municipalities can or should be inflated by the new imposition of 
Federal taxes. 

Reasonable estimates indicate an increase of at least 40 percent in 
current interest rates if the exemption were removed. 

The example given here this morning by Professor Brazer indicates 
about that ratio. It is sustained by estimates of other economists. | 
do not pretend to be an economist. 

To provide this added money each year would require either a 
current increase in local taxes if the money were borrowed to build 
a school or some other non-revenue-producing activity, or an in- 
crease in rates, tolls, or rents if the debt were serviced by revenues. 

Hence, the imposition of a Federal tax bears directly on the bor- 
rowing power of the States and municipalities, increases their burdens 
either in the form of taxes or in the form of rates charged for essential 
public services. 

That being so, I say that a Federal income tax on State and munici- 
pal bond interest having such an effect would be unconstitutional. 

The proposed tax would require truly the reversal of every Supreme 
Court decision which has considered the question. 

The only attempt by the Federal Government to directly impose 
such a tax was declared unconstitutional nearly 65 years ago and the 
case which so decided, Pollock v. Farmers Loan and Trust Company, 
lbT U.S. 429(1895), aff'd on rehearing 158 U.S. 601(1895), has been 
cited as good law in at least 18 Supreme Court cases. These include 
even those cases which have struck down immunities of a derivative 
character claimed by taxpayers because they did business with the 
State. Even in the denial of the asserted immunity, the court re- 
iterated the ruling of the Po//ock case. 

The power to borrow and the power to tax are the twin powers of 
the purse. They are delegated to the Federal Government, brack- 
eted in one constitutional provision, article I, section 8, and they are 
equally essential to the continued existence of every State sovereignty. 

The direct legal incidence of such a Federal tax on State and munici- 
pal borrowing powers has been sharply distinguished by the Court 
from taxes which have only an indirect or economic effect on States 
and their political subdivisions. 

If the Federal taxing power is to be thus extended the only pro- 
posal which deserves serious consideration is the adoption of a con- 
stitutional amendment. The fate of such an amendment. is easy to 
forecast when you recall that it must pass muster not only of the 
Congress, but of the States whose borrowing power would be 
destroyed. 


Third, even if a Federal income tax were constitutional its enact- 
ment would be against the national interest. The enactment of the 
proposed tax, my paper indicates, would be a reversal of the legisla- 
tive policy of every Congress which has considered income tax laws 
since the first act following the 16th amendment. 
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Conversely, such a tax would have necessitated logically and per- 
haps politically the termination of Congress’ consistent exemption of 
Federal bonds from State taxation, an exemption which the Supreme 
Court has upheld as sound legislative policy designed to protect the 
credit and borrowing power of the United States for the very reasons 
stated, namely, the impact of the cost of money on the United States. 

There are more than 100,000 political subdivisions in the United 
States. These local governments, together with the States, have an 
outstanding bonded debt of over $57 billion, with several thousand 
new issues coming to the market every year. 

These instrumentalities are issuing bonds at a rate exceeding $7 
billion a year to provide essential public services for an expanding 
population. The increase in population of our country has been esti- 
mated to be over 100 million in the next 40 years, the period of an 
ordinary bond issue. 

To the extent that local governments can and will carry their own 
burdens, it is in the national interest that they be permitted and in- 
deed encouraged to do so. 

To the extent that their borrowing power is eroded by new Fed- 
eral taxation, local governments are prevented from carrying their 
own burdens and are driven to rely on Federal assistance. 

We all remember the experience in PWA days when municipal 
bonds were not salable except by purchase by the United States. In 
consequence, the Federal Government may ultimately have to pay 
for a greater share of local projects if State and municipal bond in- 
terest is subject to Federal taxation. 

The Federal Treasury in the long run thus suffers from the erosion 
of intergovernmental tax immunities whether Federal or State. 

Thank you, Mr. Chairman. 

The CrHatrman. Mr. Ely, we thank you, sir. 

Again I want to thank each member of the panel for the contribu- 
tion’ you have made, not only in the compendium, but in your state- 
ments this morning. They have brought this issue in clear focus. 

I think, Mr. Ely, your points that must be considered in connec- 
tion with the determination of this particular proposition are quite 
well taken because your points have been mentioned equally by most 
of the other panelists. 

First. of all, you point out that we must give consideration to the 
effect on State and municipal financing which has been considered in 

each of the other papers. We must give consideration to the question 
of constitutionality in view of previous Supreme Court cases. 

Then, if we are satisfied with respect to these two, there is a third 
point you mentioned that we must also consider and that is the 
conflict with national interest, a conflict that you discussed in your 
paper. 

Now, let me, just for purposes of information more than anything 
else, look first to this matter of constitutionality. 

As I understand it, Mr. Ely, the Supreme Court, some 65 years ago 
decided that the taxation of interest on State and municipal bonds 
under the Federal income tax was not constitutional under the im- 
plied constitutional doctrine of intergovernmental tax immunity. 

That was the theory behind the case, was it not? 

Mr. Ety. Yes, sir. 
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The CuarrMan. Sometime along then the Supreme Court also 
ruled that it was contrary to the Constitution for the Federal Gov- 
ernment to tax the income of State employees, as 1 remember, in the 
case of Collector v. Day. 

You are familiar with that ? 

Mr. Ey. Yes. 

The CuHatrMAN. When was that case handed down, about the same 
time 

Mr. Evy. Yes, it was of the same general period. It is an old case 
that has been subse uently limited if not overruled. 

The CuirmMan. Collector v. Day was overruled in 1938, as I remem- 
ber, by the Supreme Court, was it not? 

Mr. Exy. In the Ge rhardt case (304 U.S. 405 (1938) ). 

The CuairMAN. Yes, and in the Gerhardt case it was decided that 
the Federal Government could tax the income of city employees, I 
believe. 

Mr. Evy. The employees of a port authority. 

The CHarrman. Yes, they were referred to as city employees, 
whether they were actually, or not. 

Now, did that decision, the Gerhardt decision, give rise to the 
thought that perhaps under modern trend and all as stated by the 
Supreme Court, there was some basis for feeling that the Supreme 
Court might today hold that it would not be unconstitutional for the 
Federal Government to tax the interest of State and municipal bonds. 

Mr. Evy. I think you are right in designating the Gerhardt case as 
probably the one relied upon by those who > believe e that constitutionally 
the bond interest could be taxed. 


[ don’t think the case itself sustains such an assumption. The 
Court says in that case, speaking of the exemption of the interest upon 
municipal bonds: 


It— 


the inmunity— 


has been sustained where * * * the function involved was one thought to 
be essential to the maintenance of a State government: as where the attempt 
was to * * * tax income received by a private investor from State bonds and 
thus threaten impairment of the borrowing power of the State— 

citing authorities. 

The CHatrMan. Did the court in the Gerhardt case proceed on the 
basis that it was perfectly all right for the Federal Government to 
do this so long as it did it without discrimination ? 

Mr. Ery. To tax salaries ? 

The CuHarrMan. Yes, sir. 

Mr. Exy. I think that is justifiable inference, Mr. Chairman. 

The Cuatrrman. They adopted in the Gerhardt case, did they not, 
the point of this being permissible so long as it was done on a non- 
discriminatory basis, rather than proceed as s they had previously, to the 
complete exclusion of the taxability on the ground of immunity. 

Mr. Exy. As I read the Gerhardt case, Mr. Chairman, it held that 
the effect of the taxing of the salaries of employees could not be 
reckoned into any direct and measurable burden upon the sovereignty 
or the instrumentality whose employees’ income was thus being taxed. 
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There being an absence of any directly measurable burden upon the 
State instrumentality, there was a excluded from any 
necessary consideration, the impact of a tax laid directly upon a 
function such as the power to borrow. If such were involved in the 
Gerhardt case, it might have been struck down. 

All the case involved was a derivative immunity of one claiming 
he was doing business with a State instrumentality. 

The Cuarrman. Mr. Kirby, you are now an attorney as well asa 
professor of law at Northwestern University, but we remember you 
some years ago as “ia expert with the Secretary of the Treasury 
and you have worked with the W ays and Means Committee and the 
Finance Committee. 

Do you feel that the Gerhardt case itself gave rise to the feeling that 
now prevails in some quarters at least that it is not unconstitutional 
to tax interest on State municipal bonds ? 

Mr. Kirsy. That is right, Mr. Chairman, the Gerhardt case in 1938 
and then the subsequent case the following year, Graves v. New York 
ex rel. O’Keefe, are essentially the basis ‘for the conclusion by most 
tax experts in the field that there is no longer any constitutional 
barrier to the taxation by the Congress of the interest on State and 
local bond issues. 

The Pollock case was based upon the theory of the Supreme Court 
in 1895 that the imposition of a tax on income was a tax upon the 
source of that income and that is the line that the Supreme Court 
followed in holding that it was unconstitutional for the Federal 
Government to tax a State employee under Day v. Collector; but 
that latter case was overruled by these subsequent cases in 1938 and 
1939. 

The Supreme Court no longer follows the theory that the tax on 
income is a tax upon the source of the income and, therefore, the 
whole basis upon which the Po//ock case was founded has gone. 

Now, Mr. Ely points out that the Gerhardt case which represented a 
tax on the employee of the other government was approved by the 
Supreme Court on the ground that ‘there was no provable or measur- 
able burden upon that employee. 

Subsequently, even that possibility of distinction has been elimi- 
nated by the Supreme Court in 1941, in A/ahama v. King and Boozer, 
where we had a State sales tax which was imposed upon the sales of 
material to a cost-plus contractor for resale to the Federal Govern- 
ment in connection with defense projects. The Supreme Court held 
that the State had the right to tax the material sold to this contractor 
who would necessarily pass along that same burden to the Federal 
Government. In other words, there we had a very measurable burden 
upon the Federal Government, yet the Court held that that was con- 
stitutional. I would like to quote from my paper on this question 
of constitutionality. 

First, let me state the reason why I did not mention this issue in my 
oral summary. As Stanley S. Surrey, an authority in the field, has 
indicated, the constitutional power : 


To reach the interest under the income tax is no longer really debatable 


In 1941, in the Alabama case, the Supreme Court stated this. and 
it is very pertinent to our issue: 
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The asserted right of the one to be free of taxation by the other does not spell 
out immunity from paying the added cost attributable to the taxation of those 
who furnish supplies to the Government and who have been granted 


no tax 
jmmunity. 


Of course, the purchaser of the State and local bonds has no tax 
immunity with respect to the interest. The States have, however. 
the tax immunity with respect to the issuance of this bond. 

The CuarrmMan. Mr. Kirby, and other members of the panel, I think 
everyone must admit so far as the individual taxpayer who receives 
income from State and municipal bonds is concerned, that in the broad 
sense of the economic definition of income, the income he receives is 
income just the same as in any other field and one has as much ability 
to pay tax on the basis of the receipt of that income as he does any 
other income that he may receive. 

But I have been always impressed with the thought, in considering 
the constitutionality of this matter, Mr. Kirby, that you cannot in 
this instance divorce the income from the source as easily as you can 
in some other instances to look to see whether or not the income itself 
should be taxable, because of the related effect that such taxation of 
income might have upon a State’s authority and right to borrow. 

Now Mr. Ely makes the point in his statement, and I am asking you 
for your opinion and I am merely asking these questions to get the 
thinking of both of you on this point, that you have this situation of 
the necessity of the States being able to finance obligations and of the 
need that they have of borrowing money in the process of doing that. 

Now do we infringe upon the rights of States if we disregard the 
source from which this income is derived and make it more difficult 
for the States to borrow or make them pay more in the process of 
borowing than they otherwise would. 

What would you think of the point as to whether or not it is an 
infringement upon the powers of the State ? 

Mr. Kirsy. Mr. Chairman, I feel that it is not an infringement 
upon the powers of the States provided the tax is a nondiscrimina- 
tory tax, and that is exactly the type of tax that was approved by the 
Supreme Court in the Gerhardt case with respect to the imposiiton 
of the Federal income tax on the salaries of State employees. 

I think one could make the same argument that the Federal taxation 
of the salaries of State employees is a direct burden upon the State 
in performing its necessary governmental functions. 

In other words, the Government and all the employees on down 
the line, when subjected to our Federal tax, must receive additional 
income to keep them on a parity with their fellow citizens. Yet such 
a tax has been approved by the Supreme Court. 

I think we have the same case with respect to bond interest, which 
is received by individuals. 

I will concede, as I think we all will, that it will increase the cost 
to the States and to the municipalities, but it will put them on a 
re ity with all other borrowers. 

\s long as the tax is nondiscriminatory I think that the constitu- 
tional issue is not a serious one. 

The CHamMman. Now if this doctrine of immunity is sound for 
the reasons stated by Mr. Ely, it would appear to me that it would 
cut both ways. If the Federal Government is prevented under the 
Constitution because of the doctrine of immunity from taxing the 
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interest on State and municipal bonds for the reasons, Mr. Ely, whic) 
you gave, then would it not appear that it would have to apply equally 
as to Government obligations, Government contracts, Government 
bonds, perhaps, insofar as States are concerned 

Mr. Exy. I think you are correct, Mr. Chairman. The immunity 
is supposed to be reciprocal. 

The CuatrMAn. Then how do you reconcile the case of Alabama y, 
King and Boozer, I believe it. was, wherein the State taxed a contractor 
operating on a cost-plus contract basis for the Government . 

Mr. Exy. Yes. The Aing and Boozer case (314 U.S. 1 (1941)) 
was an outgrowth . the e: arlier doctri ” establised in the Dravo Con- 
struction Co, case (302 U.S. 134 (1987) ) in which the counsel for the 
United States disc i aaa any immunity, in effect invited the local tax. 

The distinction between taxes upon materials and supplies furnished 
to either Governments, State or Federal—and I bracket with those any 
taxes having only incidental effect on costs, even though they are 
measurable—on the one hi and, and taxes directly affec ting the power 
to borrow or affecting the power to tax, is simply this, to my mind: 

In one case the tax, which increases the price of the commodity, 
has only the same effect, as though the person selling the property 
or commodity had charged the purchasing government, State o1 
Federal, more for it, whether because he had a ‘higher cost or wanted 
a higher profit. 

As the Court has said, it is an incidental expense of the cost of 
doing business. 

The fact that the economic burden is translatable into one upon 
the other sovereign, the Court has decided, is not material. 

Whether it was wise, looking backward, to depart from the criterion 
of economic burden is a subject for debate, but unquestionably the 
test of economic burden, standing alone is not material. 

But look at the other side of the coin. A Federal excise tax levied 
directly and by name upon the right of the State to levy local taxes, 
would be unconstitutional. A Federal excise tax, directly labeled, 
directed against the States’ power to borrow money would be uncon- 
stitutional. 

Suppose a tax were imposed which would have the direct effect 
described here, labeled as a surcharge of 40 percent, or even 1 single 
cent, on the amount paid in interest, by the State. If it was a limi 
tation, clog, upon the State’s constitutional power of the purse, i 
would be invalid, in my opinion, irrespective of magnitude. 

Consequently, the test I believe is to be whether the proposed tax 
does relate to the exercise of a constitutional power of the other sov- 
ereign which is either essential to its existence or essential to its per- 
formance of necessary public service. 

I go beyond the test of mere existence, to include necessary public 
services. The Federal tax is invalid if it affects the State’s power 
of the purse as its essential public sources even though the tax having 
exactly the same dollar effect levied as a sales tax upon commodities 
sold to the State might be sustained. 

The distinction is that the effect of the tax is that a sovereigt 
power cannot be exercised, or, rather it is subjected to the control of 
the other sovereign; and this is not true where simply the cost of 
a commodity sold to the State is affected. 
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The Cuamrman. I gathered from your paper on this point, Mr. 
Kirby, that you use the Alabama v. King case for some of your reason- 
ing, in the sense that the court did not find there any intergovernmental 
immunity in the case. 

Mr. Kirsy. Yes, I do, Mr. Chairman, because I felt that the only 
question left open for debate after the Gerhardt and the O’Keeffe 

cases came down in 1938 and 1939 was where a provable or measurable 
burde ‘n was placed upon an essential function of the other govern- 
ment by the tax under scrutiny; and we have exactly that situation 
in the Alabama case where the State imposed a definite, provable 
burden upon an essential function of the Federal Government. The 
Supreme Court held that since the tax was nondiscriminatory and 
since it was imposed not on the Federal Government but on a sup- 

plier, the tax was valid. 

As I say, I see no distinction between the essentiality of the func- 
tions of a state that are exercised through employees whose incomes 
are subject to our Federal tax; yet we know that the Federal Govern- 
ment can impose a tax on the sulenien of the employees, and the burden 
upon their income is not legally or constitutionally treated as a burden 
upon the State government itself. 

The Cuatrman. Mr. Kirby, would your thinking go to the point of 
leading you to believe that it would be constitutional to tax the in- 
terest on outstanding State and municipal bonds? 

Mr. Krrsy. Yes, I believe that it would be exactly as constitutional 
to tax the interest on outstanding State and municipal bonds as upon 
future issues. But there, I think, we all recognize that there are 
serious, let us say, practical or legislative problems, possibilities of 
hardship; for example, investors who had invested on the assumption 
of this exemption. Legally it can be withdrawn, but the Congress 
may well want to take some compromise route. 

[ have suggested a compromise in my paper. 

The CuHatmrman. Now are you saying to us in effect in your paper 
that we should not, even though we can, tax the interest on outstand- 
ing State and municipal bonds? 

Mr. Kirsy. No. I suggest to you that we should adopt a compro- 
mise for the taxation of the oustanding bonds. 

Now if we impose a tax on the interest on outstanding bonds, we 
know that if we did not provide some alleviation that ‘it would be 
considered somewhat unfair to the present owners, depriving them of 
4 prospective exemption as well as imposing upon them possible losses 
which they may suffer in the future upon disposition of those bonds. 


In a full study of this very subject by a professor, Lyle C. Fitch, 
from California, a compromise is suggested which eee present 


investors in the same position as though they had invested in taxable 


bonds. 

In this way it would eliminate the unfairness of substantial losses, 
and at the same time it would eliminate the excessive tax savings of 
the high bracket taxpayer who invests in the tax-exempt securities. 

The Cuatrman. Mr. Ely, if you could get over your first point 
ind agree with Mr. Kirby that we might be able to constitutionally 
tax the interest on State and municipal bonds, would you still have 
’ question in your mind about whether we could do it with respect 

$8820 60——25 
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to interest on bonds already outstanding‘ Do you distinguish futur 
issuance of bonds and past issues of bonds? 

Mr. Exy. I am halted at the threshold by the constitutionality of 
the proposal with respect to either branch of it, and I just don’t be- 
lieve that there are degrees of unconstitutionality. 

The CyHarrman. Other than the point of immunity that you dis. 
cussed with respect to the overall problem, I agree with you in you 
observation that there are not degrees of constitutionality. 

But would there be other possible points that could be presented for 
consideration in determining whether if you cross the first step, saying 
that we reach a conclusion that we can under the Constitution tax 
interest on future issues of State and municipal bonds, are there other 
compelling reasons under the Constitution why we might be limited, 
after reaching that first conclusion, with respect to the taxation of 
the interest on past issues. 

To me, there are questions other than just the immunity to consider 
in that area. 

Mr. Exy. If we are moving now to the policy questions as distinct 
from the constitutional questions, I think the proposal, even though 
limited to taxation of future issues, is wholly impractical and 
inequitable. 

In the first place, there would remain outstanding some $57 billion 
of present issues, which would remain immune. As the older bonds 
were retired, and as the tax exempt supply diminished, the competi- 
tion for that supply would, of course, increase, the prices of those 
bonds would rise, and the holders of these bonds would have a wind- 
fall. 

I see no justification for it. 

The expansion of facilities so badly needed by our growing popula- 
tion would be dependent upon bonds of inferior attractiveness, that is 
taxable municipal bonds. Policy considerations, it seems to me, 
would dictate against this differentiation. 

The very windfall aspect of the present situation, which disturbs 
those who dislike the exemption, would be accentuated rather than 
diminished, and that effect would persist for a very long time, so long 
as the existing maturities were outstanding. 

The Cuamman. Actually under the Constitution you do not see 
any possible difference between the right of Congress to tax the inter- 
est of future issues and past issues 

Mr. Exy. No, I do not, Mr. Chairman. I think the Constitution 
prevents either and I am unable to find a distinction which would 
enable you constitutionally to tax future issues if you are constitu- 
tionally impeded from taxing outstanding issues. 

The Cuarrman. Under the doctrine of the Alabama v. King case 
I wondered whether or not the taxation of interest on future issues 
and not taxing interest on past issues might give rise to some question 
of discriminatory treatment in the taxation of interests of State and 
municipal bonds. 

That is what I had in mind. 

Mr. Ey. It is quite conceivable, Mr. Chairman. I have not 
thought that through. 

The CHatrmMan. Mr. Kirby? 
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Mr. Kirsy. I do not really see a ground for holding it unconsti- 
tutional to tax the future interest on outstanding issues. I think the 
Supreme Court would uphold it, but, as I say, I think that it is really 
a policy issue to be weighed by the Congress. 

You will recall that in all the proposals for a change with regard 
to the present exemption, only future issues were to be taxed, except 
that in 1942 the Treasury also urged that outstanding issues be taxed. 
It was out of concern for the very point that Mr. Ely suggested, that 
if you tax only future issues without touching the outstanding issues, 
not only will we have to wait a long time before the inequity is elimi- 
nated, because of the tremendous supply of outstanding State and 
locals, but also the present holders will receive a very substantial 
windfall as the commodity becomes scarce. 

The Cuamman. Now, let us pass on to one of the other matters 
that will have to be considered and that is the effect on State and 
municipal financing. 

Each of you reached the conclusion, as I read your papers, that the 
taxation of interest on State and municipal bonds would have an 
effect upon State and municipal financing, did you not? Some of 
you suggest that some alternative action might well have to be taken 
accompanying any such change as would be involved in the taking 
of such interest. 

You have varying degrees of concern, may I put it, with respect to 
the effect upon State and municipal financing, do you not? 

Mr. Kirby, Mr. Maxwell, and Mr. Brazer, particularly, differ some- 
what in the conclusions that Mr. Severson and Mr. McGee reached 
with respect to the effect. But all of you do consider that there would 
be some effect upon the financing ability of the State. 

Now, let me look briefly to this question of conflict of national in- 
terest. 

Mr. Ely, would you again state very briefly your concern in that 
area / 

Mr. Ery. Yes, Mr. Chairman. 

We had an example of it during the days of the PWA when mu- 
nicipal bonds for construction of essential services, schools, various 
types of activities, were not salable. The United States had to buy 
them, gave very substantial nonreimbursable grants also. 

To the extent that municipalities and States are prevented by a 
rising cost of money from providing these essential facilities, new 
schools, sewers, waterworks, power systems, the whole complex ee 
which our exploding population is dependent, somebody has to fur- 
nish them, and that somebody becomes the Federal taxpayer. 

The people have to have them. ; 

You cannot leave the schoolchildren of America improperly or in- 
adequately schooled, especially with the competition we face from 
the other side of the Iron Curtain. 

If the little town cannot sell bonds to do so, it is going to turn some- 
where, and it will be right here in Washington, D.C., to get the money, 
as it has been before when times were hard. 

It will pass to the Federal Government the ultimate burden of 
providing the essential pes services that the people at home are 
willing to provide for themselves, if they can borrow the money to 
do so. 
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Now, the small town faced with the necessity of an expanding 
public service, such as a school or public utility, can do one of two 
things: it can tax or borrow. 

When it makes that election and borrows, it simply spreads out 
over a longer period of time, and thus over a different group of tax- 
payers, the burden that would be paid by the taxpayers of this fiscal 
year. To the extent that you prevent a municipality from making 
that decision, you interfere with a sovereign power or decision of the 
State and its municipalities. You draw the burden directly to the 
Federal Government. 

The Cuarrman. Mr. Ely, I want you to, if you will please, just 
pinpoint for me very briefly the national interest that you have in 
mind with which the taxation of interest upon the State and municipal 
bonds would conflict. 

I think I understand from reading your paper what you mean, but 
what is the national interest, as you see it, that such action will come 
in conflict with ? 

Mr. Ety. If we start with the hypothesis which I think is well 
established today, that Federal taxation of the interest on municipal 
bonds would increase the cost of money to the borrower, it would by 
hypothesis make it more difficult for the munipalities and States to 
provide these services themselves. 

If you accept the second hypothesis, that the service is essential, it 
means that the services must be financed by the Federal Government. 
My third point is that it is against the national interest to burden the 
national Federal taxpayer with providing facilities which the local 
taxpayer is willing to provide for himself if he can borrow the money 
and service the bonds to do so. 

The Cuatrman. Now, Mr. Brazer, I was not unmindful of the fact 
that there were other panelists, but we were discussing the legal ques- 
tion rather than the question of justice and equity and economics. 

Mr. Brazer. Certainly, Mr. Chairman. I do not consider myself 
qualified to discuss the constitutional issue. 

I would, though, wish to take issue with Mr. Ely on at least two 
or three points. First of all, he urges that State and local govern- 
ments be encouraged to finance their capital outlays with their own 
resources, do it independently, in lieu of going to the Federal Govern- 
ment. 

Now, in view of the fact that we are all agreed that the exemption 
of municipal bond interest costs the Treasury, let us say, just to take a 
wide range, $500 to $700 million a year, I submit that these State 
and local governments are financing their capital outlays now in 
very large part at the expense of the Federal Treasury. 

I would further submit that they are doing this in a manner that 
does not lend itself to the Congress having anything whatever to 
say about the kinds of projects that will be financed. 

I would suggest, for example, that we might have one municipality 
which decides that it wants to have a municipal ferris wheel. This 
municipality may issue bonds, part of the cost of which will be borne 
by the Federal Treasury, and finance that ferris wheel. 

We draw no distinction betwen the objectives of one municipality 
and those of another. Wesay nothing whatever about the desirability 
of the project, although we as national taxpayers necessarily bear 8 
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substantial proportion of the cost. It has been suggested we bear 
about 40 percent of the interest cost of such financing. 

Now, one other point that I would make in opposition to one of 
Mr. Ely’s statements: He pointed to the period when PWA was 
active and he suggested that at that time State and local governments 
were not able to sell their bonds. I recall that there were several 
alphabet agencies established during the thirties. One was PWA 
and it helped in financing of State and local projects. But I am also 
aware of the fact that there were other such agencies which gave 
great aid, RFC, for em to railroads, banks, and other corporate 
institutions which not only were not able to sell bonds but were not 
able to meet existing obligations. Therefore I do not think that the 
reference to the period which was characterized by the worst depres- 
sion this Nation ea ever known is relevant to the issues now at hand. 

I just wish at this point to make one more remark, and that is that 
if I were now, or if I had been at the University of Michigan in 1938, 
my salary would have been exempt from Federal taxation. The uni- 
versity is a State institution. At that time my salary might have 
been $3,000 to $4,000. If I had three children and my wife total 
exemptions would have run to $3,700 and I would have been allowed 
some deductions. The question of whether or not my salary was 
taxable was not a major issue, but I would submit that today if I 
considered Northwestern University, or Mr. Maxwell’s Clark Univer- 
sity, to be equivalent in all other respects to the University of Michi- 
gan, all other things being equal I should gladly accept a salary at 
least $1,000 to $1,500 lower at the University of Michigan were this 
exemption still in effect, $1,000 to $1,500 lower than might be offered 
at Northwestern or Clark University. 

I suggest that the burden might not have been measurable then, 
but given today’s rates I feel that any such burden that might be 
imposed would be most readily measurable in quite the same way as is 
the burden that would be imposed if State and local bond interest 
were to be subject to tax. 

The Cuarman. Mr. Maxwell? 

Mr. Maxwe.t. I just have a small supplementary remark to make, 
Mr. Chairman, about Mr. Ely’s position. 

He is worried a good deal about the small town in some State and 
Iam, too. Its ability to borrow would, to some extent, be impaired 
by the loss of exemption. But the fact is that the evidence seems to 
be emphatic in showing that the small town, as well as the city which 
has relatively poor credit rating, get least benefit from the present 
exemption. 

It is extremely inequitable, the present exemption, with respect to 
the low rated credit community as compared to the high one. 

A small town has to have a relatively low credit rating if it is 
borrowing on just its own credit, because it is small. 

I have two other minor relatively small comments. One is that the 
Federal Government, besides giving the exemption which comes out of 
the Federal income tax so to speak, has given and will continue to 
give, a large amount of aid for capital improvements to the State 
and local governments. 

You have aid to sewerage construction. 

You have aid to highways. 
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You have aid to construction of schools. 

So the Federal Government is in there already trying as far as jt 
may be to give this assistance on an equitable basis. 

So this 1s something that I think is going to continue and the argu- 
ment in favor of getting rid of the exemption is that the equity of the 
exemption is highly unfair among governments. c 

Then, finally, with respect to revenue bonds, I don’t see why a rider 
on a toll highway should not pay a toll which covers among other 
costs the appropriate rate of interest on the bonds. 

Now, I can get to the other end of the scale and think of some local 
borrowing for which I don’t mind Federal Government giving a break. 
But with respect to a good many revenue bonds, which are simply 
commercial undertakings, it seems to me that the right cost is the cost 
that includes interest not exempt. 

Mr. Bargin. Mr. Chairman, could I just add one other aspect to it. 
Mr. McGee touched on these unrated bonds. I am no expert in the 
sale of bonds but I note in the footnote to Mr. McGee’s presentation 
that he is a member of a State commission on educational finance in 
the State of New York. This highlights the problem of local, small 
communities seeking to raise money, school bonds in this case, but 
equally applicable to other purposes, and also highlights the question 
of the unrated bond. We recognize that there is a rise in cost of 
money but this rise in the cost of money for local groups and unrated 
bond issues in small communities is a national problem of extremely 
pressing character. 

Many States now, as illustrated by the concern in New York State, 
are troubled by the method of organizing the issuance of such bonds 
so that the cost may be reduced. Consequently, this may be a very 
distinct national problem. The problem is how to facilitate the flow 
of capital to these types of communities greatly in need of capital re- 
sources. We have invented in the Federal Government various finance 
institutions for similar purposes and I, in my own paper and now in 
connection with the broader issue, raise this question and would argue 
strongly in favor of the positive conclusion, namely, it might be much 
wiser and more efficient and equitable to provide institutions to facili- 
tate the raising of such funds rather than try to accomplish the pur- 
pose hit and miss through the haphazard process of continuing the ex- 
emption of the interest rates on these “srt So that I think that the 
national issue at stake is not as posed by Mr. Ely or argued by Mr. 
McGee, but the question is, Are we in favor of a more efficient way of 
acomplishing the long-term purpose of helping local government raise 
their funds more cheaply and more in line with national objectives! 

I think that would be the real issue that your committee should 
face. Obviously, my conclusion on that is that the elimination of the 
exemption and the institution of a positive instrument would be much 
more in.the national interest. 

The Cuarrman. Mr. Forand. 

Mr. Foranv. Mr. Chairman, I have but one question and I would 
like to have the entire panel comment on it after the first response from 
Mr. Barkin. You have raised the point regarding the development 
bonds. You and I have for a long time been concerned with these in- 
dustrial development bonds issued by local and State groups. I am 
wondering if we could differentiate between the normal operations of 
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a city or State government from the issuance of bonds for the con- 
¢ruction of industrial plants to induce business corporations to come 
in and settle in a given community, whether these are new industries 
or whether they are just moving from one place to the other. 

Mr. Barxrn. My answer would be in the light of the action of your 
committee in the past and deliberations in this. field, that without being 
a lawyer but assuming that the past action of your House was based on 
vood constitutional authority, that that actual separation could be 
made. That kind of specific target action is aemalataie feasible and 
could be accomplished with very great ease. At the present time, in 
the light of some of the comments made by the panelists, the number 
of such bond issues is so relatively small that it would be of relatively 
minor consequence and consequently dealt with very simply if the 
policy of the Congress were such. 

Mr. Foranp. I look upon this almost the same as I do upon the taxa- 
tion of business enterprise operated by educational institutions. 

Now, maybe I am all wrong. For that reason I have asked this 
question. After Mr. Barkin is through I do not care which one of 
you on the panel comments but I would like to have some comments 
on it. Are you through, Mr. Barkin? 

Mr. Barkin. Yes. 

The Cuamman. Mr. Kirby. 

Mr. Kirsy. Mr. Chairman and Mr. Forand, I see no objection legally 
to drawing the distinction between these industrial development bonds 
and other State and local issues. However, we should bear in mind 
this, that it does not solve at all the main inequity which this side of 
the panel is concerned about. It really is directed at what one might 
call the pirating of industry from one locality to another; and that 
pirating process is made easier through the subsidy given by the 
Federal income tax to these local bond issues. 

I would see no objection to stopping this, let us say, aggravation 
of what I consider a larger inequity. 

Mr. Foranp. The reason why I brought this up is not so much 
because it is directly connected with the discussion this morning but 
I realize we have a wealth of brains out there and I want to take 
advantage of it. 

Mr. Maxwell, do you have any comment on that? 

Mr. Maxwett. Mr. Forand, I cannot pass at all upon the legal 
issue. It just seems to me that this kind of bond is a bad thing i in 
itself. It is illicit interstate competition to induce firms in this way to 

shift their location, and it seems to me it gets State governments or 
local governments into functions which, I thing the term is, “are 
propr ietary rather than governmental” and therefore on such grounds 
something should be done about it. But my interest mainly is in the 
larger issue, the larger question. 

The CuatrMan. Mr. Brazer, do you have any comment? 

Mr. Brazer. Mr. Forand, I would say only that I should think in 
practice it might be difficult to eliminate this exemption while per- 
mitting the exemption on the other bonds to continue. I think here 
you face the same kind of problem as you do in attempting to enforce 
the provision of the Internal Revenue Code which now prohibits the 
deduction of interest paid on loans the proceeds of which are used to 
hold or acquire State and local bonds. I may borrow ostensibly 
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in order to purchase a home while paying cash to acquire exempt 
municipals. I don’t think the Internal Revenue Service, or anyone 
else, for that matter, can probe into my mind and determine whether 
in fact I am borrowing to purchase the bonds rather than borrowing 
to purchase the home. 

In the same fashion, it is quite conceivable that municipalities 
which might otherwise build a fire station with tax money could 
instead borrow to build the fire station and then pay for the construc- 
tion of a new plant with tax money, in which case your objectives 
would have been defeated. 

The Cuarrman. Mr. McGee. 

Mr. McGee. Mr. Forand, basically the Congress should not invade 
this field. Constitutional immunity certainly runs to all types of ob- 
ligations which are issued by States and municipalities. If the Con- 
gress has the power to legislate as to what the purpose of the bonds 
which may be issued by States and municipalities, it is not only en- 
croaching upon States rights but it is entering a field in which legis- 
lative dictates may vary from year to year and session to session. 
While I don’t care for industrial-aid financing, I should say the legis- 
lation on this subject is not confined to Southern States. Some North- 
ern States have such legislation, including Rhode Island, chapter 91, 
laws of 1958, which has been held to be constitutional under the Rhode 
Island Constitution, in an advisory opinion handed down by the su- 
preme court of that State last year. It has not been used a great deal 
in the North, and I think that it may not be used extensively in the 
South, either, as time goes on, because the municipalities will find very 
frequently that the type of industry which they are soliciting and 
which is willing to go into this kind of proposition is not the type of 
industry that is so well managed or so economically sustainable that 
it will remain as a tenant. 

There have been instances of failures of plants that have gone into 
this type of proposition. Mr. Barkin’s statement indicates that in 
two instances, at least, of those that he lias mentioned, the tenants, in- 
dustrial corporations, have been liquidated or have otherwise failed. 
I think you are going to see more of that. 

As municipalities become aware of the dangers inherent in the sit- 
uation, they will stop using industrial-aid financing. We had a 
direct parallel between this and railroad-aid financing back in the 19th 
century. Railroad-aid financing had a very troubled history and 
brought municipal financing and municipal credit to a low ebb. | 
think, as time goes on, municipalities will realize that they are enter- 
ing a very dangerous field. Nevertheless, it is a field in which they 
themselves have to learn their own lessons by experience. I don't 
think Congress should endeavor to set forth any precepts on this 
score. 

There have been a number of other points that have been raised by 
the gentlemen in discussion this morning that I would like to answer. 
But if the Congressman would like to have answers from the other 
panelists on this question, I will defer my further remarks. 

Mr. Foranp. Thank you. 

Mr. Severson ? 

Mr. Severson. As has been pointed out, there are not a great many 
industrial-aid bonds outstanding, and not many of them are coming 


to tl 
this 
volv 
abot 
som 
I we 
have 

M 

M 

M 
that 


give 


ing] 





INCOME TAX REVISION 367 


tothe market. Unfortunately I have not had an opportunity to study 
this type of issue very much. There are a great many problems in- 
yolved here, and I would suggest that before Congress does anything 
about industrial-aid bonds that it look carefully into the experience 
some of the areas that have used this type of security successfully. 
| would like to hear the expression of opinion of local officials who 
have had such experience before commenting on these bonds. 

Mr. Foranp. Thank you, sir. 

Mr. Ely, do you have any comments on that? 

Mr. Exy. Mr. Forand, I don’t pretend to know a great deal about 
that subject, but from a lawyer’s viewpoint I think it is difficult to 
ive a dogmatic answer as to the constitutional question. Interest- 
ingly enough, the earliest case that gave rise to this whole consti- 
tutional discussion was United States v. Baltimore & Ohio Railroad 
in 1873 (17 Wall. 322 (U.S. 1873)) where the city of Baltimore sold 
$5 million of bonds, turned over the money to the Baltimore & Ohio 
Railroad to induce it to build a Baltimore terminus, took a mortgage 
on the railroad, the railroad paid the city the interest money on that 
mortgage with which the city in turn serviced its bonds. 

I suppose they may have been general obligation bonds. I don’t 
know. The Federal Government sought to tax the income received 
by the city in the form of interest aol it by the railroad on the mort- 


gage. That case came to the U.S. Supreme Court. The transaction 
was attacked by the Government as being in effect a lending of public 
credit to a private purpose. The device was sustained. The Fed- 
eral income tax upon the money payable by the railroad to the city 
was struck down. Consequently, 1f you look to that example you are 


perhaps looking at an industrial bond in aid of a public utility, where 
the benefit is for the public at large. You have a somewhat parallel 
case in the Moffatt T'unnel case in Colorado (262 U.S. 710 (1923)), 
where the State of Colorado authorized the creation of an improve- 
ment district, with power to tax for a distance of 250 miles along a 
proposed route of a railroad, to pierce the Rockies and build a tun- 
nel. The State taxes were sustained there. It was not a Federal 
income tax question, of course. The court did indulge in an interest- 
ing discussion of the propriety of the use of public credit and the 
local taxing power to sustain an operation for the general economy of 
the State. 

Now that again was a public utility. I suppose that on the basis 
of the Baltimore & Ohio precedent and the cases that have cited it 
since, you might very well say that a bond issue by a municipality to 
make possible the Fosnthion of a public service, even through a 
privately owned company, would be sustained. At the other end of 
the spectrum is the type of case that Mr. Barkin has mentioned, and 
perhaps you have inquired about, where a municipality sells bonds to 
build a plant for a designated single company engaged not in a public 
utility service but in a private profitmaking operation. 

A lawyer asked to write an opinion on the constitutionality of a 
Federal law which somehow imposes a tax burden on that transaction 
would be confronted with somewhat of a dilemma. 

On the one hand a natural repulsion exists against a conclusion 
that public credit may be dedicated to a private purpose. On the 
other hand, if you adopt the premise that the borrowing power is a 
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local sovereign attribute, then with it goes the power of decision how 
to exercise it. If under local law those bonds are valid, then it is 
difficult to say that Congress constitutionally can overrule the decision 
of the local legislatures as to how its credit shall be applied. On 
balance, I should certainly not promise to write or sign an opinion 
that a tax on that type of bond was subject to the same constitutional 
prohibition as a tax which had the effect of impairing a bond sold for 
a direct public purpose. But there is a policy problem, too. 

If Congress is going to take on itself the question of policing the pro- 
priety of issuance of each local bond issue, to determine what degree 
it applies to public purposes, to what extent it is parvains then you 
are going to pass on the peeeny of the “ferris wheel” proposition, 
you are taking on the job of city councils and local legislators in a 
great many parts of the United States, and it may be that the Con- 
stitution wisely drew the line so that the bad effects that have been 
outlined here today, of these local industrial aid bonds, are out- 
weighed by the burdens that Congress would assume if you took on 
the job of attempting to police them, assuming you had the constitu- 
tional power to do so. 

So I would retreat into the statistics given by Mr. McGee, looking 
at it from a national viewpoint, and observing a very small percentage 
of the municipal bonds, two-tenths of 1 percent, so devoted in a single 
year. 
~ Mr. Foranp. J thank all of you gentlemen. I appreciate very much 
having your comments. 

The Cuairman. Mr. Byrnes. 

Mr. Byrnes. A great deal of emphasis was placed on the value of 
this exemption to the municipalities or the local entity. I am just 
wondering whether we would not agree that that value goes up or 
down the seale according to the progressive rates. 

Mr. Severson. That depends on how you are looking at it. The 
municipalities sell the bonds to all buyers at the same price. 

Mr. Byrnes. But the reason you have a differential is Patiguns of the 
tax exemption, is it not? 

Mr. Severson. Yes, sir. State and local bonds are selling much 
better than they would sell without the exemption. There is no doubt 
of that. 

Mr. Byrnes. It isthe exemption that does it? 

Mr. Severson. Yes. The whole market for State and local govern- 
ment bonds has developed around tax exemption. 

Mr. Byrnes. The progressive rates are the thing that give that 
added impetus, is it not? 

Mr. Severson. To a degree. But, Mr. Congressman, I do not 
agree that it is the entire story. I think at the moment they are 
putting many of the bonds in portfolios where the high rates are not 
paid. You see, there is a large volume outstanding. I think the real 
problem is to provide a broader market for these bonds. 

Mr. Byrnes. You differ from Dr. Maxwell, who stated there was a 
time when there was a limited number of bonds, that they were pretty 
well grabbed up by the —— in the high income tax bracket because 


of the exemption and the progressive nature of the tax rate. 
Mr. MAxwe.. Yes, sir. 
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Mr. Byrnes. And when they got into bigger volume and they had 
absorbed as much of that money as was available, then it got down 
to the lower bracket people. 

Mr. Maxwe.u. That is right. I don’t think Mr. Severson would 
deny that. 

Mr. Severson. No, I agree with that. 

Mr. Byrnes. The point in here is if we do anything to reduce the 
progressive nature of the high rate we are going to take some ad- 
vantage away from the municipalities. 

Mr. Severson. No, sir; I don’t think so, at least not to any great 
extent. 

Mr. Maxwe tu. If the Congress could reduce the progression in the 
Federal income tax it would certainly take away advantages. I don’t 
think that is one—well, we need not worry about it. 

Mr. Byrnes. I wonder about the weight we should give to this ques- 
tion of whether we are injuring or benefiting the municipality by our 
tax action because certainly we are not going to consider that aspect 
if we make any changes in the progressivity. 

Mr. Maxwetu. Mr. Congressman, Secretary Morgenthau when he 
came up here in 1941 and 1942 stressed a great deal the fact that we 
were in or nearly in the war and the progression of the income tax 
would have to be steeply increased. 

As a result of that holders of tax exempts would get a great bonus. 
He made it very basis for his argument to the Congress that the 
exemption should be taken away. 

The Cuarrman. Mr. Baker. 

Mr. Baxer. I have just two questions. On the constitutional ques- 
tion Mr. Ely bases his argument that it would be unconstitutional 
a great deal on the Pollock case, which of course was 18 years before 
the 16th amendment. The question is a very direct one. The lan- 
guage of the 16th amendment is “the Congress shall have power to 
lay and collect taxes on income from whatever source derived.” 

Now, it seems to me those words “from whatever source derived” 
when ratified by the States constituted a waiver of the sovereignty 
and constitute an additional grant to the Federal Government. 
Would you care to comment on that? 

Mr. Exry. Yes. Those words of course are coupled with the ex- 
pression “without regard to apportionment,” and the cases as well 
as the legislative history of the amendment support a conclusion that 
there was no attempt or intention to enlarge the scope or the field 
available for Federal taxation that was not constitutionally available 
before, as to subject matter, but that the attempt was to overcome the 
problem raised by the Pollock case as to the necessity for apportion- 
ment. 

Mr. Baxer. What stronger words could be put into the amendment 
than “from whatever source derived” if we write a new amendment 
other than say you can tax State and local securities which seems a 
little out of place in the Constitution. What stronger words could 
you have than that? 

Mr. Exy. As so often happens, sir, loking to the legislative history 
of the proposals and the understanding with which it was com- 
municated to the States, this problem arose. 
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Mr. Baxer. I read Mr. Root’s letter put in the record, but I do 
not consider that legislative history. He was a great lawyer but 
he just expressed the opinion. 

Mr. Exy. The Supreme Court in the case of Peck v. Lowe, (247 
U.S. 165, 167 (1918), said that the 16th amendment does not extend 
the taxing power to new or excepted subjects. I think that inter. 
pretation of the amendment is generally accepted. 

Mr. Baxer. I think since Mr. Kirby has taken a flatly opposite 
position, do you want to comment or not? 

Mr. Kirsy. Mr. Baker, I agree with you that there could not be 
plainer or broader language than we find in the 16th amendment. The 
one problem we have there is that correspondence and that exchange 
between the Governor of New York at that time and Senator Root 
and some of the other Senators, as to whether the intention of Congress 
was to go that far, and I think that that extends a shadow over that 
position. 

I felt that the other position on the constitutional point, that the 
basis for Pollock had been completely abandoned by the Supreme 
Court, was much stronger—for example, the Solicitor General’s Office 
has taken the position several times that it is constitutional to tax 
these bonds. It is principally on that ground that I would reach the 
conclusion that it was constitutional to tax State and local bond in- 
terest. 

Mr. Baxer. My point was not what the Court has done but that 
the 16th amendment itself completely overrode the Pollock case. 

Now, the other question is on the taxing income on existing securi- 
ties. Section 103(a) of the code expressly exempts from the term 
“gross income” from these securities. Now those securities were issued 
at a time, as now, when that was the law of the land. Didn’t that be- 
come a part of the contract between the issuing sovereign and the 
purchaser of the bonds? 

Mr. Ety. I should like to be able to say “Yes,” but in the light of 
the gold clause decision (294 U.S. 330 (1925) ) I am not sure how much 
reliance could be placed upon that. Again if you adopt the premise 
that constitutionally future issues are not safe from taxation, then I 
would not rely very heavily on the form of the statute at the time you 
sold the bonds. 

Mr. Baxenr. Is it not fundamental that all laws are inferentially 
or impliedly part of contracts? 

Mr. Kirsy. This, of course, is not a contract made between the Fed- 
eral Government and the purchaser of the bonds. It is true it isa 
contract between the issuer of the bonds and the purchaser. The 
Federal Government is a third party. Now I think that all that 
Congress has done by section 103 is say that the current interest on 
Seat that are now outstanding is exempt for the current year just 
like the tax exemption that had been granted to charitable organiza- 
tions. We have had a full exemption for charities, but it is clear that 
the Congress can withdraw or limit that exemption. 

Mr. Baxer. We can withdraw it from gross income as to the future. 
I agree with you. 

Mr. Kirsy. That is right. 

Mr. Baxer. Now, that same section of the code always seems 
anomalous to me, taxing the interest on bonds of the United States 
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and leaving free from tax in the same section of the code your income 
from the other sovereign. 

Mr. Severson. Mr. Congressman, it seems to me that this is a de- 
cision for Congress. If Congress decides to make Federal bonds 
tax-exempt, it has a right to do so. 

Mr. Baxer. I have no doubt about their right. There can be no 
constitutional question involved there. 

Mr. Severson. It is a matter of policy. 

Mr. Baker. As a matter of fairness, is it fair? The next question 
is, is it expedient at the moment ? 

Mr. Severson. This is quite another question. If Federal bonds are 
made exempt from the Federal income tax, the tax exemption would 
not be very valuable. Such a move would dilute the value of tax 
exemptions a great deal. 

Mr. Baxer. Let us pass from fairness. In view of the present 
serious troubles of the Treasury which has gone into the money 
market, paying up to 5 percent interest, if we are going to leave tax 
free their big competitors, States, counties, city securities, would it 
be in the interest of the United States to exempt on its own securities ? 

Mr. Maxwe.u. A quick answer is definitely not. As Mr. Severson 
has said, the value of the exemption would be diluted to nearly zero. 
My whole argument is that it is already diluted by the very large 
amount of State and local securities which are outstanding, diluted 
down to the point that the relative differential runs about 25 percent. 
When you get that sort of situation the issuing government is getting 
almost nothing. The high income buyers are getting an exorbitant 
subsidy. It seems to me that the Federal Government with a very 
large amount of debt outstanding would do a very bad thing for itself 
if it went back to the system which it had before 1941, of issuing tax 
exempts. 

Mr. Baker. What is the average long-term rate on municipal 
bonds? Could somebody answer that? 

Mr. McGer. May I hear the question again ? 

Mr. Baker. What is the long-term borrowing interest rate on 
municipal securities ? 

Mr. McGer. There is no such thing, really, as an average rate, sir. 
We have bonds of different qualities, different intrinsic security, and 
different marketability outstanding, and they sell at different price 
levels. I can give you, sir, the median rate on which the municipalities 
and States have borrowed in recent months in connection with bonds 
of each quality classification, using one of the standard rating services. 

For instance, as shown by appendix A, on page 770 in my statement, 
during the year 1957 States and municipalities having bonds with 
AAA rating, that is the highest rating, were able to sell bonds at 
interest rates which at the median ran month by month from 2.73 in 
January up to around 3.30 in August, under different fluctuating 
marketing conditions. 

Mr. Baxer. About 3 percent ? 

Mr. McGee. That is right. 

Mr. Baker. How about 1959? 

Mr. McGer. In 1959 I have a 7-month record, and there the range 


ye from 3 percent to 3.40 percent for the months of January to 
July. 
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Mr. Baxer. From 3 percent to 3.4 percent. 

Mr. McGee. That is right. 

Mr. Baxer. During that same period of time what was the United 
States paying? 

Mr. McGer. The U.S. bonds during that period of time had issues 
outstanding in the market which have ranged considerably. I think 
I have the record here which will give you the range for the year. A 
quote sheet, November 19, shows yields that range to about 4.5) per- 
cent and that is for the 2.5’s of June 15, 1959-64. 

Mr. Ixarp. Is that long or short term money ? 

Mr. McGer. This is a medium term bond. 

Mr. Baxer. You are talking of new issues? 

Mr. McGer. Yes, I am talking of the maximum yield to give you 
the idea of a maximum which shows up on a quote sheet for medium 
term. There are even higher yields on shorter obligations. On the 
longer term bonds that have been outstanding for some time we have 
3.5’s of 1990 at a yield of 4.18. They are at a dollar price bid of 
3744 on this quote sheet, and they have been as high this year asa 
price bid of 9314 which would have represented a lesser yield. 

Now would you care to pursue this line with more questions ? 

Mr. Baxer. The last four or five issues or offerings ran up close 
to 5 percent. 

Mr. McGer. That is right, it did. 

Mr. Baker. One portion of it was 5 percent. 

Mr. McGee. That is right. 

Mr. Baxer. About 4.9. Don’t you think that is an important 
factor to consider on this subject here ? 

Mr. MoGer. I want to say that Congress has plenty of power to 
exempt its bonds from taxation if it wishes to do so. I certainly 
would raise no objection to it. If the Treasury and the Congress wish 
to do so, there is no barrier to their action. 

Mr. Baxer. I might make the thing even broader than that. Is not 
that the real compelling argument for removing the exemption from 
State and local securities ? 

Mr. McGer. Actually, sir, if you remove the exemption from State 
and local securities I think you would have direct repercussions on 
the market for U.S. bonds. That may seem a startling statement for 
me to make, but States and municipalities have been very substantial 
buyers in past years of those U.S. bonds. They held as of June 30, 
1958, according to Treasury estimates, as much as $16.9 billion of 
those bonds, as I recall the amount. Those bonds are held in sinking 
funds and retirement funds of the States and municipalities. I think 
that, if you struck down the tax immunity of States and municipali- 
ties, you would find that in order to attempt to finance themselves 
in some part—they would not be able to do so in full—they would 
be liquidating those bonds in order to obtain moneys with which to 
buy their own securities. I think that the effect on the Treasury 


market would be ve sharp and adverse. It would add greatly to 
the problems of the Treasury. 


Mr. Baxer. Mr. Brazer, if it were removed, the definition of gross 
income were changed in the code, what ae judgment would be the 


effect on the interest rate on long-term 
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Mr. Brazer. It seems to me that there could be no question but that 
if the exemption on municipals were to be removed, the U.S. Treasury 
securities would be a great deal more attractive as investments to a 
large Important segment of the market for capital funds generally 
than they are now. I am thinking, for example, of banks which are 
large holders of municipals and large holders of Treasury securities. 
[ can not conceive the situation in which these banks, with the removal 
of the exemption privilege on municipals would not shift in large 
part from municipals to Treasury securities. 

Mr. Baxer. Of course it would mean a substantial lowering of 
long-term Government rates. 

Mr. Brazer. I would hate to guess how much of a change this would 
mean, but obviously what would happen if the exemption privilege 
were removed is that you would get a considerable degree of re- 
shuffling of portfolios of investors either as individuals, as tax exempt 
institutions, as taxable corporations, and what-have-you. I would 
also suggest that these State and local governments are now in an 
enviable position as holding, as Mr. McGee pointed out, some $17 bil- 
lion worth of Treasuries, at the same time as they are able to borrow 
with the exemption privilege. Thus, for example, if I were free to 
do so and I were in charge of financing for New York State I note in 
this morning’s Times that 10- to 15-year issues outstanding, 10- to 15- 
year issues of New York State are yielding currently about 314 percent. 
The same maturities on the same maturity of Treasury securities vield 
between 414 and 41% percent. 

Mr. Baxrr. About 1 percent difference. 

Mr. Brazer. About 1 percent differential. So that if I could con- 
vince my cohorts in the New York State government to go along 
with me as well as the public, it seems to me that I could take New 
York State on what might sound like quite a substantial free ride. 
All I need is tens of billions of borrowing power which would enable 
me to then finance a large part of the State of New York expenditures 
on the 1 percent differential. I am not suggesting that this is a prac- 
ticable suggestion. I am suggesting that given present yields, and 
so forth, it in principle could be done. Since the security gains these 
State bonds which would be issued by the State would be in Federal 
bonds it seems to me their credit rating would be high. 

Mr. McGer. I think we ought to be practical on the subject. I 
think that the implication that any municipality would go out and 
issue bonds in order to buy Federal securities is totally unrealistic. 
The issuance of bonds for such a purpose would not be a public pur- 
pose within the meaning of any State constitution, according to 
advice I have had from prominent attorneys in the past. They would 
not approve bonds for that purpose. 

Mr. Severson. I am a little confused about Professor Brazer’s re- 
mark. I understood from his paper that he thought the removal of 
tax exemption would broaden the market for State and local bonds, 
but how would it also broaden the market for Federal bonds. I 
don’t see how it can broaden and improve the market for both types of 
bonds. ; 

Mr. Brazer. I suggest, rather, that the market for State and local 
bonds would be broadened to the extent that many kinds of investors 
would appear, while at the same time many investors to whom the 
exemption privilege is now extremely attractive would disappear. 
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Now the fact that I suggest in my paper that the interest rate on 
municipals would go up indicates that on balance the position of 
municipals would obviously be worse in terms of yields that would 
have to be offered. I don’t think there is necessarily a conflict. 

Mr. Baxer. Well, the Treasury is going to have to finance about 
$87 billion worth of maturing securities in the next year or so. We 
have been told in this committee that there is serious danger that the 
market will dry up if something is not done. You simply cannot sell 
them with the present statutory ceiling. Isn’t that a very important 
part of the subject we are right now considering ? 

Perhaps even more important than the amount of revenue the 
oe a8 Government will receive from taxing the interest on munici- 

als. 

2 Mr. McGee. Mr. Chairman, I do not want to deprecate the prob- 
lems of the Treasury ; I think they are very serious. That is a matter 
of great importance to you gentlemen who are members of such an 
important and influential committee of the Congress. I think, how- 
ever, that we have here a subject which has so many ramifications 
that it would be impossible for us in dealing with this subject to do 
full justice to it. I assure you that I do not believe that in the im- 
munity of States and municipalities we are aggravating any prob- 
lems of the Treasury. I would call attention to the fact that the 
Congress has been extremely zealous in preserving the immunity of 
the U.S. bonds from taxation by the States by legislation, and court 
decisions have upheld that legislation as it should be. 

The Cuamman. Before yielding to Mr. Ikard, may the Chair ob- 
serve that we have had with us this morning in the hearing room a 
congressional group from our very friendly South American nation, 
Brazil. We are very pleased they could arrange their schedule to 
come to the hearing room this morning. We appreciate very much 
you gentlemen being present. 

Mr. Ikard. 

Mr. Ixarp. Mr. Kirby, a few minutes.ago you indicated you had 
no difficulty in coming to the conclusion that you could, if necessary, 
provide this exemption in a way, as Mr. Maxwell described it, that 
would distinguish a proprietary interest from a governmental func- 
tion. I think it was Mr. Justice Black in a separate concurring 
opinion in the Gerhardt case, suggested that there ought to be a review 
of this whole area. 

Also you made a statement which I think is very true that this whole 
area was very confused. From a practical standpoint of any such 
division, would it not just create more confusion and from an admin- 
istrative standpoint, as Mr. Brazer pointed out a moment ago, and be 
eae le in that you would have in effect to sit and read men’s 
minds? 

Mr. Krrey. You are addressing yourself to the suggestion of Mr. 
Forand ? 

Mr. Ixarp. Yes. 

Mr. Kirsy. To tax the industrial development bonds? I think that 
most bond brokers can readily distinguish between the industrial 
development bonds and the hie State and local issues. Now the 
States with which I am familiar, that have legislative authority for 
the issuance of such bonds, have special statutes on the subject. The 
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industrial development bonds are issued under these particular statutes, 
as in Rhode Island, as in Llinois. We in Illinois have never exercised 
our statutory authority, but it is there. If bonds, however, were 
issued under this authority, they would be readily recognizable. So I 
think as a —— situation that the Internal Revenue Department 
could quickly determine whether any particular issue of bonds was 
authorized under an industrial development authority. 

Mr. Ixarp. That is what concerned me, not the right or wrong of the 
subject, but just the practical administrative side. 

Mr. Kirsy. The State and local bond dealers tell me that they can 
readily recognize them; and they do seem to frown on them. They 
are disturbed by their issuance. 

Mr. Barkin. I might add that all of these bonds, practically all if 
not all, are issued not only under State statute but are also generally 
preceded by local referendums in the local communities which issue 
these bonds so that there is a specific local endorsement for a specific 
industrial use, development use. 

Mr. Ixarp. I do not want to belabor that point but I can’t get out 
of my mind the illustration that Mr. Brazer used where you might 
have the bond used to build a fire station and the cash used for this 
purpose. 

Mr. Barkin. May I just add that while the illustration was ingeni- 
ous, I think it was a bit farfetched insofar as the industrial bond was 
concerned, because in these instances the individual might go through 
the particular manipulation which was suggested but we could identify 
the bond very, very easily as such. I think it is more a compliment 
to Mr. Brazer’s ingenuity of readily finding an illustration for a devi- 
ous loophole than a description of the problem of reality. 

Mr. McGee. As Professor Kirby has said, there is no doubt that 
they could abstain from handling industrial-aid bonds. I wish it 
were entirely easy, however, to identify all of them. There are 
twilight zones in this field, as there are in many other fields. It is 
extremely difficult to set up any criteria which would definitely draw 
a line right down the middle. As I have said, and I don’t want to 
belabor the point, there have not been too many of these things, but 
they have ranged in the spectrum of industrial-aid. The difficulty 
about the situation, which has induced some people to buy such bonds, 
is that the highest courts in a number of States have upheld the 
bonds as a public purpose. Now the Supreme Court of Kentucky, 
for instance, in its decision, particularly held that the public purpose 
was paramount here, that the industrial-aid financing provided for 
the employment of individuals who otherwise would be unemployed. 
When we start telling the highest courts of any State that they don’t 
know how to construe the laws of their State, I think we are departing 
from a sound program. 

Mr. Ixarp. I have one more question, Mr. Chairman. It is a very 
broad one and I don’t want to suggest that we re-read all the 
papers but it is this: It seems to me that we could agree that there 
are X numbers of dollars available in this country for investment in 
securities of this general type. Whatever that amount is I am not 
of course familiar enough to know, but the two big competitors in 
that market are Federal securities and the area about which we are 
talking this morning. 
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Very briefly I find it difficult to understand why one group of 
those securities should have the advantage of exemption while an- 
other group should bear the burden of taxation. 

Mr. McGer. Mr. Chairman, I don’t contend that the U.S. bonds 
should not have the value of exemption. I think, if the United States 
wants to exempt its bonds,.it has every right in the world to do so, 
and it could broaden the market by doing so. I would like to draw 
attention to the observation I have made in my formal statement re- 
garding things which the United States does do, and which States 
and municipalities cannot do, in adding to the marketability of their 
bonds. Now, the Federal power is so extensive that the United 
States is able to cloak its bonds with certain very definite market 
advantages which are not available to thers. It should do that; it 
does do it. These advantages are set forth, some 11 items in number, 
on pages 745 and 746 of my statement. I would like to call attention 
to No. 11, for instance. The bank examiners for the Comptroller of 
the Currency, the Federal Reserve System, and Federal Deposit 
Insurance Corporation classify U.S. bonds as nonrisk assets or riskless 
assets. Under that classification the banks are able to hold those 
bonds very advantageously. They don’t need to worry about market 
fluctuations up and down under normal circumstances. 

Mr. Ixarp. Some of them do. 

Mr. McGee. The bonds fluctuate, there is no doubt about that. But 
generally the examiners are able to deal much more leniently with 
that class and they do deal much more leniently with it. Further- 
more, there is another tremendous value for U.S. bonds because they 
are eligible as collateral for member banks of the Federal Reserve 
System. When a member bank needs to borrow from the Federal 
Reserve Bank it goes in and deposits U.S. bonds. Of course, those 
substantially are the only collateral that are accepted by the Federal 
Reserve Bank. I am not criticizing this point, I think it is very 
valuable, but it is a type of benefit which inures to U.S. bonds which 
is not available to anything else. I repeat, I think it is wonderful 
that the Federal Government does this, it should do it for its own 
protection, but it is a very valuable lever which generally other types 
of borrowers do not have. In fact, no other security is able to claim 
the benefit of collateral values at the Federal Reserve Bank that U.S. 
bonds have. 

Mr. Kirsy. I hardly can believe that Mr. McGee seriously suggests 
that you exempt from our Federal income tax the interest on Federal 
securities as the solution to this problem unless he completely dis- 
regards the Fetderal income tax itself. Out of concern for the main 
revenue source of this Government I find it difficult to believe that 
one would suggest seriously that we enlarge this whole, let us say, as 
escape from the burdens of the income tax. 

Mr. MoGer. Mr. Chairman, I say it would widen the market. | 
stand on that statement. I should hke to say this: I was very much 
interested in the observation that Professor Brazer made this morn- 
ing. He said in effect that wealthy people before they die give away 
their tax-exempt bonds so they don’t show up in their estates, and 
therefore we can minimize the data regarding holdings of tax-exempt 
bonds in the estates. I am much interested in the estate tax data on 
that score, because most of the people who have written on the subject 
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in the past have claimed that wealthy people do hold many blocks of 
tax-exempt bonds, and that the number who hold them are so extensive 
that the number is nefarious. Frankly, I don’t think people of wealth 
can give away their tax-exempt bonds before they die in any such 
number as to evade the estate tax laws. If such evasion were possible, 
they would be doing it in other classes of property, which they are not. 

I think the estate tax data in my statement shows very appropri- 
ately that the bonds are not held inordinately by very wealthy peo- 
ple. I can say from my own experience within recent years, by rea- 
son of the higher interest rates that have prevailed on State and 
municipal bonds, they have been bought in increasing numbers by 
people of small means. I am delighted they are. ‘That is the only 
way that States and municipalities can broaden the markets, to see 
that their bonds are bought ie individuals and savings institutions. 
Actually, the Treasury is in the position where it has bid for the at- 
- ion of individuals, as it did with the issuance of the 5 percent and 

f percent bonds within recent weeks. [5 percent due August 15, 
i 06 47 percent due November 15, 1963. | That is the way to. get the 
money in, to induce savings by prov iding some advantage. 

Mr. Maxwet. I was interested in Mr. McGee’ : table on page 765. 
I made some calculations based on his table. I don’t doubt that 
exempts have declined in popularity in recent years in the estates but 
if you look at his table and make certain calculations which I shall 
not go into, they come to this: In the smaller estates and middle es- 
tates—that is half a million net estate—the percentage of the estate in 
corporate stock is consistently higher than the percentage in exempts. 
Whereas in the larger estates it 1s consistently the other way around. 
So that estates of $1 million and over hold 53 percent of the total of 
exempts in all estates and only 28 percent of the total of corporate stock 
in all estates. So there is a marked concentration of exempts in the 
high estates even though there has been some shifting out of that 
area in recent years. 

Mr. McGee. Might I invite the committee’s attention to that table 
on page 765, which shows that the percentages of the estates that are 
held in corporate stock range in the estate tax brackets of $1 million 
or over as high as from 33% 5 up to 77% percent. In fact, there 
is another one at 86%49 percent. That is the highest bracket. 

Mr. Maxwety. We are talking about a different thing, Mr. McGee. 

Mr. McGer. I am sorry. I did not understand your statement. 

Mr. Barxrn. Mr. Mills, I would like to call attention to one phase 
of this problem which gets lost necessarily in the formulation of the 
problem of municipal bor rowing. I would like to just tag it for your 
consider ‘ation—namely, during the last session of C ongress the House 
Banking Committee and the Senate both considered bills favoring a 
formalization of Federal organizations to provide and to extend loans 
or to facilitate the granting of loans, to local governments for various 
public purposes. 

The sum which was talked about, or contained in the bill, I recall, 
in the Fulbright bill in the Senate, was something like $1 billion and 
in the House banking bill, if I recall, it was $1 or $2 billion. 

This action and consideration highlights one other aspect of this 
problem—namely, that our entire sy vstem of local government financ- 
ing, particularly as it relates to much of this up- rated and low-rated 
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municipal bond, encounters a great deal of difficulty. So much so that 
these particular agencies had even to think of the Federal Government 
as a possible financier for their needs, both because the rates were 
high and because the mechanism for raising these funds is so inade- 
quate. The hearings are fully available, so there is no need of 
elaborating on this issue. The committee reports are available. The 
tax exemption proves, therefore, not to be the answer and to provide 
this facility which the proponents indicate. 

There is a bigger problem here in terms of local government finance, 
namely, the problem of the organization of our facilities of finance, 
In my previous statement I indicated that several States are very much 
troubled by it, particularly for the low-rated and unrated bond issues 
and is one which should be encompassed in any consideration of this 
problem because I believe that the removal of the exemption is not 
really as serious as the truly more important problem of thinking of 
ways of helping these communities in their total financing. 

The Cuarrman. Mr. Betts has a question. 

Mr. Berrs. As I think over the discussion this morning, I gather 
one of the important issues here is not only tax exemption but Fed- 
eral aid versus local aid. Now, if I am right, Mr. Brazer indicated 
that this exemption was, in fact, indirectly Federal aid, and is wrong 
because Congress has no direction over its spending. 

It would be much better he thinks to substitute for exemption, Fed- 
eral aid, so that Congress could control the spending. Is that correct! 

Mr. Brazer. Not quite. 

Mr. Berrs. Your example was the ferris wheel. 

Mr. Brazer. I realize the implication that was contained in that 
particular statement. I believe, though, that the indirect subsidy of 
this kind is wrong for more important reasons. It is wrong because 
it carries with it what I consider to be the very great cost in terms of 
inequity in the personal income tax, wrong because the distribution 
of the subsidy bears no relation to relative need or fiscal resources at 
the State-local level. 

I would prefer, and I think I have indicated this in my paper, that 
the direction on the part of Congress of the use of funds provided for 
subsidization of local capital outlays be minimized rather than in- 
creased. 

Mr. Berrs. Do you agree with me that there is this issue of Federal 
aid versus local aid here? 

Mr. Brazer. I think that you have Federal aid in both instances, 
Mr. Betts. 

Mr. Berrs. You have indicated one is direct and one is indirect. 
Is that not correct? The exemption you said was indirect Federal 
aid ? 

Mr. Brazer. Nevertheless, it is Federal aid at a specific dollar cost 
to the Treasury. 

Mr. Berts. I also understand that you feel if there is Federal aid 
there should be Federal control ? 

Mr. Brazer. No. I would not at all insist on Federal control. My 
preference, rather, is for unconditional Federal grants based on the 
States and localities doing it themselves. 

Mr. Berrts. I just want to be sure that I know the problem. Broad- 
ening the exemption would discourage local financing and encourag- 
ing Federal financing for strictly local needs. 
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Mr. Brazer. There are two points I would make in this respect. 
One is that under the snnbenii-tat us call it indirect subsidy method— 
the cost of the subsidy to the Treasury far exceeds, I suggest perhaps 
by $200 million, the gain to the State and local governments. 

The second point that I would make is that if our interest is truly 
in aiding State and local governments to finance capital outlays, 
then we ought to aid financing of capital outlays, and not only those 
capital outlays that are financed by borrowing. 

As I pointed out earlier, you will find in figures presented in the 
various papers that State-local capital outlay last year was estimated 
at about $12 billion. New issues of municipal and State bonds ran to 
about $7 billion. Thus, we are, through the exemption, subsidizing 
some capital outlays and not others. 

I am not by any means sure that we are subsidizing the right ones 
and failing to subsidize the wrong ones. 

Mr. Berts. Do you feel that if this should go into more Federal 
aid, there would be complete agreement from all of you that there 
would be no Federal control 

Mr. McGee. No, sir. 

Mr. Berrts. Is that one of the issues here? 

Mr. McGer. Yes, sir. 

Mr. Berrs. Federal control and Federal aid against local control 
and indirect aid? I think that Mr. Ely indicated that what the 
Congress might be doing is sitting as city councils. 

Mr. Exy. I thought one of the arguments advanced on the other 
side was that Congress should exercise a degree of control over the 
utilization of what is characterized as Federal subsidy. My point 
was that if you did that you would be substituting your judgment for 
100,000 local government units. 

It is not practical. You go in one direction and say, “We will 
decide whether we are going to build a ferris wheel for our money’s 
worth,” or we will say, “Hands off,” and we will not exercise any such 
control. Now, if the proponents of the abolition of this exemption 
abandon the contention that the United States ought to police the aid 
given, direct or indirect, then I would say that is a very significant 
concession, because I thought one of the arguments for doing away 
with the exemption and substituting some kind of direct subsidy was 
that with the subsidy comes more direct control over the utilization 
of the money. 

Mr. Maxwetz. I am one who advocates doing away with the exemp- 
tion. I do not do so in any sense with the idea that there should be 
increased Federal control, although I do think the bogeyman of Fed- 
eral control is kicked around much too much. 

Just before I came down here I happened to read the rather exten- 
sive hearings of the Fountain subcommittee. Representative Foun- 
tain from North Carolina was chairman of the subcommittee which 
went around the United States, having hearings not only in Wash- 
ington, but in localities, and he tried to turn up evidence of Federal 
aid which had brought Federal interference with local functions. 

If you will look at the hearings or will look at the report of the sub- 
committee, you will find that the evidence of Federal interference 
when it has given aid is so nearly zero as to be really zero. Now, if 
the Federal Government cared to give a quid pro quo in terms of 
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abolishing exemption, and it cared to give Federal aid in the form 
of an unconditional subsidy, somehow geared to State needs, I, for one, 
would applaud. That sort of aid would be an unconditional subsidy, 

aac. McGee. Mr. Chairman, might I speak from experience on this 
point ¢ 

Mr. Ely has very cogently presented basic arguments, but I think 
a little human interest on this point might be appropriate. I do not 
think you can ever divorce Federal control from Federal aid, although 
we have some programs where it is administered with a minimum of 
control; but when you get into the question of local improvements, 
the Federal control necessarily will mount. 

There will be a determination, as Professor Brazer suggests of the 
capacity of the community to incur indebtedness for the purpose which 
the Federal Government will finance. That, in itself, is a form of 
control. I speak from experience because I was a finance examiner 
and chief of a section of the Finance Division of the Federal Emer- 
gency Administration of Public Works—the PWA in 1933. 

I had charge of the Finance Division examiners in several Mid- 
western States at one time. Those examinations went directly to the 
question of the ability of the municipality to pay the bonds which 
were offered. Each municipality was granted 3314 percent at that 
time. Later, PWA granted 45 percent of the cost of improvements 
of the municipality, and it was also buying the bonds for the remainder 
of the development costs. In determining the qualifications of the 
municipality to issue the bonds and sell them to us, we were treating 
the bonds as market obligations which had to be paid. Very rightly 
so. 

We examined the purpose, and I know instances where we turned 
down bonds for certain purposes, because we thought it was improper 
for the municipality to borrow for that purpose; and we turned down 
applications in other instances because we thought the indebtedness 
would be too big for the municipality. 

In some cases the Finance Division was overruled by our superiors, 
but a good many of our recommendations stuck. I don’t think you 
can ever get away from that system. So long as you have the disburser 
of the purse standing in judgment, he is going to exercise control. 

The Cuarrman. Let me go to Mr. Metcalf, if I may, and then we 
will get your observation. 

Mr. Mercatr. Mr. Chairman, I am concerned along the same lines 
as Mr. Betts was in interrogating the witness. I would like to say 
there has been Federal control in our education program, for instance, 
but when I was formerly on another committee, I used to challenge 
witnesses to come before us and show any Federal control of the 
education process under Public Law 874, and none of them were able 
to demonstrate any Federal control of education. 

I believe that is a little bit extraneous to the hearing we have here. 
But, I am impressed by your statement, Mr. Severson, that we have 
inadequate. school facilities, except that I cannot see how you can 
justify this sort of exemption as a policy matter for the creation of 
school facilities. 

If we are going to have Federal aid to subsidize this function, 
should we not subsidize them directly rather than subsidize the bor- 
rowing ¢ 
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Mr. Severson. Mr. Congressman, it seems to me that the present 
system is working rather well. I just call attention to one thing—the 
diffic ulty of selling bonds if the exemption were removed. | “doubt 
seriously if the bonds of a small school district could be sold if the 
exemption should be removed. 

It seems to me that if you do that, you are putting the full burden 
on the Federal Government, and the question has been raised of help- 
ing the Federal Gov ernment finance by taking away tax exemption of 
State and local bonds. 

If the Federal Government is forced to finance a large part of 
school construction, as I understand you suggest, I really don’t see how 
the removal of tax exemption is going to help balance the Federal 
budget. 

Mr. Mercatr. Now, the greatest need in the schools for instance, is 
in the district that has a burgeoning and expanding population and 
has reached its constitutional and statutory debt limitation and cannot 
borrow any more. Now this tax-exempt municipal bond won’t help 
that district at all. 

Mr. Severson. No, sir. I do not believe that anybody thinks that 
tax exemption is a cure for everything—quite the contrary. 

Mr. Mercatr. Now, Mr. Ely said that eac h district has a choice of 
whether it will borrow or “pay as you go.” Now, if we have tax 
exemption, we are saying, as the Federal Government, “We will sub- 
sidize you if you will borrow, but we will not subsidize you if you pay 
as you go.’ 

Mr. Exy. I will start one step further back, Mr. Metcalf, with the 
belief that the States are exercising a constitutional immunity ; this 
isnot an act of grace from the Federal Government. 

Mr. Mercatr. Now, let us assume that the Supreme Court would 
decide the constitutional point as I suggest they would decide it 
instead of deciding it as you suggest they would decide it, and go to 
the policy matter. I know that that is a violent assumption for you 
tomake because you have made an eloquent argument. 

Mr. Exy. Thank you, sir. Starting with that assumption, I would 
say that to the degree you increase the cost of bor rowing of X school 
district, a small school district, with a small marginal local market 
now for its tax-exempt bonds—to the extent that you render those 
bonds difficult to sell, perhaps impossible to sell, you do not thereby 
cure the necessity of having a school there. 

Somebody has to provide it. So what do those people do? They 
go to their State government for help and sooner or later both of 
then come to the Federal Government for help. Whereas, if you 
permit them to the maximum that they are capable to borrow upon 
their own credit as they have done historically, since the beginning 
of the Constitution, you are aiding the Federal Government by keep- 
ing off its back this swarm of local agencies that otherwise must come 
for F ederal help. 

There is no good to the Federal Treasury in expanding the list of 
those dependent on it. 

Mr. Mercar. We are aiding them anyway, as Mr. Brazer pointed 
out. My point is that by this system we are not aiding the ones in 
greatest need and we are forcing others to turn to the borrowing, 


as opposed to pay-as-you-go, because they have Federal aid for 
orrowing. 
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Now, let us move from the school district that has exceeded its 
bonding capacity out in the State of Washington, for example, and 
put it in a public utility industry. The public utility district issues 
bonds to buy a private power company and they are tax exempt, and 
the Federal Government subsidizes the purchase of a private power 
company but cannot subsidize the financing of a school district. 

Now, can you justify that in the public interest ? 

Mr. Exry. Mr. Metcalf, if the local law for reasons of policy fixes 
debt limits, it fixes one upon each public agency. You are assuming 
that the public utility district is operating within its debt limit 
whereas the school district has reached its limit. Now, of course, you 
could make the opposite assumption, if you feel like it, and reach 
the opposite conclusion. 

If you are suggesting a difference in the value of the public service 
offered by the public utility district on the one hand and the school 
district on the other, then I suggest to you that Pandora’s box is 
opened, because if the Federal Government is to extend or withhold 
assistance, whether in the form of tax exemption or direct subsidy, 
based upon the decision of a Federal administrator, not a State admin- 
istrator who is a locally elected public official, then you are at the 
whim of the changes of administration and political climate in 
Washington for the accomplishment of local purposes that otherwise 
would be decided by the local electorate. You are virtually dis- 
solving the local seat of government. 

Mr. Mercarr. Might I have Mr. Brazer’s comment ? 

Mr. Brazer. I just want to make this comment: That is, that much 
of this discussion seems to assume that our Congressmen who sit here 
in Washington somehow, once elected, divorce themselves from their 
origins. It seems to me that I have at least as ready access to Mr. 
Meader as I have—to put it another way, I have more access to Mr. 
Meader than I have to some members of our city council. Mr. Meader 
remains a Representative from Washtenaw County whether he sits 
in Lansing or in Washington or as a member of the city council in 
Ypsilanti. 

Mr. McGer. Mr. Chairman, I think we all rise in approbation of 
our Congressmen, collectively as well as individually. You are doing 
a magnificent job. You are alert to the national problems and to 
State and local problems, too, but you cannot administer these pro- 
grams once they get underway. You may legislate the programs into 
existence, but the administration depends on bureaucrats who are 
neither omniscient nor possessed of the judgment necessary to evaluate 
local needs and to take action with adequate promptness. 

The Cuatmrman. Mr. Alger? 

Mr. Aurcer. Professor, I have listened carefully to your remarks 
and I have a feeling that the gentleman from Montana and the gentle- 
man from Ohio are concerned with something that does trouble us on 
this panel. I think the things you have discussed are at the heart of 
the problem, that is, the matter of Government control of subsidy. 
I am going to restate what you said earlier. I will be interested to 
check the record to see if this is not what you said because I think you 


have the finger on the problem, much as I understood what you said 
earlier. It was this: 
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The exemption from Federal tax of these local bonds is a Federal 
subsidy of local projects and with this ought to go Federal control 
since it is an exemption from paying the tax, the Federal tax, and the 
ferris wheel—becoming now, a famous example which was used—in- 
dicating maybe this was a questionable subsidy by the Federal 
Government. 

Then, Dr. Maxwell more recently said, referring to the Fountain 
committee, that Federal aid does not mean Federal control; in fact, it 
is almost zero as a result of the hearings by the committee. 

I wonder if you would comment. Before leaving this ferris wheel, 
the thing that struck me about your point, Dr. Brazer, is this, that it 
seems you are equating the fairness and equity of this matter with con- 
formity with Federal planning as though the Federal Government 
through control should make our communities conform to whatever 
the Federal Government thought was right. 

Then, Dr. Maxwell said that the Federal aid does not mean Federal 
control. I simply want to point out one example, Dr. Maxwell. What- 
ever Federal aid comes into a project, as in the building of a hospital 
or highway program, canialnohel y all wages are set by one man in 
Washington from whose judgment of correct wage there is no re- 
course, not even in the court of law 

This, I think, is Federal control following Federal aid. I do not 
know how it can be called otherwise. 

Now, back to this other thing, Dr. Brazer. I am concerned, before 
we discuss the issue of whether we have this exemption or not, over 
this matter of Federal bureaucracy planning, regimenting all our dif- 
ferent localities. I would rather see the community have the right 
to build a ferris wheel if they want to without Washington saying 
“You will” or “You will not do this through this means of tax.” 

Mr. Brazer. On the now perhaps unfortunate reference to the ferris 
wheel, the point I was making, or was attempting to make at that time, 
was an argument, essentially, in response to the arguments that had 
been offered, suggesting that there was only good to be seen in aiding 
State-local governments in financing their various projects. 

What I was attempting to suggest in the use of that illustration was 
the thought that we, in exempting municipals, are not only providing 
aid to local communities at a cost of, say, $2 for every $1 of benefits 
enjoyed, but that we were also not necessarily always aiding projects 
which we would readily agree are in the national interest or even in the 
local interest. 

My general position would be one very close to Mr. Maxwell’s. 

I would urge that the Federal Government aid State and local gov- 
ernments in their financing of capital outlays, with a maximum of 
discretion being made availeble to the State and local communities as 
tothe choice of capital construction or capital outlay projects that were 
to be made. 

Now, I hope this does not appear to be self-contradictory. It is not 
soin my mind. I can see that we could provide aid to the financing 
of State-local outlays, at the same time keeping to a minimum Federal 
determination as to the choice of these projects. I would agree with 
you that one community may consider it essential to finance a ferris 
wheel while another community considers it essential to finance a 
sewage treatment plant. 


. 
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I am not one who would want to sit in judgment and say one com- 
munity will gain more from the sewage treatment plant that the 
other will from the ferris wheel. People differ, communities differ. 

Mr. Maxwe.u. May I make a very brief comment? I suppose the 
record will show exactly what. I said. I know now what t should 
have said if I had thought of your question before you asked it. 
That is, that the Fountain committee holding hearings over the United 
States found almost no State and local objection to what Federal con- 
trol was exercised. 

The State and local governments do not, apparently, object to the 
Federal Government auditing the expenditures to see that the ex- 

nditures were made where Congress meant them to be made. Ob- 
jectionable Federal aid was not discovered by the Fountain subcom- 
mittee in its hearings. 

Mr. Arcer. I will not pursue this further. I appreciate both of 
those answers. 

I have one other matter. The record should show on page 6 of Mr. 
McGee’s statement—you treated this very briefly when you spoke of 
the table on page 765. Your statement there is the only statement I 
have heard today that put it quite as bluntly when you say that, of 
course, it is not tax evasion, and speaking of the people holding these 
bonds, that they are paying more than the critics admit; you men- 
tioned the estate tax data. 

Would you care to add anything more to this? All of us, I think, 
have the feeling that those in the higher brackets very definitely are 
escaping tax, without getting to whether this is right or wrong. 
Whether or not they have the right to do it, they do it. 

What do you mean that they are paying more tax than their crities 
will admit? 

Mr. McGer. Thank you for reference to that point. The papers 
on the other side reflect calculations which have been made by others 
in the past. Indexes were taken relating to the interest return which 
might be obtainable upon certain corporate bonds, particularly out- 
standing corporate bonds, and those indexes are compared to certain 
indexes of municipal bonds. 

Now, my position is that neither form of index that has been used 
in past studies is as accurate as it should be. For instance, there is 
usually employed by the critics an index of outstanding corporate 
bonds which is published by Moody’s Investors Service. Now new 
issues of corporate bonds don’t sell, ordinarily, at the levels of the 
outstanding bonds. That is proven by the information which is 
published by Moody’s Investors Service. I would like to present for 
the record, if I may, an excerpt from Moody’s Bond Survey of Octo- 
ber 5, 1959, which I shall send to the desk. Unfortunately, I have 
only a half dozen copies here. 

With you permission I will extend one to Professor Brazer so that 
he can pass it along the line. 

Mr. Axcer. In the interest of conserving time, have you covered 
this in what you have considered sufficient detail to answer my question 
I just asked ? 

Mr. McGer. No, I have not, sir, because I did not have in the formal 
statement this particular presentation. 

Mr. Arger. Would you care to add a brief statement along with 
this supporting this in answer to my question ? 
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Mr. McGrr. Would you like me to file a written statement ? 

Mr. Averr. That was my thought, in view of the time. 

The CuarrmMan. Without objection, the statement and this material 
will both appear in the record at this point. 

(The document referred to follows :) 


The exhibit which was presented in evidence consists of pages 264 and 274 
of Moody’s Bond Survey dated October 5, 1959. 

Page 264 sets for four charts showing the yields on corporate bonds of four 
different quality ratings, namely, Aaa, Aa, A, and Baa. (These are the four 
highest quality ratings used by Moody’s Investors Service.) In each of these 
charts a heavy line designates the average yields on corporate bonds previously 
distributed in the market. In contrast, the individual dots in each of these 
charts show the average yields during each month on new issues of corporate 
ponds of the respective quality ratings. It may be observed that, in most months 
the average yields on new issues are appreciably higher than the average yields 
on distributed bonds. 

Each of these charts relates to the years 1955 through 1958, inclusive, and 
the first 9 months of 1959. 

The spreads or differentials between the indexes for the two categories of 
corporate bonds for a recent month (September 1959) may be calculated from 
a tabulation appearing on Moody’s page 274. These are as follows: 


[Percent] 


| 
| Average Average | Additional 
corporate corporate | 


| 
| 
} 
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interest 
costs on 
new issues 


new issue distributed 
yields yields 


offerings. 
available. 


[he mentioned yields are in terms of annual interest costs. 


The preceding tabulation, and the charts which relate to many months, 
demonstrate that the yields on new issues of corporate bonds are higher than 
the frequently used index on distributed bonds. Inasmuch as it is the offerings 
of the new issues of corporate bonds which are consequential market forces, and 
against which new issues of municipal bonds must compete, it is inappropriate 
for analysts to assume that any index of municipal bond yields should be com- 
pared to an index of distributed corporate bond yields. As many academic 
comparisons of corporate bond yields and municipal bond yields have been based 
upon indexes of distributed corporate bonds, such comparisons are inaccurate 
and inappropriate as a means of measuring the possible interest rate at which 
State and municipal bonds might sell, if interest on the latter were subjected 
to Federal income taxes. 

As set forth in my formal statement (pp. 742-759 of the committee’s com- 
pendium), there are also additional considerations which strongly indicate that 
measurements of municipal bond yields on a hypothetical basis do not properly 
reflect the borrowing costs which would be faced by many States and munici- 
palities. Part of the problem in connection with such State and municipal 
borrowing arises from the fact that many municipal bonds are not rated, for 
the reasons set forth on pages 755 and 756 of the committee’s compendium. The 
lack of a rating has a deleterious effect upon the marketability of the bonds. 

Attention also is called to the fact that many corporate obligations, especially 
those rated Ba and B, or those unrated, are marketed nowadays largely to the 
extent that the issuers are willing to give purchasers of these obligations a call 
on equities of the corporations. Thus, it has become quite common for corpora- 
tion borrowers to issue convertible debentures, the holders of such debentures 
having the right to convert them into common stocks under specified terms and 
conditions, 





386 INCOME TAX REVISION 


As variations of this method of financing, some corporate debentures are 
accompanied by warrants for the purchase of stock, or debentures are offered 
as part of a unit offering of debentures and preferred stock or common stock. 

The frequency with which offerings of combinations of debentures and equities 
come into the market is exemplified by a tabulation on the lower part of Moody’s 
page 264 under the heading “Prospective Taxable-Bond Offerings.” An exami- 
nation of this tabulation shows that no less than eight such offerings, consisting 
of convertible obligations, or obligations with warrants, or obligations as parts 
of units were listed. The 8 offerings comprised a significant part of the 19 
then prospective American corporation bond offerings listed in this tabulation 
for a period of weeks beginning October 6, 1959. 

Obviously, municipalities have no equity interests to offer to prospective inves- 
tors. Thus, municipalities whose bonds are unrated or which are rated in the 
lower quality ratings, can offer no such inducement as is highly popular with 
investors. 

The difficulties faced by States and municipalities were recognized by a fairly 
recent official body, the Commission on Intergovernmental Relations (know as 
the Kestnbaum Commission), in its report to the President of the United States 
in 1955. The Commission stated, “Removal of the exemption would adversely 
affect the financial capabilities of States and their political subdivisions at a time 
when they are already hard pressed to meet emerging fiscal responsibilities.” 
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YIELDS ON CORPORATE BONDS* 
(Newly Issued vs. Distributed) 
————______—— (September, 1959) — 
—Newly Issued— Distri- —Newly Issued— Distri- 
Rat- Amount buted Rat- Amount buted 
ing Yields (Mill.) Yields ing Yields (Mill) Yields 


A Bt 5.17% $15.0 4.52% BR 5.65% $18.0 4.87% 
he 5.48 75.0 4.69 Rae t t 5.18 


Distributed and newly issued yields, the latter weighted by 
amounts offered, are monthly averages. *Latest figures are plotted 
on page 264. {No offerings in September. 


i¢@ CHAIRMAN. Is there anything else? 
. Averr. That is all. 

Thank you, Mr. Chairman. 

The CuHamrmMan. Mr. Ikard has a question. 

a Ixarp. I think we have gotten pretty far afield on this subject 

Federal control. I cannot see where that is apropos of this 
i scussion this morning. It seems to me that we are back to the basic 
question, which is whether or not this exemption is worth the price 
we pay. I have the impression that in some areas the exemption is 
not taking care of the small community about which there has been 
a good deal said this morning and that those small communities—in 
fact I know of some of my own personal knowledge who are selling 
their bonds right here in Washington to the Federal Government 
and they are doing it without, so far as I know, one bit of Federal 
control being exercised over them. 

Now, if we desire, if it is a matter of policy, to make these securities 
more marketable : and to broaden the market for them, why would it not 
be feasible to have some sort of guarantee program like FHA for these 
municipal projects? It would certainly not lead to, or even suggest, a 
matter of Federal control, as to which I find myself in agreement with 
much of what has been said this morning. But I think we have 
confused this issue considerably by getting what appears to be way 
ott b; ise, 

The Cuaimrman. Mr. Mason? 

Mr. Mason. Mr. Chairman, may I make an observation ? 

The Cuatrman. You may. 

Mr. Mason. It seems to me that the testimony has shown that this 
tax exemption from municipal bonds and so forth, is a very expensive 
way of helping municipalities because it is costing us $2 for every 
dollar’s worth of goods or help they get. That is the first observation. 

The second observation is thie: f if there is 1 percent differential be 
tween the interest on Federal bonds and on municipal bonds and we 
have got to turn over $87 billion in the next year, that 1 percent will 
be $870 million and that has to be added to the cost, too. So perhaps 
we ought to do something about it. 

The Cuamman. Mr. E ly, may I ask you one question: Would your 
thinking with respect to the constitutional question in regard to State 
and municipal bonds also extend to so-called housing bonds ? 

Are we prohibited, in your opinion, under the C onstitution, by the 
same immunity in that field ? 

I noted in the last session considerable interest being manifested by 
certain people to tax the interest on housing bonds “issued by local 
housing authorities and I suppose, to some extent, supported ‘by the 
Federal Government. 
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_Mr. Exy. As I understand the present situation, Mr. Chairman, the 
United States gives money to the local housing project to the extent 
required by its debt service in whole or in part. The United States 
is in fact furnishing the money which in turn is paid out by the hous. 
ing project on the bonds. . 

If interest on the bond is taxable, then more money must be ad- 
vanced by the United States to the housing agency to service its debt 
than if the bond is not taxable. 

The CuarrMan. I was merely looking at the constitutional point be- 
cause I thought 1 detected a considerable interest on the part of some 
in the Congress, who perhaps would not want to extend the philosophy 
of taxing interest on municipal and State bonds to tax the interest on 
housing bonds. 

[ wondered if you have in your thinking reached any conclusion 
with respect to the constitutionality question of taxing interest on 
housing bonds. . 

Mr. Exy. Putting to one side, then, the fact that the housing proj- 
ect’s debt service now is actually provided out of the Federal Treasury, 
and assuming this is not so, and that the service is provided by other 
revenues, I see no great difference in the constitutional problem be- 
tween the immunity of bonds sold to raise money for public housing 
and bonds sold for other public use. 

I emphasize the word “public” in both cases. I am assuming the 
local community regards public housing in somewhat the same cate- 
gory as a public utility; that is, it is available for the general public. 
Others might disagree and say that the public housing bond must be 
grouped with the industrial aid bond. This is room for wide differ- 
ence of opinion. 

The Cuatrman. I cannot see, though, if we follow the doctrine of 
immunity from taxation because of the inter-governmental relation- 
ship, why that immunity would not also extend to the question of the 
taxation of housing bonds. If we reach the conclusion that we can tax 
the interest on housing bonds, even though the debt servicing charges 
may well be paid by the Federal Government, they are still an issue 
of a local agency of government. We would have to reach the con- 
clusion, would we not, that we could tax the interest on State and 
municipal bonds? 

Mr. Ey. There is certainly that possibility, Mr. Chairman. I 
think the problem is complicated by the fact that the money to pay 
this debt service now comes out of the Federal Treasury. The Treas- 
ury is biting itself, when you increase the cost of that aid. 

Mr. McGee. May I say I depart from Mr. Ely on this last question. 
I think you have stated the case precisely, Mr. Chairman. 

The Cuairman. I was asking a question. 

Mr. McGee. I will answer in the affirmative, if I may. I have some 
knowledge of this subject. I don’t want to appear to be brash in enter- 
ing a legal discussion on this, but I was one of the early advocates of 
the distribution of housing bonds in 1940. That may make me doubly 
unpopular with some members of your committee, but I have discussed 
this subject with bond attorneys who have passed on these bonds on 
many occasions, 

I think the tax immunity on the housing bonds is not only definitely 
on the same constitutional basis as that of obligations issued by States 
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and municipalities for other purposes, but you have granted a double- 
barrelled immunity on the housing bonds. In the U.S. Housing Act of 
1937, in its original form, you provided expressly that those bonds 
should be exempt from Federal taxation, and, in effect, you have made 
a unilateral offer which has been accepted. The U nited States is not 
issuing the bonds. The bonds are bonds of a local authority, but the 
United States is a third-party beneficiary in the sense that “lower in- 
terest rates on the bonds permit lesser annual contributions by the 
United States to the local authorities. 

The CuarrmMan. The Congress has always, apparently, proceeded on 
the basis of making it impossible, with respect to actions of the Con- 
gress, to raise the constitutional question in the Court with respect to 
State and municipal bonds as is evidenced by the action of the Con- 
gress in the taxation of life insurance companies in this past session. 

Now, the very people, however, who so guardedly tried to protect 
against the raising of that question in the Supreme Court may well 
mise this entire constitutional question by eliminating the exclusion 
from income of interest on housing bonds. That is your conclusion, 
is it? 

Mr. McGee. I definitely assert, sir, that they are entitled to con- 
stitutional immunity, on the advi ice of counsel. 

The Cuatrman. I say though, that if Congress repeals that pro- 
vision and that case should go ‘to the C ourt, there would be very little 
distinction that could be made later by the C ourt, should it decide it 
is constitutional to tax the interest on housing bonds, from the interest 
on other types of bonds issued by city and State. 

Mr. McGee. That is right, sir. 

The Cuarrman. That may be one way the question will get to Court. 
Apparently, we do not want ‘to get there involving State and municipal 
bonds if our past actions are to be any guide in determining our 
position. 

Now, let me ask you this question: If we are not to tax the interest 
from State and municipal bonds, why should not the situation work 
both ways? When I buy such a bond and sell it at a loss, what justifi- 
cation is there for me to take that loss against any capital gains that I 
have experienced during the year / 

If there is this immunity and we insist that the immunity exists 
and we should not tax the income from those bonds, w hy, should we 
permit losses on such bonds to be subtracted from any gains we may 
make with respect to corporate bonds and Government bonds? 

Mr. McGer. I defer to Mr. Ely’s answer to that score. 

The Cuairman. Is that necessary from the point of view of the 
financial analyst, Mr. McGee ? 

Mr. McGee. No, sir, I do not think it is. I think the case basically 
is one of the immunity of States and municipalities. I am not claim- 
ing immunity on the part of the taxpayer. He enjoys an exemption 
for which he pays when he is buying a municipal bond, because he is 
getting a lesser yield than he does on a n taxable secur ity. 

The Cuarrman. If heruns the risk and incurs a loss, then, should we 
take that loss into consideration in determining his taxes with respect 
to other income ? 

Mr. McGee. My understanding is that there are Court decisions on 
the subject, sir. I do not feel that I can properly answer it other than 
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to stand on the statement that, if it is properly constitutional for you 
to classify the capital gains and capital losses, i have no objection. 

The Cuamman. I am thinking, also, with respect to the fact that 
the bank can take any loss it incurs with respect to State and munici- 
pal bonds as a deduction from the ordinary income which it derives 
from other sources in the year in which the loss on these bonds occurs 

Now, only banks can take the loss as an ordinary loss. The rest of 
us take it asa capital loss. If we want to protect against this in the 
interest of this intergovernmental relationship and preserve the 
immunity, should we not do it on both sides of the street or both w ays! 

Mr. Exy. Mr. Chairman, if I might comment, I think Mr. McGee 
touched a point where he said the immunity is not that of the t tax- 
payer, but that of the issuing sovereign. It has been held, for 
example, that the immunity does not attach to a capital gain on the 
resale of bonds. It is within Congress’ province to tax that capital 
gain and in its discretion to allow “what credit it chooses for c: apital 
losses, by the same token. 

The reason is that the resale is so remote in time from the issuance 
of the bond that it does not “clog,” to use the Supreme Court’s word, 
the exercise of the State’s borrowing power at the time of its exercise. 
It happens years after the issuance, and has no measurable effect on 
the exercise of its borrowing power. 

The Cuatrman. Do I understand that you do not find any consti- 
tutional question with respect to taxation of a capital gains enjoyed 
by the individual on resold bonds? You will not find any question 
there ? 

Mr. Ety. I think it has been so decided by the Supreme Court. 

The CuarrmMan. You go along with that? 

Mr. Ety. Yes, I think the rationale of the decision is right. 

The Cuamman. You may make a gain out of owning such a bond 
and be taxed on that gain, but that is different from having i income 
from such a bond and being taxed on that income? 

Mr. Exy. Again, you are speaking in terms of the effect upon the 
taxpayer. Iam speaking i in terms of the effect on the issuing sover- 
eign. The test is whether at the time the bond is sold its value in 
the marketplace is impaired by the imposition of the Federal tax. 

You can visualize this problem vividly by assuming that the cost 
of money does rise from a 334 percent to something over 5, an increase 
of 40 percent, in consequence of taxation of interest paid on the bond. 
Now, the bond can be offered in one of two ways to meet that situa- 
tion. Having become taxable instead of exempt, the municipality 
must either offer a higher coupon rate, or if it is prevented from 
that by some reason, statutory or constitutional, and must keep the 
old coupon rate, then it must sell that bond at discount. 

You can measure the impact of that burden in dollars as of the 
date the bond is sold. The borrowing power is, or is not instantly 
affected. You can apply the Supreme | Court decisions in saying that 
the “clog” effect is measured at the time the bond is exercised. 

Whereas, if the bond has gone into the market, has been bought 
and sold, capital gains or loss subsequently realized on it, that po 
tentiality did not “affect. the price at which the bond was sold by 
the municipality in the first place; at least, that is the assumption. 
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The Cuatrman. In other words, you can divorce very easily in 
your own thinking the gain from the issuance of the bond? 

Mr. Evy. Yes. ‘I think the Court has done that. 

The Cuarrman. The Court has rendered that opinion over the years. 

Mr. Exy. Yes, sir. 

The CHARMAN. It is not something new ¢ 

Mr. Ery. That is correct. 

Mr. Brazer. Mr. Mills, I am much heartened by the latter remarks 
of both Mr. McGee and Mr. Ely. They suggested to me that we 
really are not very far apart. They are both suggesting that what 
they are cone erned with is the protection of the position of State and 
local governments and that the immunity did not extend essentially 
to the to the taxpayer. Now, I wonder if they would not agree with 
me that we can achieve the same purpose that we are now achieving 
through exemption and at less cost to the Treasury if the Treasury 
were to pay to each State and local unit of government an amount 
annually equal to the difference between the interest cost it would pay 
and the interest cost that would have to be paid in the absence of the 
exemption, assuming that this calculation could be made. 

The CuatmrMAN. Such a suggestion as you make, in your opinion, 
would not in any way interfere with the borrowing capacity or ability 
of the State or local government. 

Mr. Brazer. I fail to see how it could, sir. If the borrowing unit 
could issue bonds at 4 percent with the exemption and in the ab- 
sence of the exemption it was felt that they would have to pay 6 per- 
cent, then on $1 million worth of bonds my suggestion is that the 
Federal Government contribute $20,000 per year and the State or 
local issuing unit $40,000 per year, we pay then $60,000 to the bond- 
holders, which amount is then fully subject to tax. 

Mr. McGee. Mr. Chairman, I would like to enter a general de- 
murrer. I do not agree with any of the arithmetic I have heard this 
morning that $200 million represents the differential between what 
the Federal Treasury is losing and what the States and municipalities 
are gaining. I think this ‘whole problem involves numerous im- 
ponderables that are not taken into consideration in that calculation 
or in any calculation that can be made. 

I think those things are extremely important. They cannot be dis- 
missed by a slight arithmetical exercise. I do not want to take your 
time unduly, sir. I do not know whether you intend to recess for 
lunch or not. 

The CHatrMan. We will adjourn and not have to come back. 

Mr. McGrr. May I make two points, sir? 

Mr. Barkin has implied that the discussion in the papers indicates 
that the smaller municipalities, whose bonds are unrated, had not been 
able to sell them. That is not the case at all. The smaller municipal- 
ities have issued bonds in considerable number and have been paid 
very decent prices for their bonds. 

On page 757 of the committee’s compendium, I present a statement 
of the number of bond issues that were issued by municipalities 
whose general obligations and revenue obligations were not rated. As 
a matter of fact, in the case of general obligations during those 2 
years there were 7,200-odd issues that were put out and which were 
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not rated. They constituted 60 percent of the number of all the bond 
issues that were sold. 

In the case of the revenue bonds there were 1,200-odd issues that 
came out that were not rated. They constituted 77 percent of the 
number of issues of bonds that were sold. The point I want to make 
in this connection is, first, that those bonds were sold. The munici- 
palities got decent prices for them. They have not had difficulty sell- 
ing their bonds. The Investment Bankers Association has compiled 
data regarding bond sales in the United States, most comprehensively 
since 1956. These figures were drawn from their records which are 
very accurate and satisfactory. 

ow the Investment Bankers Association, I am advised, has also 
kept records of those bonds that were offered at public sale and 
which were not sold. In some cases there have not been sales because 
the municipalities have put up bonds with a 314 percent top interest 
rate, sometimes 4 percent top rate limit, and at the time the market 
would not permit the sale at those particular levels. 

The municipalities have come back in at later times and have sold 
the bonds, as they have adjusted the interest rate or as the market has 
improved. There may be a small residual amount of bonds that 
have not been sold in the last 214 years, but it is not very large. I 
do not have the data. I know it is available and I would like per- 
mission to introduce it into the record at a later time. 

The Cuamman. Without objection, that may be included. 

(The information referred to follows:) 


During the period July 1, 1956, to December 31, 1957, the net cumulative total 
of State and municipal bonds offered but not sold was less than $224 million. 
This approximated 2.5 percent of the bonds offered during the period. Research 
as to the disposition of the remainder was not continued, and because of a 
subsequent improvement in the market, it is believed that a substantial part— 
perhaps practically all—of the unsold bonds were later marketed. 

A record was kept of the bonds offered but not sold during the period from 
July 1, 1958, to December 31, 1958. These amounted -to $54 million, or less 
than 1.8 percent of the total of bonds offered-for sale. Because of the difficulty 
of locating records of such bonds subsequently privately sold, the later research 
work was restricted to compiling data regarding water and sewer bonds. As 
of July 1959, only 10 issues of such bonds remained on the record without a 
report of sale. These amounted to $1,430,000 par value, which was less than 
three-tenths of 1 percent of the $514,790,000 water and sewer bonds sold during 
the mentioned 6 months ended December 31, 1958. 


Mr. McGee. Thank you, sir. 

Now I would like to refer to this Canadian situation. One of the 
panelists has referred to the fact that Australia and Canada are os- 
tensibly federal systems. I would like to point out that the federal 
system in Australia was initiated in 1901 with the precept of inter- 
governmental immunity, which was established by a decision of the 
High Court of Australia. In more recent years, the duality of the 
States and the Commonwealth has very definitely been deteriorating. 
The municipalities, that is, the States, have been foregoing the right 
to levy certain taxes by an agreement with the Commonwealth. In 
return the Commonwealth guarantees the obligations of the States. 
I would like to offer in evidence to that effect, a prospectus published 
October 22, 1958, in connection with an offering of $25 million Com- 


monwealth of Australia 5 percent bonds due 1978. Pages 32 and 33 
are pertinent to this question. 
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The Australians do not have a true federal system. The States 
lean on the Federal Government and utilize the Federal Government’s 
credit. 

Now to go to Canada. There have been references to the price 
quoted in the newspaper this morning as to certain obligations of one 
of the Canadian Provinces. I would like to introduce in the record 
a schedule showing the prices at which American dollar bonds have 
been issued in the United States this year by various Provinces and 
municipalities in Canada. This record I would like to send to the 
desk, sir. The total of bonds that have been so distributed here 
amount to $306 million roughly, so far this year. 

Now that is not a tremendously heavy offering for the American 
market to absorb. 

(The document referred to follows :) 


Canadian municipal issues floated in United States, 1959 (as of Nov. 11, 1959) 


[Percent] 





! ! 

Compar-| Differ- 

ableIBA| ential 

Description median | Canadian 

yield |over IBA 

median 
| 

Province of Ontario debentures. $75,000,000. 4%{- ; 3. 1.25 
percent coupon offered at 98.50. 25-year maturity. 
Moody’s rating A. 

Alberta Municipal Financing Corp. debentures. . 88 3% 56 
$50,000,000 4%4-percent coupon offered at 98. 25- 
year maturity. Moody’s rating Aa. 

June 24, 1959.______| Metropolitan Toronto debentures. $39,982,000. Ma- | . 12! i 23 

turing 1960-89. Moody’s rating A. | 

July 2, 1959.........| Montreal debentures. $20,000,000. 2l-year term 5.4 d . 43 

bonds. 5%%-percent coupon offered at 100. 

Moody’s rating A. 

July 16, 1959........| Quebee Hydro-Electrie Commission debentures. 

$50,000,000. 5-percent coupon offered at 100. 25- 

year maturity. Moody’s rating A. 

Aug. 20, 1959._.....| Province of Saskatchewan debentures. $15,000,000. 

Privately placed as 5s at 100. Maturity 5 years. 

Moody’s rating A. 

Sept. 1, 1959.._.__...| Alberta Government Telephone Commission de- 

bentures. $10,000,000. Privately placed as 4%{s 

at unstated price. Maturing in 20 years. Not 

rated by Moody’s. 

October 1959 _| Province of Manitoba. $20 million. Privately 

placed. 5% percent coupon, unstated price. 25- 

year maturity. Moody’s rating A. 

Oct. 21, 1959 Montreal debentures. $20 million. 5% percent 

coupon offered at 100. 20-year maturity. 

| Moody’s rating A. 

November 1959.....| Winnipeg, Manitoba debentures. $6 million. Pri- 

vately placed with 5% percent coupon, price not 

stated. Maturity 20 years. Moody’s rating A. 

















1 20-year maturity. 
‘Not comparable because of absence of price information and lack of rating. 
‘Not comparable due to absence of purchase price information. 


NoTe.—Total amount of bonds=$305,982,000. Average differential=1.46 percent. 


Mr. McGer. I venture the statement on the basis of my knowledge 
as 2 bondman that, if the offerings by Canadian public organizations 
in the United States were greatly amplified, they would not. be able 
to achieve the prices they have achieved. But as you will notice in 
each and every case of on offering here, the record shows a rating 
given by an American rating service on these bonds, and the equival- 
ent median yield on which American municipalities borrowed on 
bonds of similar quality. 
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The differential is more than the differential between the borroy. 
ing rates on U.S. private corporation bonds and the medians of Amer. 
ican municipalities. So in effect, on a taxable obligation, we have 
these high quality Canadian Provinces and municipalities paying more 
than American corporations would pay; which, if anything, tends to 
support my assertion that, if tax immunity were struck down in the 
United States, our States and municipalities would have to pay more 
than the corporations pay. 

Now, the amount of money that the Canadian public organiza. 
tions borrow in the United States, is only a small part of their total 
need. They borrow internally in Canada in Canadian dollars, as 
they should. I would like to send to you, sir, for the record, various 
tearings from the Financial Post of Toronto, which is a first-class 
financial newspaper in the Dominion. 

The first one is from the newspaper of October 24, 1959, which sets 
forth an advertisement of the offering of $50 million Province of 
Ontario 6-percent debentures due 1969 and 1979 which were offered 
at par by an underwriting group. Now the Province of Ontario has 
one of the very best credits in the Dominion. 

The CuHarrman. Without objection, this material will be included 
in the record. 

(The information referred to follows:) 
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$50,000,000 
Province of Ontario 


6% Debentures, to mature November 15, 1969 
6% Debentures, to mature November 15, 1979 


To be dated November 15, 1959 


Principal and half-yearly interest (May 15 and November 15) payable in lawful money of Canada at the 
holder’s option at any branch of the Province’'s bankers in Ontario, or in any of the Cities of St. John's, 
Halifax, Charlottetown, Saint John, Quebec, Montreal, Winnipeg, Regina, Calgary, Edmonton, Van- 
couver and Victoria. Coupon Debentures for both maturities registrable as to principal only in denomina- 
tions of $500, $1,000, $5,000 aad $25,000. Fully registered Debentures for both maturities in denominations 
of $1,000, $5,000, $10,000 and $100,000. 


The Debentures due November 15, 1969 will not be redeemable prior to maturity and the Debentures due 
November 15, 1979-will be redeemable as a whole but not in part on thirty days’ notice on November 15. 
1977, or on any interest date thereafter at 100 and accrued interest. 


Legal Opinion: Mesers. Daly, Harvey & Cooper. 


In the opinion of Counsel these Debentures will be direct obligations of the Province of Ontario, and 
principal and interest will be payable out of the Consolidated Revenue Fund of the Province. The 
proceeds of this issue are to be used for the purposes referred to in The Ontario Loan Act, 1958. 


Information regarding the financial position of the Province will 
be found in the official circular, which is available upon request. 


I’ is expected that interim Debentures in bearer form in denominations of $500; $1,000, $5,000 and $25,000 
will be ready for delivery on or about November 16, 1959. We, as principals, offer these Debentures, tf, a5 and 
when issued and accepted by us, subject to prior sale and subject to the approval of Counsel. 


Prices: 
1969 maturity: 100.00 and interest* to yield 6.00% 
1979 maturity: 99.25 and interest* to yield about 6.06% 
Ne accrued interest in respect of Debentures purchased andipaid for on or before November 16, 1959 


Wood, Gundy & Company Limited McLeod, Young, Weir & Company Limited 

Demsinion Securities Corpn. Limited Bell, Gouinlock & Company, Limited 

A. E. Ames & Co. Limited Mills, Spence & Co. Limited 
Royal Securities Corporation Limited Midland Securities Corpn. Limited Cochran, Murray & Co. Limited 
Harris & Partners Limited Burns Bros. & Denton Limited Dawson. Hannaford Limited 
Equitable Securities Canada Limited Gairdner & Company Limited R. A. Daly & Company Limited 
W.C. Pitfield & Company Limited James Richardson & Sons Bankers Bond Corporation Limited 
Collier, Norris & Quinlan Limited Fry & Company Limited Matthews & Company Limited 
Anderson & Company Limited J. L. Graham & Company Limited Bartlett, Cayley & Company Limited 


Brawley, Cathers & Company Charles H. Burgess & Company Flepuming & Company 
Walwyn, Stodgell & Co. Limited 


The information eoetained ta this afvertisement is based upon matements on which we have relied. We do act guarantes but believe the information herein to be true 


Mr. MoGerr. Also, sir, the Financial Post of November 7, 1959, 
which sets forth an offering advertisement of $24 million municipality 
of Metropolitan Toronto 6-percent debentures. These were offered 
at prices ranging from 6.31 to 6.36 percent, according to maturity and 
type of obligation. , 

However, these are all general obligations. They are called de- 
bentures but they are supported by the full faith, credit and taxing 
power of the municipality of Metropolitan Toronto, which is the 
municipality that includes the city of Toronto. Note what that very 
prime credit had to pay. This is very recent. I am advised by a 
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Canadian dealer who is a member of the account that the net interest 
cost to the municipality was approximately 6.43 percent. 
(The information referred to follows :) 


New Issue 


$24,357,000 


The Municipality of 
Metropolitan Toronto 


(Province of Ontario, Canada) 
6% Debentures 


(Non-callable) 
To be dated November 2, 1959 To mature November 2, as shown below 


These Debentures are direct, joint and several! obligations of The Municipality ef Metropolitan Toronto 


and of the thirteen Area Municipalities comprising The Municipality of Metropolitan Toronto. 


Principal and semi-annual interest (May 2 and November 2) payable ia lawful money of Canada at the 

volder's option at any branch in Canada of the chartered bank or banks to be designated in the Deben- 

tures. Sinking Fund arid Instalment Debentures to be in coupon form registrable as to principal only 

n denominations of $1,000, $5,000, $25,000 and $100,000. Instalment Debentures to be issued in the 
denomination of $1,090 only. 


Legal Opinion: Messrs. Clarke, Swabey, McLean & Ross, Toronte 


Sinking Fund Debentures 


The by-laws under which the Sinking Fund Debentures are to be issued provide for the annual deposit 
in a consolidated Sinking Fund of such an amount as with interest at an estimated rate of 3% per annum 
capitalized yearly will be sufficient to repay the Sinking Fund Debentures ia full at maturity. 


Appronmate 
Prinapal Interest Matarineg Wertng Yield to 


Amount November 2 Pree (1) Maturity 

$ 1,249,000 1964 98.50 6.35% 
1,573,000 1969 97.75 631% 
1974 6.75 6.34%, 

1979 96.25 6.33% 

1989 96 00 6.30% 


Instalment Debentures 


Teeny et Matuiing 
Rate Novereber 2 


6% 1960-1964 

6% 1965 * 98.25 
6% 1966 98.125 
6% 1967 98.00 
6% 1968 97.875 
6% 1969 97.78 
6% 1970-1974 97.22 (2) 


(1) Plus secrved interest (rem November 2, 1959. (2) Through the piece, 


We, as principals, offer these Del: utures subject to prior sale and change in price if, as and when issued 
by The Municipality of Metropolitan Toronto and accepted by us, and subject to the approval of all 
legal matters by Messrs. Clarke, Swabey, McLean & Ross, Toronto. 


Subscriptions will be received subject to rejection or allotment in whole or in part and the right is 
reserved to close the subscription books either with or without notice. It is expected that definitive 
Debentures will be available for delivery in Toronto on or about December 1, 1959. 


Wood, Gundy & Com Dominion Securities Corpn. A. E. Ames & Co. MeLeod, ¥ . Weir & Compa 
Limited a Limited Limited tne ” 
Milis, Spence &Co. Bell, Gouinlock & Company, Royal Securities Corporation Nesbitt, Thomson and Company, 
ited Limited Limited Limited 
Harris & Partners Gairdner & Company *‘ Equitable Securities Canada J. L. Graham & Company 
Limited Limited Limited Limited 
Burns Bros. & Denton W. C. Pitfleld & Company Cochran, Murray & Co. Midland Securities Corpn. 
Limited Limited Limited Limited 
James Richardson & Sons Wills, Bickle & Company Greenshields & Co Inc Anderson & Campany 
Limited ee Limited 
R. A. Daly & Company Dawson, Hannaford Fry & Company Bankers Bond Corporation 
Limited Limited Limited Limited 
Deacon Findler Coyne Matthews & Company Ross, Knowles & Ce. Walwyn, Stodgell & Co. 
Lamited Limited Lid. Limited 
Wisener and Company Charies H. Burgess & Company Bartlett, Cayley & Company Beatty, Webster & Company 
Lamited Limited Limited 
Fairclough Co. J. R. Mi & Co. Collier, Norris & Quinian Osler, Hammond & Nanton 
Limieed Tiaies Limited in 
Flemming & Company 


Mr. | 
time to 
This 
ing ad 
tures V 
to yiel 
percent 
Ham 
We ha 
than 6 
I as 
want t 
rates. 


(Th 





INCOME TAX REVISION 399 


Mr. McGee. Here is the last one of this type that I will take your 
time tosubmit. I appreciate your indulgence with me. 

This is the Financial Post of October 3, 1959, setting forth an offer- 
ing advertisement of $5 million city of Hamilton 6 percent deben- 
tures Which, again, are offered at a discount—a price to the investor 
to yield 6.85 percent. This municipality probably paid about 6.45 
percent on this 20-year obligation. 

Hamilton is probably in the very top category of credits in Canada. 
We have thus these fine municipalities that are paying much more 
than 6 percent at the present time in order to borrow. 

I ask the gentlemen on the other side of the table whether they 
want to see American municipalities paying those kinds of interest 
rates. 

(The information referred to follows :) 
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hese Vebentures having been sold. this advertisement appears as a matter of fecord only 
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Xe 3 ell. | 
City of Hamilton ts the 4 


“\Phownnbe of Ontario. Canada gets t he 


6% Sinking Fund Debentures loca] ge 
(Non-Callable) So, V 


anv vO 
To be dated November |, 1959 To mature November |. 1979 any gov 


Now, 

Principal and half-yearly interest (May | and November |) payable in lawful money of Canada at : li le 

: oS ae a littie 

the principal office of the City’s bankers in the Cities of Hamilton, Toronto and Montreal at the tl 
holder’s option. Coupon debentures in the denomination of $1,000 with provision for registration same 

as to principal only in Sout 

Fede 
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Sinking Fund yes, mu 


States- 
The by-law under which the Debentures are to be issued provides for the annual deposit in a 


consolidated Sinking Fund of such an amount as with interest at an estimated rate of 3% per annum tem. 
capitalized yearly will be sufficient to repay the Debentures in full at maturity They W 
strong 
Price: 96 plus accrued interest to yield approximately 6.35% Witl 


by the 

We, as principals, offer these Debentures subject to prior sale and change in price if, as and when of Can 
issued by the City of Hamilton and accepted by us, and subject to the approval of all legal mat:ers ; ; 

by Messrs. Daly. Harvey & Cooper ernmel 


point ¢€ 
Subscriptions will be received subject to rejection or allotment in whole or in part and the rigtit is I 


reserved to close the subscription books without notice. It is expected that definitive Debentures govern 
will be available for delivery on or about November 2, 1959 In tl 
bonds 
bonds 
case, C. 
Dominion Securities Corpn. A. E. Ames & Co. Wood, Gandy & Company So it 
Limited Limited 3 Limited such al 
McLeod, Young, Weir & Company Bell, GouinlocK’ & Company, Mills, Spence & Co. ments © 
Limited Limited Limited with. is 
Harris & Partners Royal Securities Corporation Nesbitt, Thomson and Company, The 
Limited Limited Limited d : 
Equitable Securities Canada J. L. Graham & Company Burns Bros. & Dentos sure, 
Limited Limited Limited Mr. 
James: Richardson & Sons Midland Securities Corpn. Cochran, Murray & Co. with A 
Limited Limited constit 


Anderson & Company Bankers Bond Corporation Deacon Findley Coyne States 
Limited Limited Limited aaa 


A circular describing this issue will be furnished upon request. 
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On the question of a poor municipality which has unrated bonds, in 
Mr. McGee’s paper he refers to Roland Robinson and cites him as 
well. If he accepts Mr. Robinson as an authority I call his attention 
to the fact that Mr. Robinson has said that the kind of security that 
gets the least benefit from the exemption is the unrated security of 
local governments. 

So, while it does them some good, it does them the least good of 
any government that issues exempts. 

Now, with respect to Australia not having a federal system, I know 
a little bit about Australian finance. F ederalism does not mean the 
same thing in Australia and in Canada and in the United States and 
in South Afri va, et cetera. 

Federalism is a pretty broad term. But to say that Australia has 
not a federal sy stem is, it seems to me, erroneous. If you ask the 
fellow who lives in New South Wales whether he is any different from 
the fellow who lives in West Australia, he will say yes. He will say 
yes, much more emphatically than any two people living in the United 
States—say, Texas and Rhode Island. Australia has a federal sys- 
tem. They tried to set it up so that it would not be a federal system. 
They wanted to have a stronger centralization, but the forces were too 
strong forthem. They havea federal system. 

With respect to state credit it is a fact that state credit is supported 
by the Federal Government of Australia. With respect to the prices 
of Can: adian bonds, bonds of Provincial governments, and local gov- 
ernments in Canada, I do not know a great deal about them but I 
point out to you that a comparison. that is made with bonds of local 
governments in the United States is at least doubtful. 

In the first place, Provincial governments have issued many more 
bonds in a relative sense per capita or in terms of GNP, many more 
bonds than have State governments in this country. In the second 
case, Canada as a country is about 25 percent poorer. 

So it seems to me that saying that because bonds of Toronto sell at 
such and such a yield that that will mean that bonds of local govern- 
ments in this country will sell at that yield, if exemption is done : away 
with, is a highly doubtful statistical maneuver. 

The CHarrMan. Gentlemen, we could continue this all day, I am 
sure. 

Mr. McGee. Might I say one thing for the record in connection 
with Australia? Australia and Canada do not have the same types of 
constitution that we have. Our Constitution expressly reserves to the 
States all powers not otherwise delegated to the Federal Government. 

The Cuamrman. I do not know the feelings of other members of 
the committee always, but my own feeling is that I do not take action 
here and I do not decide in my own mind what action to take because 
of what transpires somewhere else anyway. 

I am not so much concerned with whether the Canadian system is 
comparable to ours or the Australian system is comparable to ours or 
whether they can issue municipal bonds or not. 

I am thinking here of the practical possibilities that exist for, as we 
originally announced our hope, so broadening the base of taxation as 
to provide for some reduction in the rate structure. 

In the event that rates could be reduced as a result of broadening 
the base, even through the application of a tax to the municipal and 
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State markets, those people who would be paying tax on that interes 
would certainly be paying less than they would if the present law pro- 
vided for the payment of income tax on that interest under existing 
rates. 

We are looking at all elements of the Internal Revenue Code to see 
what the practical possibilities are for legislating in those areas. This 
one we have approached from the point of view of the constitutionality 
of legislating in this area, the effect upon State governments, and 
whether or not it would conflict with national interest to do so. 

I think it has been a very worthwhile discussion and if there is any 
point about it that is involved in this consideration that we have not 
gone over, it escapes me at the moment. I do not know what the point 
would be. 

I think we have gone into a very fruitful discussion. I am sure it has 
been very enlightening to many members of the committee as it has 
been tome. Again, I want to thank you and express the appreciation 
on my part and the ‘part of others, I am sure, for the contribution you 
have made in the compendium and the contribution you have made 
here this morning. 

Your answers to questions have been very enlightening and have 
added, I am sure, to our general knowledge on this subject. If there 
is nothing further to be said by members of the committee, the com- 
mittee will adjourn to meet again on Monday next, at 10 a.m. 

(The following material was filed with the committee :) 


In order to correct an error in typesetting of the last column of part of appendix 
A on page 772 of the committee’s tax revision compendium, the following is 
presented : 





Differential | Differential 
(as presented)} (correction 





Rating A January 
Fe bru: ary 


(Whereupon the hearing in the above-mentioned matter was re- 
cessed, to be reconvened at 10 a.m. Monday, November 29, 1959.) 
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SPECIFIC ELEMENTS IN THE COMPUTATION OF 
TAXABLE INCOME—BUSINESS DEDUCTIONS; DEPRE- 
CIATION 


MONDAY, NOVEMBER 30, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEans, 
Washington, D.C. 

The committee met at 10 o’clock a.m., pursuant to recess, in the 
committee hearing room, House Office Building, Hon. Wilbur D. 
Mills (chairman) presiding. 

The Cuatrrman. The committee will please be in order. 

This morning we continue the general subject of specific elements 
in the computation of taxable income by looking to the subject of 
depreciation. 

Our panelists this morning are Mr. Robert Eisner, professor of 
economics, Northwestern University. 

Sidney Davidson, professor of accounting, University of Chicago. 

Joel Dean, Joel Dean Associates, Hastings on Hudson, N.Y. 

Joel Barlow, attorney, Washington, D.C. 

George Kitendaugh, General Electric Co., New York. 

Mr. George Terborgh, Machinery and Allied Products Institute. 

William A. Paton, professor of accounting, University of Michigan. 

Maurice E. Peloubet, accountant, New York. 

James K. Polk, attorney, New York. 

And Rey. William Hogan, S.J., professor of economics, Fordham 
University. 

We will continue to ask the panelists to summarize within 5 or 6 
minutes the statements that they filed for the compendium. 

We appreciate the contributions which you gentlemen have made 
to our study in the compendium and we are looking forward this 
morning to your summations and your responses to questions that 
will be asked. 

We will start with Professor Eisner. 

We are pleased to have you with us today. You are recognized, sir. 


STATEMENT OF ROBERT EISNER, PROFESSOR OF ECONOMICS, 
NORTHWESTERN UNIVERSITY 


Mr. Ersner. Thank you, Mr. Chairman. I am very happy to be 
here. I will proceed with my summary. 

Acceleration of depreciation means higher depreciation allowances. 
Higher depreciation allowances mean lower tax payments. 

Thus, the forms of rapid depreciation provided in the Internal 
Revenue Act of 1954 have resulted in losses of tax revenues to the U.S. 
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Treasury, losses which have been substantial and are continuing to 
grow. 

It is estimated that in 1958 alone this loss amounted to over $2.5 
million. It will increase rapidly over the years, even with no further 
liberalization in depreciation rates or methods. 

The argument that higher depreciation allowances will encourage 
investment and growth is certainly true to the extent that these in- 
volve general decreases in tax payments and that the situation is such 
that lower taxes stimulate growth. 

But such encouragement of investment and growth would then 
primarily, if not entirely, be the product of the increased demand re- 
sulting from lower tax payments. 

It does not follow that higher depreciation allowances are the fairest 
or best way to lower taxes. Nor does it follow that increased de- 
preciation allowances balanced by an increase in tax rates—corporate, 
individual, or excise—in order to make up the lost tax revenues would 
have any beneficial effect. 

If we assume that liberalization of depreciation deductions is bal- 
anced by increases in tax rates or decreases in governmental expendi- 
tures, we may expect some substitution of business expenditures for 
capital goods for expenditures for research, training, education, and 
advertising. 

Whether this would on balance increase our rate of growth is ex- 
tremely doubtful. 

In terms of the major objectives and guides for tax reform set forth 
by this committee, any further liberalization of depreciation deduc- 
tions has a number of counts against it. On the criterion of equity 
and fairness, depreciation deductions are of direct benefit to the 
business firm. 

In the context of secularly rising prices and little or no effective 
taxation of capital gains, depreciation allowances vastly increase the 
real income of holders of equity. 

Every acceleration of depreciation or other liberalization, such as in 
the Revenue Act of 1954, offers further advantages to stockholders and 
other owners of business. These advantages accrue most to capital 
intensive and frequently giant-sized firms and to the relatively wealthy 
who own most of business equity. 

Depreciation deductions tend as well to subsidize the inefficient, 
profitless firm by permitting it to go along without paying for its 
share of the Government services we all enjoy. Such a firm is thus 
accorded tax free funds and the capital market is restricted in its 
allocation of resources. 

Acceleration of depreciation, charging of capital acquisitions as 
current expenses, and replacement cost depreciation would all tend 
to reduce the built-in countercyclical effects of our tax system, for they 
would raise depreciation charges and reduce tax payments in pros- 
perous times and, at least relative to the situation during prosperity, 
would raise tax payments in time of depression. 

To conclude on a provocative note, in pursuance of the objectives 
and guides indicated by this committee, and in the interest of Fed- 
eral individual and corporation taxes with broader, more uniform 
bases and lower rates than at present, serious consideration should 
be given to outright elimination of the allowance for depreciation for 
tax purposes. 
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Thank you. 

The CHarrman. Thank you, Professor Eisner. 

Professor Davidson, we appreciate having you with us this morning. 
You are recognized, sir. 


STATEMENT OF SIDNEY DAVIDSON, PROFESSOR OF ACCOUNTING, 
UNIVERSITY OF CHICAGO 


Mr. Davipson. Mr. Chairman, in analyzing the expense deduction 
for depreciation, there are three separate, but related problems to be 
considered. The first is the dollar basis of the asset being depreciated : 
should it be dollar cost when acquired, acquisition cost adjusted for 
changes in the general price level, or estimated replacement cost? 
The second question relates to the service life over which the deprecia- 
tion basis is to be allocated, should it be set by past experience in the 
Bulletin F manner, or should it be based on expectations of obsoles- 
cence in today’s world of rapidly changing technology? The third 
problem relates to the pattern of chargeoff of the depreciation basis 
ever the service life—what portion of the basis should be charged off 
ineach year of life. I will be concerned almost exclusively with the 
third of these questions, but the problem of service lives necessarily 
intrudes on this topic. 

Setting service lives that are conspicuous understatements of eco- 
nomic life, as for example, the 5-year amortization permitted by sec- 
tion 168, is merely as an indirect form of acceleration of depreciation. 

An infinite number of patterns of chargeoff of the depreciation basis 
over the service life of an asset are conceptually possible. At one 
extreme is the immediate charge to expense of the entire cost of a 
capital asset. This treatment can presently be used for research 
expenditures. At the other extreme is the postponement of any charge 
for asset use until the asset is completely used up or disposed of. 
Land is treated in this manner under existing regulations. 

In between these extremes are a variety of alternatives for allocating 
the cost among the years of use. The present Internal Revenue Code 
specifically mentions, in addition to the traditional straight-line 
method, the sum of the years digits method and the declining balance 
method. In considering whether different or additional methods of 
charging depreciation are needed, two central questions must be asked : 

1. Do the presently available depreciation patterns produce a figure 
for annual taxable income that is reasonably realistic in an economic 
sense ; 

2. Do the present depreciation methods contribute to bringing about 
adesirable rate of economic growth. . 

There is no way of determining the rate at which capital assets 
actually depreciate. The late Professor Hadley, formerly president 
of Yale, once said: 

God Almighty does not know the cost of carrying a hundred pounds of freight 
from Boston to New York. 


The same remark might well be made about actual depreciation 
patterns. The most that can be claimed for any depreciation method 
is that it is an equitable and reasonably realistic way of allocating the 
cost of a capital asset to the successive years in which the asset is used. 
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Judgments of the equity and realism of various methods are neces. 

sarily subjective, however. Accepting the subjectivity of such a con- 
clusion, it seerns to me that the patterns of depreciation permitted 
by the present code are reasonably satisfactory in the area of realistic 
determination of taxable income. If a faster rate of chargeoff is to 
be justified, it must be on the other criterion of encouraging economic 
growth. 

Acceleration of depreciation for tax purposes increases the availa- 
bility to the firm of internal funds for expansion and magnifies the 
rate of after-tax profit on each investment. Clearly both of these 
effects are encouraging to investment and the greater the degree of 
acceleration, the greater the inducement to undertake investment. 

I have made a detailed analysis of the depreciation provisions of the 
tax laws of the United Kingdom, Sweden, the Netherlands, and 
Denmark as well as the United States. On both tests of availability 
of funds and profitability of investments, the American provisions are 
less generous—more stringent might be a better term—than those of 
any of the four other countries studied. 

The provisions allowed in the British budgetary change of April 
1959 are probably the most generous. Their effect is to make an other- 
wise identical investment about 10 percent to 12 percent more profit- 
able in England than it would be under the current provisions on 
depreciation of the American tax law. 

Whether the changes in profitability and availability of funds 
brought about by additional acceleration would be meaningful 
enough to change the volume of investment by a significant amount is 
a question that is difficult to answer. 

Accelerated depreciation seems to come off rather well on this score. 
Its importance should not be overstressed, though. Clearly, it does 
not produce those technological or product demand conditions that 
create investment incentives. What it does do, other conditions re- 
maining unchanged, is affect the extent to which the income tax is a 
deterrent to investment. In this sense, it seems to offer a reasonably 
effective encouragement to investment. 

Recognizing that we permit a lesser degree of acceleration of de- 
preciation for tax purposes than almost any other Western nation, 
do present conditions justify further acceleration in order to speed 
up the rate of economic growth? No one knows what is the right 
rate of growth. In a period, though, when inflation is a central 
problem ‘and the need to maintain Government revenues is urgent, 
provisions for additional acceleration are not justified in my opinion. 

Under normal conditions, liberalization of depreciation patterns, 
would apply to all newly acquired assets. If it were possible to single 
out plant acquisitions that would not be undertaken unless special 
tax relief in the form of additional acceleration were available, it 
might be worthwhile to offer tax relief in those cases to speed eco- 
nomic growth. Such selectivity would present an enormous admin- 
istrative burden, and I do not recommend it at this time. 

In my opinion limitation of the acceleration of depreciation to the 
methods presently specified in the tax code is the wisest policy at the 
moment. 

One proposal for acceleration of depreciation proposed recently de- 
serves special mention. It is the proposal for reinvestment deprecia- 
tion contained in H.R. 131 and which will be described by several of 
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the other panelists today. While many of its proponents do not con- 
sider the measure as one providing for accelerated depreciation, its 
effect is exactly the same. Additional depreciation allowances, 
measured by the difference between historical cost and price level 
adjusted cost of assets retired, are permitted in the year of acquisition 
of new plant assets. The proposal would result in a substantial loss 
of revenue to the Treasury. 

[f it offered a sufficient inducement to desirable growth it might, 
nevertheless, be justified. It limits acceleration, however, to firms 
having old assets to retire and is thus likely to penalize dynamic, 
rapidly growing firms. In my judgment, the proposal for reinvest- 
ment deprec iation as set forth in H.R. 131 is an example of an inappro- 
priate form of acceleration of depreciation. 

Thank you. 

The Cuarrman. Thank you, Professor Davidson. 

Mr. Dean, we are pleased to have you before the committee this 
morning, and you are recognized, sir. 


STATEMENT OF JOEL DEAN, JOEL DEAN ASSOCIATES, 
HASTINGS-ON-HUDSON, N.Y. 


Mr. Dean. Thank you, Mr. Chairman. 

This hearing is an appropr iate occasion for a fresh look at the whole 
problem of allowing for capital wastage in income taxes. 

From an economic standpoint there are four main w: ays to allow for 
consumption of capital: 

1. Percentage depletion ; 

|. Timetable depreciation. 

3. Cash flow depreciation; and 

4, Timetable depreciation. 

When people talk about depreciation they generally mean the time- 
table variety. 

The common arguments for or against any of these four methods 
are generally unimportant for public policy. What is important is 
their economic effects, which are sometimes surprising. 

Percentage depletion has several important economic characteris- 
tics. Perha aps the most important significance in a period of in- 
flation is that it completely solves the problem of allowing for changes 
In replacement cost in depreciation calculations. 

Because it is based on the current dollar value of the output of the 
asset, rather than on some historical cost of the asset, the capital 
wastage allowance is always tied to current price levels in a very neat 
and automatic fashion. 

In addition, it is nondiscriminatory as among assets acquired 
different times or under different price levels, a feature that is certainly 
not present in timetable depreciation. 

Finally, percentage depletion would be very simple to apply to all 
types of assets, although across-the-board application would probably 
lead to some unknown amount of over- or under-utilization of long- 
lived investments, just as it does in the areas where it is now applied. 

Final reckoning depreciation is my term for the method we use for 
land and certain other types of assets. Under this scheme no depre- 
ciation allowances are granted as long as the asset is owned, but when 
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the asset—e.g., land—is finally disposed of there may be a capital 
gain or loss. 

_ This method could be applied to all assets. The results, however, 
would be as bad as they now are in the case of land. Final reckoning 
depreciation on land has resulted in a trend toward land ownership by 
large institutional investors who lease it back to the occupants. 

Thus, the tenant gets the right to expense his payments for the 
use of the land, but at the cost of tying it up for long periods, and 
sometimes in uneconomic uses. 

Cash flow depreciation has opposite effects. Under this method 
the full deduction for capital wastage may be taken in the year in 
which the investment is made. 

Many outlays that are really investments from an economic view- 
point are accorded in our tax laws this type of depreciation : Installa- 
tion and starting up costs on new plant or equipment; outlays for 
research; advertising, executive development, and other so-called 
intangibles. 

The favorable tax effects of using cash flow depreciation offer tre- 
mendous incentive for its use. Application of cash flow depreciation 
to some assets and not to others gives businessmen a tax motive to try 
to earn their profits through the maximum use of expensable invest- 
ments and to avoid those investments—e.g., buildings and machinery— 
that the Treasury requires be depreciated under the timetable system. 

Cash flow depreciation could be applied to all types of business 
investment, because businessmen would probably elect it if they were 
allowed to. 

Application to all types of assets would avoid the economic distor- 
tions—and now allocation of resources—of partial application and 
would markedly simplify tax computations and tax enforcement. 

Timetable depreciation, the fourth method of tax allowance for 
capital wastage, is the one in most general use for the major classes 
of tangible industrial assets. 

Although there are many variants of it, most of them are based on 
the assumption that depreciation deductions should recognize the 
way assets really wear out or lose their value. 

This is difficult to do in any case, and is generally impossible under 
the restrictive assumptions used in timetable depreciation. Its real 
effects are to give rise to continued arguments and litigation over the 
proper timetable and to discourage businessmen from meeting the 
demands of the market in whichever way results in the lowest real 
costs, whether this way involves expenditures for long-lived assets or 
current materials or intangibles. 

Now, all four of the methods will be examined in this series of hear- 
ings. I think that the cash flow method of tax depreciation is the 
least pernicious in its effect and the least burdensome in its application. 

Some of its effects on the economy if it were more widely used 
would be: 

1. Producers would be more efficient because they would be free to 
adopt the best methods of meeting the market demands. We would 
have a better allocation of resources. 

2. Administration would be greatly simplified, releasing scarce re- 
sources for other uses. 
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. Firms which had desirable opportunities to invest would be en- 
court raged to do so by the immediate tax reduction. Firms which had 
no such opportunities would in effect be taxed at a higher rate. This 
would occur automatically and regardless of what part of the business 
cycle we were in. 

In other words, we would have a powerful encouragement for eco- 
nomic growth in the directions that were most wanted. 

t. Old assets would be worth only their economic value to private 
businesses and investors, undistorted by their value as sources of future 
depreciation recoveries and tax reductions, which the present code 
a 

. Immediate, or more rapid expensing of investment, because time 
has economic v alue, could produce increases in present worth adequate 
to offset any forecasted rate of inflation. Thus acceleration could solve, 
as Mr. Terborgh so eloquently points out, in his paper, the problem 
of price level valuation. Corporate income tax revenues would not 
necessarily be reduced by the use of cash flow depreciation, although 
they would be reduced in initial years if this depreciation method were 
allowed and no offsetting changes were made in the corporate tax 
rate. 

The level of corporate taxes, which is a matter for Congress to de- 
cide, need not complicate the problem of choosing the best deprecia- 
tion method. 

Thus, as I see it, this method of cash flow tax depreciation, imme- 
diate or accelerated expensing of all new investments meets the three 
problems of depreciation which Professor Davidson just outlined ; 
namely first, the problem of price level valuation of the asset; second, 
the problem of the economic life of the asset; and third, the problem 
of the time shape of the loss of value of the asset. 

These three basic problems of tax depreciation are all solved by 
this simple “cash-flow” method of tax depreciation. 

Though it is new and shocking, probably viewed as visionary at 
this stage, it has been adopted with signal success by Sweden; it has 
also been adopted with signal success “by our Nation in a very sub- 
stantial part—perhaps half—of our business investments, namely re- 
search and promotional ventures. 

Thank you. 

The Cuarrman. Thank you, Mr. Dean. 

Mr. Barlow, we are pleased to have you with us this morning, and 
you are recognized, sir. 


STATEMENT OF JOEL BARLOW, ATTORNEY, WASHINGTON, D.C. 


Mr. Bartow. Mr. Chairman, it seems to be generally agreed that in 
the 1960’s the United States will face two principal threats: 

The first arises out of the Soviet aspiration to achieve world domi- 
nation and principally economic domination. 

The second stems from an explosive population with needs out- 
running productive capacity and consequent inflation. 

Both these threats must be met with increases in the country’s in- 
dustrial efficiency. 

But, in these days, industrial efficiency cannot be achieved without 
the most modern productive equipment. Economic policies that put 
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a brake on the acquisition of modern equipment necessarily reduce 
efficiency and impair the national security. 

Our tax depreciation policy and practices today are applying just 
this kind of brake. 

Recent surveys show: 

1, That we are the most backward of the leading industrial nations 
in tax depreciation policies and practices. (Report on hearings be- 
fore subcommittees of the Select Committee on Small Business, U.S. 
Senate, July 24, 1959.) 

2. That we have about the highest obsolescence factor in basic pro- 
ductive equipment—machine tools—of any of the leading industrial 
nations (American Machinist (McGraw-Hill) Survey 1958; Iron 
Age (Chilton) Survey 1959). More than 50 percent of our machine 
tools and related productive equipment is obsolete. 

It is safe to say that if it had not been for the temporary respite 
of 60-month amortization in the early 1940's and again in the 1950's, 
America’s industrial plant would be hopelessly obsolescent and inade- 
quate. 

Now, in 1959, the cash flow from 5-year amortization has about 
stopped. 

A shortage of low-cost productive equipment means less produc- 
tivity, less income, less revenue, more inflation, and, finally perhaps, 
loss of our world markets and even our markets at home. 

This is no imaginary horrible. The handwriting on the wall can 
already be seen in the influx of foreign automobiles and foreign ma- 
chine tools. 

Russia is dumping in South America and other world markets. In 
another 10 years Communist China will also be an industrial threat. 

The only hope we have in my opinion of meeting this foreign com- 
petition where skilled labor rates are one-fourth or one-fifth of ours 
is to overcome our high labor costs through newly designed, labor- 
saving machinery and equipment. The principal deterrent to the 
acquisition of this machinery and equipment is our outmoded tax 
depreciation policies. 

These policies are deficient because they allow and even encourage 
revenue agents to impose rates of depreciation that are much too low 
and slow. They are only a fraction of the depreciation rates allowed 
by our international competitors. 

In the case of machine tools, for example, revenue agents—required 
to follow the concepts of Treasury decision 4422 and Bulletin F—have 
insisted on depreciable lives as long as 3314 years despite evidence 
that most modern machines become obsolete in about 10 years. (Johns 
Hopkins University survey for Army Ordnance Department, 1959.) 

Taxpayers will not acquire and modernize productive facilities un- 
less they have a reasonable prospect and assurance of recovering their 
capital and making a profit. We still have the profit system, and we 
still have deep-seated convictions and concepts as to what is income, 
and what is the fair, even constitutional, way to measure it. 

The impossible burden of proving today just how long a machine 
will last in the future creates a serious hardship and hazard for 
smaller companies, particularly, since they usually do not have the 
specialists and scientific studies to make a case. In my opinion this is 
one of the principal causes of economic concentration. Our prob- 
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lems under the antitrust laws are greatly magnified just because of the 
deficiencies in our tax depreciation structure. 

The disparity in treatment of competing taxpayers is most inequit- 
able and results entirely from the impossible burden of proof and the 
uncertainties in the Treasury’s present policy and practice. 

[t is not unusual to find competitor A writing off his investment in 
10 to 12 years, while competitor B, similarly situated, is writing off 
his investment in 25 to 30 years. And this 1s not entirely the Treas- 
ury’s fault; industry has shown an unnecessarily slavish adherence to 
Treasury policy. 

The present tax system has created these problems because it fails 
to give proper recognition to obsolescence as a prime factor in estab- 
lishing depreciation rates. 

It ignores the very rapid rate of obsolescence which is a byproduct 
of the unparalleled scientific progress of the 1950's. It emphasizes 
instead the taxpayers’ historical pattern of acquisitions and retire- 

nuts back in the abnormal war years of the 1940’s when you could 
not get equipment and in the abnormal depression years of the 1930's 
when you could not afford to buy it, and it fails to recognize that the 
slow rate of equipment turnover under the special circumstances of 
the 1930’s and 1940’s has no logical connection of any kind with the 
establishing of prospective depreciation rates on the threshold of the 
space age. 

For all these reasons we must abolish the historical approach to 
depreciation rates. Every other leading industrial country in the 
world has done that. 

Instead, the tax laws should permit the depreciation, or capital re- 
covery, of productive equipment over ranges of useful lives which 
reflect present-day thinking on obsolescence. 

In establishing these lives we must resolve all doubts, as other in- 
dustrial nations have done, in favor of rates which will assure the 
acquisition and modernization of low-cost productive facilities. This 
can be accomplished by adopting, a perhaps some modifications, 
the system which is working so well in Canada. 

Under the Canadian system—or bracket system—all depreciable 
property is grouped into a relatively few classes or categor les. De- 
preciable rates—or rates of cost allowance—are assigned to each class 
on a basis which reflects obsolescence and places no emphasis at al] on 
a historical pattern. 

(The Canadian system is somewhat rigid in that it prescribes exact 
rates for each class of property, and the use of a range or bracket of 

rates or lives for each class has much to recommend it. Under this 

bracket system a taxpayer could establish depreciation rates through 
the use of any life within the bracket and the use of shorter lives 
would be permitted upon the submission of satisfactory evidence to 
the Internal Revenue Service. In the overall, this would mean faster 
rates of depreciation, the more rapid accumulation of depreciation re- 
serves, and the acquisition of modern productive equipment at a real- 
istic rate. 

The bracket system would seem to be the best permanent solution. 
However, as an immediate transitional change, eliminating the $2,000 
ceiling on the initial 20 percent allowance following the British pat- 
tern would represent a step in the right direction. “It has simplicity 
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to recommend it but, unfortunately, like the triple declining balance 
method, it does not get rid of the Bulletin F historical approach 
which is the real brake on industrial modernization and economic 
growth. 

The bracket system would put an end to the futile time-consuming 
expense of haggling with revenue agents over rates, salvage, et 
cetera. It would greatly help to clear the dockets of the courts. 

Much of the auditing today by revenue agents that takes place in 
this area amounts to nothing more than confusing activity with ac- 
complishment because there is little or no revenue involved. 

The great strength of the bracket or Canadian system lies in the 
pressure it brings upon management, by the very publication of 
acceptable and recognized bracket rates, to take adequate depreciation 
allowances for all purposes. 

Thank you, Mr. Chairman. 

The Cuarrman. Thank you, Mr. Barlow. We appreciate having 
you with us. 

We are pleased to have you with us this morning, Mr. Kitendaugh, 
and you are recognized. 


STATEMENT OF GEORGE KITENDAUGH, GENERAL ELECTRIC C0, 
NEW YORK 


Mr. Kirenpaveu. Mr. Chairman, the value of capital assets con- 
sumed is a cost of doing business. Since our income tax system, as it 
relates to business income, is based on net income rather than gross 
income, depreciation must be recognized as a cost in the determination 
of taxable net income. 

Depreciation differs from other costs in that the applicable time 
period is not susceptible of precise measurement in advance. The cost 
of personal services is attributable to the period in which the services 
are performed and in the usual case the determination of that period 
presents no difficulties. The cost of rented facilities accrues, ratably or 
otherwise, over the period of use and one has only to refer to the 
contract to determine what that period is. 

The period of usefulness of owned facilities, however, presents a 
more difficult problem. The physical life of a facility even if ac- 
ceptable as a measure of usefulness, is not determinable in advance. 
The most that can be said is that some other facility, having a greater 
or lesser degree of similarity to the one in question, had an observed 
life of somany years. With the advances taking place in design and 
function of productive equipment, it is becoming increasingly difficult 
to find appropriate comparatives. 

The advance determination of economic life similarly presents 
formidable difficulties in that it depends on events which have not yet 
occurred and are not readily predictable from a study of past events. 
A predicted life based on assumed similarities with sequences ob- 
servable in the past is subject to such uncertainties as product innova- 
tion, product obsolescence, design changes, applicability of the con- 
cepts of automation, and improvements in the automative process. 
In our tremendously competitive economy it hardly needs to be 
stated that changes of the type I am referring to include not only 
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those which are initiated within the taxpayer’s own organization, but 
also those which are forced by competition, both domestic and foreign. 

The appraisal of the economic life of productive facilities, however 
difficult, is a process that must be engaged in by a business in the 
process of deciding whether to invest in new facilities. This is true 
whether the problem is one of entering a new business, adding « 
new product to the line, or improving productivity and reducing costs 
on an existing product line. Although obviously what has gone 
before can never be ignored, inv estment decisions are typically made 
on the basis of what is foreseen for the future. Costs and profit pro- 
jections must take into account the cost of facilities as well as all other 
costs. The cost of facilities is necessarily dependent on an estimate 
of the economic life of the facilities involved. 

This is not the same as the physical or economic life of other facili- 
ties similar to or different from those in question, and used under 
different or even apparently similar circumstances. What is needed 
and applied is an informed judgment as to the economic life of the 
facilities under consideration, reducing to the most logical probability 
all conceivable possibilities involving product, process, and com- 
petition. 

Our tax depreciation policies over the past 25 years have been 
based on a theory of physical life of productive fac ilities derived from 
past experience during abnormal periods of depression, wars, and 
shortages. The objective has been to restrict and diminish deprecia- 
tion allowances in the belief that the tax base and therefore the Gov- 
ernment’s revenues would thereby be enlarged. This is the narrow, 
short range view. From the longer range ‘viewpoint this policy has 
been self-defeating in that it has injected an artificial bias into risk 
decisions which has presented an impediment to maximum growth 
in a free economy. Special 5-year amortization has provided the 
necessary bailout during periods of active warfare. During the con- 
tinuance of the cold war, and even in the absence of any war—hot or 
cold—in the light of the increasing industrialization and technological 
competence among other nations, it become increasingly necessary to 
free our economy from artificial restraints and permits it to operate 
in a way that is consonant with our traditional ideals of competition 
and a free market economy. 

It is understandable how our present policy came to be adopted in 
the depression conditions of the thirties and how we have been able 
to live with it, by virtue of special amortization provisions, in the 
war periods which followed. Understanding of the defects of the 
system led to its amelioration in 1954, the first tentative step toward 
depreciation reform in 20 years. The 1954 changes properly took 
cognizance of the pattern of capital consumption during the assumed 
life of an asset, but failed to come to grips with the equally trouble- 
some problem of the total period over which the capital cost deduction 
should be registered. We continue to try to pin down with pseudo- 
scientific precision what must in the end be a matter of informed 
judgment. This is a judgment which the management of the par- 
ticular business involved is in the best position to make, since that 
business is putting cash on the line with an expectation of adequate 
return, from which the entire economy will, of course, benefit. 

What I propose is that we retain the benefits of the 1954 advances 
as to patterns of capital consumption but scrap the outmoded concept 
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of attempting to judge the period of utility of an asset by conditions 
and events of past decades. Depreciation policy appropriate to the 
stagnant conditions of the thirties has no place in the dynamic future 
of the sixties and seventies. 

The very concept of depreciation suggests an allowance based on 
physical life and the use of the term tends to perpetuate the practices 
which have proved so objectionable. We should substitute for the 
depreciation allowance a capital cost deduction, and the writeoff period 
for capital assets should be determined by the management of the 
business which invests its capital in those assets. Managerial judg- 
ment as to the capital cost claimed for tax purposes should be backed 
up by a willingness to use the same estimated life and the same method 
of determination for book purposes, with such transitional tolerances 
as are dictated by past differences between book and tax depreciation. 
This would seem particularly necessary in periods of high tax rates 
like the present. Capital gain treatment with respect to dispositions 
of assets subject to capital cost allowance should be eliminated, except 
to the extent that proceeds exceed original cost. This latter change 
would represent an automatic safety valve to recoup any allowances 
which in the light of hindsight might prove to have been excessive. 

I would like to add one more thought which bears on this proposal. 
The suggestion I have made provides only for the recovery of actual 
cost. There can be no dispute as to the cost having actually been 
incurred, the only question being the allocation of such cost to suc- 
cessive time intervals. If we were taxing the net income of a busi- 
ness over the total period of its existence, we would not be concerned 
with how its costs were spread within that period. I would like to 
suggest that our taxable period of 1 year, although a useful and even 
necessary convention from the standpoint of reporting and revenue 
collection, is nevertheless a rather arbitrary concept from the stand- 
point of the business entity. This has been recognized in our carry- 
back and carryover provisions. Our energies can be devoted to much 
more fruitful purposes that arguing about the allocation of costs to 
arbitrary time periods. One of the great benefits that would come 
from adoption of the course I have outlined is the near elimination of 
the present great burden of administration and compliance which 
stems almost entirely from the problem of useful lives. 

The Cuarrman. Thank you, Mr. Kitendaugh. 

We are pleased to have you with us, this morning, Mr. Terborgh, 
and you are recognized. 


STATEMENT OF GEORGE TERBORGH, MACHINERY AND ALLIED 
PRODUCTS INSTITUTE 


Mr. Tersoreu. Mr. Chairman, I do not intend to read the written 
summary. 

The Cuarrman. Without objection, it will appear in the record, if 
you desire. 

Mr. Tersorcu. Thank you, sir. Do not duplicate. Do not put 
my oral comments with that summary. 

The Cuarrman. We will let you make the adjustments. 

Mr. Trersorcu. My paper, I am afraid, is rather long and technical. 
I will give only the highlights of it. It falls into two parts, the first 
of which is devoted to an analysis of the effects of different depreci- 
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ation systems on business investment. It is a demonstration of the 
two-sided or scissors effect of liberalization of tax depreciation write- 
offs. 

Obviously, liberalization increases investment funds in the hands 
of the taxpayers. It has, at the same time, the effect of increasing the 
attractiveness of individual investment proposals. 

My hypothetical studies indicate that 1f an investment proposal 
promises a 10 percent return with straight line tax depreciation, it will 
promise 14 or 15 percent with 5-year amortization. With the less 
accelerated methods now in the revenue code, sum-of-the-digits and 
double declining balance, the return will be between 11 and 12 percent. 

Another way of analyzing this is to study the required operating 
advantage that a new piece of equipment must show over existing 
equipment to justify replacement. Here we get a similar picture. 
The sum-of-digits writeoff will reduce the required operating advan- 
tage by 10 or 15 percent as compared with straight-line depreci lation. 
To put it the other way, it = ill shorten the economic life of equipment 
by something like 10 or 15 percent, thus speeding up the turnover 
of productive facilities. 

Part 2 of the paper is a study of the present tax depreciation 
problem. The position is taken that the new writeoff methods in the 
1954 Code are reasonably realistic and satisfactory except for the 
effects of inflation. If we had a stable price level they would be quite 
adequate. 

The main problem at the present time arises from the fact that we 
have had a long history of indintion. Other countries with this problem 
have attacked it in two different ways: Those that have had a drastic 
degree of inflation—let us say, over 200 percent—have allowed ad- 
jus sted or current-dollar depreciation. Those that have had a lessor 
degree of inflation have generally met the problem by speeding up 
the writeoff of historical cost itself. We fall obviously in the latter 
category, having had an inflation of roughly 100 percent or better 
since pre-World ‘War IL. 

The statement analyzes two techniques, one being an initial write- 
off of the British type, the other being an acceleration of the declining 
balance writeoff from a double rate to a triple rate. 

These two devices have extraordinary different impacts from a time 
standpoint and should be analyzed with reference to the desired time 
pattern of the tax bite. The initial writeoff approach gives a large 
immediate impact. The switch to triple-rate declining balance has 
aslow cumulative effect. 

In conclusion, I want to second what Mr. Barlow has said to the 
effect that this country is behind its leading industrial competitors 
in tax writeoff schedules. The time is ripe for further liberalization. 

One possibility that should be studied is the Canadian system of 
class rates. Another is stepping up the declining-balance writeoff 
to a triple instead of a double rate. A third is the British technique 
of initial writeoffs, recently introduced into our system on a very 
small seale. 

I take no position in my paper on which of those lines of attack 
should be followed. There are a great many angles to the problem 
and both Congress and the Treasury should get busy studying the 
merits of different liberalization techniques. 
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Thank you. 

The Cuarrman. Mr. Terborgh, we thank you, sir. 

Professor Paton, we are pleased to have you with us this morning, 
You are recognized, sir. 


STATEMENT OF WILLIAM A. PATON, PROFESSOR OF ACCOUNTING, 
UNIVERSITY OF MICHIGAN 


Mr. Patron. Mr. Chairman, that there has been a serious decline 
in the purchasing power of the U.S. dollar is a fact of which we are 
all aware, and there is widespread fear of a continuing erosion of 
the value of our monetary unit. It is not as generally recognized, 
however, that inflation has invalidated the conventional assumptions 
and procedures of financial accounting at eo points. Actually 
the reported net earnings of a great many business enterprises have 
been substantially overstated throughout most of the past two decades 
as a result of failure to give effect to the impact of a changing yard- 
stick on accounting measurements. In the crucial area of determining 
taxable income this has meant that for many companies taxes have 
been levied on true income at rates substantially in excess of those 
provided by statute, with resulting inequities between groups of tax 
payers and impairment of the ability to maintain productive capacity 
from revenues received. Not infrequently, indeed, the taxes paid have 
absorbed all of the actual earnings and have eaten into the taxpayer's 
capital. 

The point at which calculations of income have been most seriously 

in error is the periodic depreciation deduction, the cost of plant 
capacity consumed from year to year. In the determination of busi- 
ness earnings the revenues shown at the top of the income statement 
represent cash received from customers or short-term receivables, a 
figure expressed in current dollars. The deductions for materials 
and supplies, employee services, services of outsiders, and taxes 
are typically based on expenditures made during the current year, 
or shortly before or after such year. It is only in the case of the 
deduction representing the using up of the capacity of long-lived 
assets, notably buildings and other structures and machinery and 
other types of equipment, that monetary units other than relatively 
current dollars are involved. Here the deduction as conventionally 
computed, in this country, is a slice of an array of unlike dollars of 
plant cost, recorded over a more or less lengthy period, and so de- 
termined the deduction is not a valid measure of the actual cost of 
plant capacity currently consumed. 

Please note that I said “actual cost.” There is an underlying point 
here, commonly overlooked, that deserves emphasis. Actual cost is 
something more than a monetary label; cost means purchasing power 
expended or committed. And we must not be misled by our use of 
the same name, dollar, to describe the various generations of monetary 
units appearing in a company’s records. The fact is that every dollar 
is a dated dollar, and this becomes a matter of real consequence in a 
period of sustained inflation. A 1940 dollar, for example, is not even 
a close relative of the current 1959 dollar, and it is nothing short of 
arithmetic folly to treat a 1959 dollar of revenue received as the 
equivalent of a 1940 dollar of plant capacity consumed. The fact 
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is that it takes more than two 1959 dollars to match one 1940 dollar 
of cost incurred, and if the taxpayer conducts his business, and is 
taxed, on the basis of the assumption that he is breaking even if he 
collects one 1959 dollar for one 1940 dollar of plant investment used 
up, he will not stay in business very long. 

No one would have considered for a moment, back in Civil War 
days, treating a greenback dollar as the equivalent of a gold dollar; 
conversion one way or the other, by references to reported exchange 
rates, was commonplace procedure. It is equally necessary today, if 
the depreciation deduction is to be measured realistically, to convert 
the unlike dollars of plant investment to the common denominator 
of the current dollar, the monetary unit in which revenues and the 
other deductions allowed are stated. 

Accordingly, I am again recommending that the code be amended 
to permit taxpayers to “deduct depreciation measured in current dol- 
lars, preferably by the application of an appropriate approved index 
to the various generations of recorded dollar costs making up the total 
of depreciable ‘plant. 

This recommendation, it should be noted, is quite distinct from the 
question of how the cost of using up an installation of plant should 
be spread over the estimated service life. I am here neither approv- 
ing nor disapproving any particular pattern of writeoff ; I am dealing 
only with the problem of expressing the amount written off period 
by period in current dollars. I might add in this connection that we 
should not forget that a major part of our existing plant capacity 

was acquired prior to 1954, when accelerated depreciation, so-called, 
was authorized for tax purposes. 

As I see it, the adoption of my recommendation would not be a 
radical step. With respect to the cost of merchandise or materials 
consumed the code has authorized for many years, in LIFO procedure, 
the computation of the deduction in terms of the cost most recently 
incurred by the taxpayer. I see no reason why this general principle, 
namely, the matching of rev enue represented ‘by ¢ urrent dollars with 
a deduction likewise | expressed in current cost dollars, should not be 
applied in measuring depreciation, the cost of plant capacity con- 
sumed. Indeed, there is a much stronger argument for the adoption 
of this principle i in the case of depreciation ‘than there is for recog- 
nizing it in the case of merchandise or materials consumed. Mer- 
chandise and materials are generally used in the year of purchase, or 
shortly thereafter, and it follows that the impact of inflation is usually 
relatively slight during the time a particular acquisition of goods is 
held. In contrast the typical installation of buildings or equipment 
will remain in service for a considerable period and the change in the 

value of the monetary unit during such period, as I indicated earlier, 
can be very substantial. 

In the nature of the case, moreover, the investor in long-lived assets 
assumes a much greater business risk than the investor in merchandise 
and materials and in view of this fact one may well wonder why the 
latter should be favored taxwise as compared to the former. 

This brings me to a major, overall consideration, the need for avoid- 
ing in our tax structure provisions which constitute a roadblock to 
replacement, modernization, and expansion of plants. 
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Plant assets don’t grow on the bushes; they must be provided either 
from business revenues or from the additional savings of investors, 
And it seems very clear to me that restricting the deprecation deduc- 
tions to the number of dollars invested, regardless of dates of acqui- 
sition and the varying values of the dollars, makes it impossible to 
replace the plant capacity consumed, to say nothing of expansion of 
facilities, without drawing on net earnings as reported or raising 
additional capital. 

Take, for example, the case of the ore-carrying and other cargo 
ships of the Great Lakes which have been referred to in the news quite 
a bit of late. To replace the older ships in the fleet with modern ves- 
sels of equal capacity, and such replacements are badly needed, would 
require the expenditure of three or four times the number of dollars 
which our present rules permit to be accumulated from revenues, tax 
free. 

This kind of tax determination, I submit, impairs the ability of the 
owner to make needed replacements from revenue funds, and pro- 
vides no basis for attracting new investment. In other words, people 
with funds can hardly be expected to commit more money to an enter- 
prise that is unable to hold its own, in terms of productive capacity, 
from the funds provided by operations. 

I am sure that all members of this committee recognize that our out- 
put of goods and services depends critically on the status of our tech- 
nical facilities, our industrial plant, using the term broadly. I’m 
sure, too, that you all realize the current necessity of rapid moderniza- 
tion and expansion of our productive facilities in the light of mounting 
competition from abroad and the continuing vital requirement of a 
strong military position. And if I’m correct in these assumptions, I 
am confident that you will see the importance of providing a Sane 
tion deduction, in measuring taxable income, that represents the actual 
cost, expressed in current dollars, of the plant capacity consumed in 
operation from year to year. 

Economists of the Pollyanna persuasion, and the woods seem to be 
full of them, are busily engaged in predicting astronomical increases 
in output in the 1960’s, and in this connection they all point with 
enthusiasm to our population explosion. Don’t these people realize 
that babies do not bring with them the required layout if plant facili- 
ties, to the tune of many thousands of dollars per head, and that unless 
they are provided with the necessary facilities they will remain just 
about as Scales through life, with respect to productive capacity, as 
when they arrive? The fact is that our continuing bumper baby crop, 
coupled with present tendencies both to prolong the period of child- 
hood and provide for earlier retirement, have added greatly to the 
difficulty of maintaining our present per capita living standard, to say 
nothing of an increase. 

The essential factor at this stage is capital formation, particularly 
venture capital available for investment in industrial development and 
improved and additional plant facilities, and hence it is high time 
that our tax procedures be searchingly reviewed from this standpoint. 

No doubt there would be some immediate reduction in collections 
of taxes on business income if depreciation deductions were computed 
in terms of the current dollar equivalent to the dollars invested in plant, 
assuming all other pertinent factors to remain unchanged. But this 
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would be a small price to pay for the restoration of investor confidence 
and stimulation of plant replacement and expansion which, in my 
judgment, would result. Indeed, I would expect the effect on output 
would soon be such as to offset or more than offset the initial loss in 
tax collections. 

Finally, I feel obliged respectfully to state that I am one citizen who 
is reluctant to accept the view that it is impossible to provide all of 
the Federal services we need, including adequate defense, for less 
money than we are now spending. 

Thank you. 

The Cuamrman. Thank you, Professor Paton. 

Mr. Peloubet, we are pleased to have you with us, and you are recog- 
nized. 


STATEMENT OF MAURICE E. PELOUBET, ACCOUNTANT, NEW YORK 


Mr. Pevouser. Thank you, Mr. Chairman. I appreciate the oppor- 
tunity to be heard, and I am sure that industry appreciates the fact 
that 1 day of these hearings is devoted to this important subject. 

Depreciation reform is a subject which has been thoroughly studied. 
The materials for the study are public records, mostly produced by 
the Federal Government. 

As George Terborgh said, it is a question more of choosing the 
method you need and of determining which studies you are going to 
base it on than it is to do any more studying. 

We have done enough of that. We are ready to move now. 

The necessity for depreciation reform is evidenced by the crushing 
weight of the mass of obsolete equipment which our present deprecia- 
tion methods prevent management from scrapping and replacing with 
new, efficient, competitive equipment. 

Unlike the subject of some other discussions at these hearings, pro- 
posals for depreciation reform are addressed to the solution of a press- 
ing and an immediate problem. 

The time to act is now, before the competitive position of this coun- 
try deteriorates still further and before more businesses are liquidated 
or fail. 

In my opinion, remedial legislation should be enacted as soon as it 
can be drafted and introduced. 

The chairman in the November issue of the Nation’s Business made 
a statement of the purposes and objectives of this committee, which 
might well be adopted as a general and permanent description of the 
ideal system of income tax. 

I propose in this statement to follow those objectives; the first of 
those was a tax climate favorable to economic growth. 

If we want a tax climate which is more favorable to economic 
growth, the first objective is to remove present barriers, the principal 
one of which is the inadequate and outmoded method of arriving at 
depreciation allowance for tax purposes. 

This country, as has been brought out in the testimony this morning, 
and frequently before, has what is by far the most backward and il- 
liberal method of depreciation of any important industrial country. 

We have two problems in depreciation : 

First, to recognize the declining value of the dollar; and 
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Second, to determine the life of depreciable property on a reason- 
able business and economic basis rather than a _ physical one. 

The two problems are interrelated. Each is important, and a satis 
factory solution to either one will do a great deal to prevent the 
smothering and strangulation of business, particularly small business, 
which is now taking place. 

In my written statement I have described the most important of 
the specific proposals. Full depreciation on current values would 
probably be the most satisfactory method. 

If this cannot be adopted, then the reinvestment method, which 
makes allowance for the decline in the value of money as and when 
reinvestment takes place, would be a satisfactory substitute. 

The Canadian system, or an adaptation of it known as the bracket 
system, would be a satisfactory method for determining lives on a 
realistic economic basis. 

The revenue effect of these methods has been carefully studied, and 
it can, I think, be fairly said that any method of granting an addi- 
tional depreciation allowance which requires that the total deprecia- 
tion, that is, the additional allowance as well as the accumulated depre- 
ciation, must be spent on depreciable property, will not cause loss of 
revenue. 

The reasons for this and its statistical basis are fully covered in my 
written statement. 

The chairman’s second point was that the taxpayers with the same 
income should pay the same tax. 

This certainly 1s not the case at present, and it should be the pur- 
pose of any tax ‘reform to correct this. 

At the present time, corporations or individuals employing substan- 
tial amounts of depreciable property in their business are discrimi- 
nated against heavily as shown by this chart. 

On this chart I have taken a typical small business and shown the 
results of inadequate depreciation. We start off with an individual 
proprietor, married, without children 

This chart indicates in the first column an individual proprietor with 
no children, in a business where he comes out on the present basis 
with a net income before taxes of $300,000, pays about 741% percent 
tax. 

Now, if we take his depreciation and step it up to what is the aver- 
age deficiency we find that instead of coming out with a profit, he 
comes out with a net loss and he pays a tax of about 10114 percent. 

Then he gets a little more sensible and he incorporates. When he 
incorporates he pays an overall rate on present methods of just over 
50 percent, but when he applies his real depreciation he is paying at 
68 percent. 

Now, if he is a little unfortunate, and not impossibly unfortunate, 
and loses 5 percent on his sales price without being able to cut costs, it 
works out that he pays finally not a nominal rate on the current 
basis of only 48 percent, but an actual rate of 130 percent. 

Now, I submit that this is a glaring example, and a typical possible 
one, that was made up from a composite of some small businesses in 
our ‘office, where the same income is taxed at very, very widely varying 
rates. 
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Depreciation reform, of course, should, and I think would, correct 
this. 

Now, the third objective is an income tax which interferes as little 
as possible with the decisions on how our natural resources, both human 
and material, can be best employed. 

Under our present depreciation system the businessman is severely 
and improperly Nimited in the use of that part of the country’s 
resources for which he is responsible. 

The businessman knows that in many cases he is operating with 
obsolete and ineflicient machinery, but under the burden of the in- 
equitable taxes imposed because of our depreciation system, he cannot 
provide the funds to maintain his investment in efficient and’ up-to-date 
machinery and equipment. 

He is caentie interfered with by this difficulty which, of course, 
makes it more difficult to employ both natural and human resources 
tothe best advantage. 

The fifth point covers an income tax which will respond promptly 
and vigorously to changes in economic conditions. 

Any responsible Government official or businessman wishes to see 
two broad objectives attained, balancing of Government revenues and 
expenditures and the stability of our currency. 

There are few proponents of any changes in the tax laws who 
would argue for their own special interests or desires with reckless 
disregard of these two considerations and if they did they would 
receive very little consideration. 

I personally would not wish to be in the position of sponsoring any- 
thing which I thought was inflationary or which would operate in 
the direction of unb: alancing the budget. 

At the present time we need growth for many reasons and one of the 
best arguments in favor of liberal depreciation reforms is precisely 
that its principal effect would be to stimulate production both of 
capital goods in the first place, and of consumer goods in the second. 

We are now being held back by our depreciation policies and the 
fact that our depreciation policies are so restrictive and illiberal com- 
pared to those, say, in Western Europe, is one of the principal reasons 
why our manufacturers are finding such great difficulty in meeting 
foreign competition in a number of important items. 

While I am making these statements about the inadequacy and re- 
strictive characteristics of our depreciation methods, it probably 
passes through the minds of many committee members that there was 
a fairly substantial liberalization of depreciation in the 1954 code in 
the provision to use the double declining balance and the sum-of-the- 
digits method. 

It is true that the permission to use these methods was a step in 
the right direction and a step which was urgently necessary, but it 
did not go nearly far enough. 

I think the best proof that it did not go far enough is some figures 
which have been made available since my written statement was 
prepared. 

Now, one of the startling things is that even on the basis of historical 
cost, total writeoffs have been declining. That top line on chart 2 
isthe total writeoffs including amortization. 
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The writeoffs exclusive of amortization have been increasing some- 
what. That increase, while it cannot be pinned down specifically, is 
undoubtedly due to the 1954 changes. 

That is not much of an increase. It just brings the average rate 
up from about 4.75 percent to about 514 percent. 

By the way, these figures are not for the total; they are only for 
manufacturing corporations so that you will notice that the total de- 
preciation is about half of what is shown in the Treasury statistics, 

But there we have it. There is every reason to believe that the first 
line and the third line on chart 2 are going to go just about even now, 
We have felt pretty much the full effect of the accelerated rates in the 
1954 code and that effect is to raise the average depreciation rate 
somewhat less than 1 percentage point. 

Now, the second and fourth lines show the depreciation rates 
adjusted to current costs based on the chamber of commerce construe- 
tion cost index. 

Chart 3 shows the rates for total depreciation and amortization 
and for amortization. I think it shows quite clearly the relation 
between the two. 

In 1955 and 1956, we had the full effect of amortization and the 
1954 provisions were just beginning to take. So in those years we got 
our percentage rate pretty well up. Then the amortization started 
to go off and the effect of the 1954 provisions remained, but so far 
I think it has not done what was hoped for from it. It is a help, 
but a rather small help and it has barely, barely compensated for 
the losses in amortization. That amortization has masked this problem 
for several years. 

Chart 4 shows totals of our growth in property investment and 
the increase in depreciation. It shows just the same thing, deprecia- 
tion has increased in total but it has increased very little in rate. The 
purpose of these charts is to show that we have not got any very 
great effects from the 1954 provisions, as good as they were, and 
that we still need reform badly. I have tried to present what I think 
is a fair and objective picture. I believe the time for action is now. 

I don’t think we need much more basic study. We have a large 
amount of statistics and examples. What we need is legislation. 

If it were made clear in the statutes that physical life had no par- 
ticular relation to the period in which property could be written off 
and if it were made clear that once lives were adopted, they would be 
followed without change, and if recognition of the increased value 
of the dollar were made on the basis of an index calculated by the 
Treasury, then most of the troublesome features of the administration 
in the depreciation deduction would be eliminated. 

It would not be difficult to draft a simple and effective statute cover- 
ing both rates and declining value of the currency. This could be 
done in such a w ay as to have no doubt in the minds of either the 
Revenue Service or the taxpayer about what is intended. 

At the present time, and any lawyer or accountant that is in active 
current tax practices knows that this is true, we have a hodgepodge of 
contradictory ideas, concepts and methods that make the depreciation 
deduction one of the most difficult administrative problems in the 
entire Revenue Service and at. the same time one of the most. unpro- 
ductive. 
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Thank you. 
The CnairmMan. Mr. Peloubet, we thank you, sir. 
(The formal statement of Mr. Peloubet follows:) 


STATEMENTS OF MAURICE E. PELOUBET 


In the November issue of the Nation’s Business Chairman Mills made a state- 
ent of the purposes and objectives of the present hearings and discussions 
vhich might well be adopted as a general and permanent description of the ideal 
system of income tax in its principles, methods, and administration. He said 
hat what was sought to be accomplished through these hearings was: 

1. A tax climate more favorable to economic growth. 

2. An income tax under which the fundamental maxim that people with 
the same income should pay the same tax will be more fully observed in 
practice. 

3. An income tax which interferes as little as possible with the operation 
of the market in deciding how our national resources—human and material 
can best be employed. 

4. Assurance that tax burdens will be as fair as possible. 

5. An income tax which will respond promptly and vigorously to changes 

in economic conditions in order to restrain both inflation and recession. 

6. An income tax law with which taxpayers can readily and inexpensively 

comply and which can be efficiently and fairly enforced. 

While these statements apply to all aspects of income taxation, I think that 
the subject we are discussing today; that is, the relation of the depreciation 
allowance to income taxation and the necessity for reform in the present methods, 
sone to which they apply with particular force and appropriateness. 

If we want a tax climate which is more favorable to economic growth, the 
first thing to do is to remove present barriers, the principal one of which is the 
inadequate and outmoded method of arriving at the depreciation allowance for 
tax purposes as now provided for in the statutes and regulations. This country, 
as has been brought out in testimony before this and other congressional com- 
mittees, and which is documented in an appendix to my written statement, has 
what is by far the most backward and illiberal method of depreciation of any 
important industrial country. 

Ve have two problems in depreciation:(1) to recognize the declining value of 
the dollar; and (2) to determine the lives of depreciable property on a reason- 
able business and economic basis rather than a physical one. These two prob- 
ems are interrelated. Each is important, and a satisfactory solution to either 
one would do a great deal to prevent the smothering and strangulation of busi- 
less, particularly small business, which is now taking place. 

In my written statement, I have described the most important of the specific 
proposals. Full depreciation on current values would probably be the most 
satisfactory method. If this method is not adopted, then the reinvestment 
method, which makes allowance for the decline in the value of money as and 
when reinvestment takes place, would be a satisfactory substitute. The Cana 
dian system, or an adaptation of it, known as the “bracket” system, would be a 
satisfactory method for determining lives on a realistic basis. 

The revenue effect of these methods has been carefully studied and it can, I 
think, be fairly said that any method of granting an additional depreciation al- 
lowance which requires that the additional allowance as well as an amount equal 
to the allowance for original cost must be spent for depreciable property, will 
hot cause any loss in revenue. The reasons for this and the statistical basis for 
this statement are fully covered in my written statement. 

The chairman’s second point was that taxpayers with the same income should 
pay the same tax. This certainly is not the case at present, and it should be 
the purpose of any tax reform to bring this about. At the present time corpora 
tions or individuals employing substantial amounts of depreciable property in 
their business are discriminated against heavily as shown by the chart (chart 1). 

The third objective is an income tax which interferes as little as possible with 
decisions on how our natural resources, both human and material, can be best 
employed. Under our present depreciation system the businessman is severely 
and improperly limited in the use of that part of the country’s resources for 
which he is responsible. The businessman knows in many cases that he is 
operating with obsolete and inefficient machinery, but, under the burden of 
inequitable taxes imposed because of our depreciation system, he cannot provide 
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the funds to maintain his investment in efficient and up-to-date machinery and 
equipment. He is constantly interfered with by this difficulty, which, of course. 
makes it more difficult to employ both natural and human resources to the bes; 
advantage. 

The fifth point covers an income tax which will respond promptly and vigor- 
ously to changes in economic conditions in order to restrain both inflation and 
recession. Any responsible Government official or businessman wishes to see 
two broad objectives attained: balancing of Government revenues and expendi- 
tures, and the stability of our currency. 

There are few proponents of any changes in the tax laws who would argue 
for their own special interests or desires with a reckless disregard of these two 
considerations, and if they did, they would receive very little consideration, | 
personally would not wish to be in the position of sponsoring anything which I 
thought was inflationary or which would operate in the direction of unbalancing 
the budget. , 

At the present time we need growth for many reasons, and one of the best 
arguments in favor of liberal depreciation reform is precisely that its principal 
effect will be to stimulate production, both of capital goods, in the first place, and 
of consumer goods in the second. We are now being held back by our deprecia- 
tion policies, and the fact that our depreciation policies are so restrictive and 
illiberal compared to those, say, of Western Europe, is one of the principal 
reasons why our manufacturers are finding such great difficulty in meeting for. 
eign competition in a number of important items. 

As I am making these statements about the inadequacy and the restrictive 
characteristics of our depreciation methods, it is probably passing through the 
minds of some of the members of this committee that there was a fairly sub- 
stantial liberalization of depreciation in the 1954 code, in the permission to use 
the double declining balance and the sum-of-the-digits method of calculating 
depreciation allowances. 

It is true that the permission to use these methods was a step in the right 
direction, and a step which was urgently necessary, but it did not go nearly 
far enough, and I think the best proof that it did not go far enough is the 
figures shown on these charts (charts 2, 3, and 4). These were not included in 
my written statement as they were not available when it was prepared, but 
they are so significant that I think they should be considered by this committee. 
Broadly speaking, they bring out two points. First, that overall depreciation 
rates are declining rather than increasing in spite of the liberalization under 
the 1954 code. There are several reasons for this, the principal of which is the 
running out of the 5-year amortization under certificates of necessity. This, 
for some years, operated as a sort of palliative to the restrictive effects of our 
inadequate depreciation. In another year this will be of no effect and the 
Treasury will receive a corresponding windfall. The other reason is the in- 
creasingly rigid administration of the present statutes. 

These figures are really quite low. When we consider that they show that 
the average plant and equipment is assumed to last over 16 years it seems a 
long time under present conditions of rapid improvement in methods and changes 
in industry. The industry of this country is being forced to maintain, not to 
increase, its depreciable property out of tax-paid dollars where each dollar costs 
over $2 in earnings. Tax-paid earnings may be a proper source of funds for 
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expansion but industry should not be forced to use tax-paid dollars merely to 
maintain its present position. 

I have tried to present a fair and objective picture. I believe that the time 
for action is now. There is no need for further basic study. We have plenty 
if statistics and examples. What we need is legislation. 

If it were made clear in a statute that physical life had no particular relation 
to the period in which property could be written off, and if it were made clear 
that once lives were adopted they would be followed without change, and if 
recognition of the decreased value of the dollar were made on the basis of an 
ndex calculated by the Treasury, then most of the troublesome features of the 
administration of the depreciation deduction would be eliminated. 

It would not be difficult to draft a simple and effective statute covering both 
rates and the recognition of the declining value of the currency, and this could 
be done in such a way as to leave no doubt in the minds either of the Revenue 
Service or the taxpayer about what was intended. At the present time we have 
a hodgepodge of contradictory ideas, conceptions, and methods which make the 
dministration of the depreciation deduction one of the most difficult and time- 
consuming, and at the same time unproductive, parts of the work of the Internal 
Revenue Service. As I said before, the groundwork has been laid, and it is now 
time for legislation. 


CHART No. 1.—High tar rates on true income caused by insufficient depreciation 
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CHART No. 3 
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The CHairman. We are pleased to have you with us this morning, 
and you are recognized, Mr. Polk. 


STATEMENT OF JAMES K. POLK, ATTORNEY, NEW YORK, N.Y. 


Mr. Pork. Thank you, Mr. Chairman. 

The taxation of income is necessarily limited by the proper concept 
of the subject of taxation—income. 

Whatever definition of income may be adopted, it must of necessity 
embody the concept of a realized increase in wealth. 

Specifically, and by way of contrast, a capital levy is invalid. 
without one tionment, et cetera—and may not be exacted through 
the dev ice of an improper statutory definition or ¢ oncept of income, 
such as an imprope r inclusion of an element of receipt or an improper 
exclusion of a component of cost. 

Our taxing laws have measured taxable income by comparing dol- 
lars of cost with dollars of selling price. As long as the dollar re- 
mained stable this matching of the number of dollars of cost against 
the number of dollars of sales price was a valid measure of the in- 
‘ome the increase in wealth derived from business transactions. 

From 1940 to 1959, however, the economic worth of the dollar has 
shrunk 50 percent. ‘Today a comparison of pre-1940 dollars of cost 
with 1959 dollars of selling price may disclose a numerical gain in 
dollars in the face of a real loss of wealth. 

It is not believed that such an increase is income, since Income can 
not arise until after real costs have been recovered. 

Depreciation is a measurement of the cost consumption of the assets 
which produce the revenues of the transactions of the year. 

Price level adjustment. It is submitted that all of the symbols of 
measurement—the dollars of sales and the dollars of cost—must be 
equated in order that real income may be determined and subjected 
to tax, 

It is, therefore, urged that the de prec iation provisions in the Fed 
‘ral Income tax laws recognize a price level adjustment to the cost of 
the depreciable assets. 

(\dministration: There are unnecessary and extremely burdensome 
ee deficiencies in the present scheme of requiring— 

The determination at the time of acquisition of the future 
ite expectane ies of business properties; 

The determination, again at the time of acquisition, of the 
nieaée cost of removal and diseardation of such properties at the 
expiration of their life expectancies—often 30 years or more 
hence: and 

The present estimate of the amounts of salvage which will 
at that future time be realized. 

All three of these indefinite factors should be eliminated from any 
practical system of taxation. 

Life estimates: With regard to the problem of life expectancy 
estimates, partial or complete solution can be attained through the 
adoption of initial allowances, fixed amortization periods, or the 
bracket asset grouping with band allowances, along the lines of the 
Canadian statute. 
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It is essential that someone, or a combination, of these procedures LP 
be adopted in our taxing laws to the clear administrative and compli. i W008 ina 
ance advantages of both Government and taxpayer. at 5 to | 

Salvage: The problems connected with salvage and discardatioy In 18 
estimates may be simply solved by permitting depreciation on the J constru 
gross Investment and requiring the reflection of salvage receipts and The 
discardation costs in the year of the disposition of the assets. 30 ever 

Insummary I recommend these three things : turing 

|. Depreciation be allowed after recognition of a basis price level J costs. 
adjustment. In tl 

2. Definitive statutory provisions be made for fixed periods for & pete be 
chargeoff of depreciation—eliminating life estimate controversies. It has 

_3. Depreciation be allowed on a gross basis with salvage and re. § meet fc 
tirement costs treated as year of disposal items. Our 

I think that the recommendations have the advantage of simplify. J moder 
ing the administration and really conserving the revenue. produ 

Thank you. Mr. 

The Cratrman. Mr. Polk, we thank you, sir, for your statement, indust 

‘ather Hogan, we are pleased to have you with us this morning, and J ican 1 
you are recognized, sir. But 

we W1 

STATEMENT OF REV. WILLIAM HOGAN, S.J., PROFESSOR OF allows 

ECONOMICS, FORDHAM UNIVERSITY Fl 
ants 

Father Hocan. In a statement made to the press during the past ia | 
month David McDonald, the president of the United Steel Workers, Sur 
stated his union would not grant concessions to firms who have not & done! 
junked obsolete mills and machinery. Im 

He said further: frien 

We will show no mercy to those companies who are laggards and do uot bet we 
engage in research or modernize, but would make profits at the expense of the the ft 
steelworkers. Th 

In addition, he blamed the loss of traditional American markets to the p 
foreign steel producers on management’s failure to modernize plants. ances 

This statement of McDonald points up two areas in our economy § da, 
that have become sore spots principally because adequate capital has Mi 
not been available to modernize plant and equipment. obso 

Both problems, namely, foreign competition and the plight of Unies 
smaller companies, arise from the same basic cause and indicate the have 
urgency for action on our depreciation policy to help provide the erod 
necessary capital to replace not only wornout, but economically obso O} 
lete plants and equipment. pur} 

The question of foreign competition must be faced realistically with- is 
out either exaggerating or minimizing it as some have done. It stems mod 
from the fact that European and Asiatic countries whose industrial enor 
plant was to a great extent bombed out during World War IT have me 
now replaced it with modern equipment as good as ours. _ 

Further, the labor rate abroad is one-sixth to one-third of that paid 
in the United States. = 

As a consequence such products as steel, automobiles, ships, and wid 
machinery can be produced at a far lower cost abroad than is possible cos 
here. Thus the United States has lost much of its foreign market anc 
and a significant portion of the domestic market is in jeopardy. _ 
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Imports of automobiles have increased from 32,000 to almost 400,- 
jO0 in a period | of 4 years. ‘The ratio of steel exports to imports stood 

5 to 1 in 1957; by 1958 it had fallen to less than 2 to 1. 

i 1958 there were 55 ships destined for American owners under 
onstruction or contract in Japanese yards. 

The problem of foreign competition is serious and growing more 
so every day. In fact, many American firms have set up manufac- 
turing divisions abroad in order to take advantage of the lower labor 
costs. 

In the past we have maintained high wages and were able to com- 
pete because our equipment was superior. This is no longer the case. 
It has become increasingly difficult to maintain our wage rates and 
meet foreign competition. 

Our only hope of doing this lies in the installation of the most 
modern equipment so that we can increase productivity and keep 
production costs down. 

Mr. McDonald has stated that the failure to do this in the steel 
ndustry has helped foreign steelmakers take over traditional Amer- 
can markets. 

But, gentlemen, if we examine why our plants were not modernized 
we will find that this is due in great part to the fact that depreciation 
illowances have not been sufficient to care for the ravages of infla- 
tion. We have helped a number of foreign countries modernize their 
plants, yet we have allowed an outmoded depreciation policy to pre 
vent plant modernization here in the United States. 

Surely we should be willing to do as much for ourselves as we have 
done for others. 

I might add that the matter of foreign competition not only involves 
friendly nations, but is also concerned with the economic struggle 
between ourselves and Russia, the outcome of which will determine 
the future of the free world. 

The Congress can make a substantial contribution toward solving 
the problem of foreign competition by liberalizing depreciation allow- 
inces to permit us to eliminate much of the obsolete plant in operation 
today. 

Mr. MecDonald’s statement also refers to firms who have not junked 
obsolete mills and machinery. In the steel industry and other indus- 
tries these firms are, generally speaking, the smaller companies who 
have not had sufficient profits to supplement depreciation reserves 
eroded by inflation. 

One of the reasons that their profits have been inadequate for this 
purpose is the fact that they operate obsolete facilities. 

These firms are to some extent in a vicious circle. They have not 
modernized because there are not enough profits, and there are not 
enough profits because of the high operating costs of obsolete equip 
ment. These firms are also particularly vulnerable to foreign 
competition. 

Because of their inferior competitive position, they suffer from 
another disadvantage. In many industries the system of industry- 
wide bargaining requires the smaller companies to meet the same wage 
cost as their larger competitors. Thus, with less efficient fac ilities 
and an identical hourly wage rate, their wage cost per unit of product 
ismuch higher. 
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In some instances, less efficient companies in the steel industry have 
total production costs per ton $16 to $18 higher than those achieved 
in modernized plants. 

The plight of smaller companies is a serious one. During the past 
few years, they have been under considerable pressure from mounting 
costs, and their only hope is to reduce these costs by modernizing plant 
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and equipment. ‘This requires capital, and at the present time it can- J Now, 
not be obtained from depreciation allowances nor from the relatively § hat wl 
small profits they have made. necome 
A possible solution would be the absorption of the smaller companies J oncer 
by larger, more prosperous ones. This, however, has been ruled out 9 Is th 
by our antitrust policy, for, although it may be more economically Jhings 
desirable to have several well-run companies rather than many small, Jincurre 
less efficient ones, we have elected to maintain competition as it stands Jsystem 
today rather than permit a heavier degree of concentration. is are 
If we feel this is socially desirable, something must be done to help J that? 
the smaller companies survive. A change in our depreciation policy, J Mr. 
permitting them to acquire more capital for plant replacement, would The 
help considerably. greed 
‘The two sore spots in our economy, namely, foreign competition J year t 
and the difficulties besetting small companies, can be considerably eased J incom 
if a realistic depreciation policy is adopted. Such a policy should J artific 
allow the investor to recover the purchasing power of his originally § basic « 
invested dollar. Is t! 
This could be done by means of a cost or price index which would The 
revalue capital equipment on an annual basis. Such an index would | Profe 
take cognizance of inflation as well as deflation and would allow a | mome 
company to write off the true costs of capital consumption. These } term 
funds would then be available for replacement and modernization, | in ea 
which in turn would permit more efficient operations through higher ] poses 
productivity. Profe 
The Cuarman. Thank you, Father Hogan. Mr 
I want to again thank all the members of the panel for your very | ton. 
able discussions of the business deduction that we call depreciation. ] | Th 
Let me see if we can establish certain facts first before we look to | 's..! 
the correction of any of the evils of existing methods of depreciation. } "eflec 
When we speak in terms of business deductions, which are somewhat | conce 
different from some other deductions that may be allowed in the law, Mn 
we are referring to deductions that establish net income in this opera- ]} spect 
tion; are we not ? recas 
Is it not generally understood among lawyers, and I know that there I 
are at least two on this panel, that to tax the gross income of a business § 20t | 
operation as opposed to the net income therefrom would be the impo- § '§"' 
sition of a capital levy that might be accomplished under certain cir- } the : 
cumstances, but which is always considered to be an undesirable } *100 
objective ? : as in 















Is that the thinking of lawyers, generally? I see you are nodding 
your head, Mr. Barlow. , than 
Mr. Polk, do you agree ? N 
Mr. Pox. Yes. econ 
The Cuatrman, So that in determining taxation for business, that } 
is the taxation of business, we must keep in mind—TI think Mr. Eisner ] *te 
on the point of economics, you might differ with us—but we must keep J "Ss ° 
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nmind that what we want to tax is what we can best establish as the 
et income year to year from a business operation. 

And in the process of trying to develop the concept of net income 
se do allow in the tax law certain deductions that we call essential, 
ecessary business deductions, and including other so-called business 
axpenses as well. 

Now, what we are faced with, then, as I see it, is whether or not 
that which we have at the present time is a true reflection of the net 
ncome of the business insofar as allowances for depreciation are 
oneerned. 

Isthat right? If we should goso far as to allow as deductions those 
hings which are not actually a part of the cost that a business has 
ncurred in the use of capital assets, would we then be using the tax 
ystem for something other than the mere collection of such revenues 
s are required to defray Government costs? Would you agree with 
that ¢ 

Mr. Pork. I think so. 

The Cuatrman. Then what we want to do, I assume the panel is 
greed, is to develop ways and means of measuring income in a given 
vear that will best reflect in the true sense of the word what is the 
ncome of the business for that year and not to include within it some 
wtificial stimulus or something of that sort, lest we depart. from the 
asic concept of taxation. 

Is that agreed ? 

Then, do we reach the conclusion, except for Professor Eisner and 
Professor Davidson, and I want to discuss that with them just a 
noment, do we reach the conclusion that the present method of de- 
termining depreciation does not actually provide a sufficient deduction 
neach given year to truly reflect income from business for tax pur- 
poses? Is that the thinking of all of you now, with the exception of 
Professor Eisner and Professor Davidson 4 

Mr. Davinson. I am not quite sure why I am included in the excep- 
tion. 

The Cuarrman. I thought you wanted that method to remain as it 
s, which denoted to me the thought that you were satisfied that it does 
reflect. a true measure of income, at least so far as this deduction is 
concerned. 

Mr. Davinson. Well, my feeling on this is that in very many re- 
spects the income-tax law does not tax true income. I would favor 
recasting the entire law if what we seek is to tax true income.. 

I quite agree that basing depreciation charges on original cost does 
not lead to a satisfactory measure of economic income. But neither 
is it a satisfactory measure to tax; for example, the difference between 
the amount paid for a Government bond, a defense bond, $75, and the 
$100 that is received 10 years later. It is improper to treat that $25 
as Income. 

It seems to me that what we have is a very much broader problem 
than the depreciation problem. 

Now, if we want to rewrite the tax law to put everything on an 
economic basis, then certainly depreciation must be included. Until 
that time there is a question in my mind as to whether we ought to 
attempt. this partial solution to the problem which may, indeed, give 
ls a truer measure of business income but which would result in the 
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‘rather imperfect measure of personal income being taxed at a higher That 
rate to compensate for this lower business tax. ning 01 
The Carman. I had intended to open actually with the very § and ot! 
question that you caused to come up at this point, but before pro- Evel 
pounding the question let me give Professor Eisner an opportunity to § crease- 
say whether or not I have in any way misstated his position in the use § ¢ill an 
of his name. [ thi 
Mr. Exsner. Thank you. eralize 
Let me, first, just indicate that I quite agree with what Professor § soing 
Davidson said. I would add that of all the places where I think ad- § peani 
justments for price level changes are least needed, I would designate As ] 
the whole area of depreciation allow ances. lowan 
The point simply is that the people that would gain from greater § {jon e1 
depreciation allowances are essentially businesses and the owners of § reflect 
businesses and in a period of rising prices it is businesses and owners of § of sto 
equity that gain, and gain tremendously. tually 
It is notorious that the way to meet inflation is to buy stock in a The 
corporé ation. Stock in a corporation represents a title to assets which § the di 
gain in value as prices rise and it represents usually, also, a share of a conce] 
debt in fixed dollar terms. The result is that cor porations and owners § ation. 
of stock have gained tremendously during the inflationary period. Tar 
They are the last group that I would want to reward further by liber- 9) put tl 
alizing depreci iation allowances. busin 
Now, I think the chairman included me correctly, certainly, as being | what 
opposed to a further liberalization of depreciation allowances. It 
I would, I think, go a bit further and question whether in terms of J pusin 
principle it is desirable that our business taxes be based only upon in equuit: 
come. No 
I think a very important consideration in taxation is to tax every equit: 
body, businesses or individuals, as much as we can for the services § dedu 
that they get from Government. And certainly any business that is J deter 
operating, whether it is making a profit or not, is securing services M1 
from the Government, if only the national defense of its properties § cost. 
is provided. A tax system which insists that we will furnish services ] gay j 
free to anybody who is not making income, I think, offers rather seri- 9 jy on 
ous distortions. use { 
However, even once we grant taxation, particularly as regards de- § less f 
preciation, to be related to income, we then have to face quite honestly Yo 
what income is. I think, to the economists and to the layman an © an 
thinks about it, income in any period is what we can spend and still be Sc 
left at the end of the period with the same net worth as we had at the it is 
beginning of the period; for example, if I as an individual have $500 Ce 
at the beginning of the month and I am able to spend $400 and still duct 
have $500 left at the end of the month, then my income during that 1 
period must have been that $400. to di 
Now, if you apply that test to any American business or, again, to dedi 
any stockholder in a business, you have to recognize that what we, M 
under our tax laws, call capital gains is by no stretch of the imagina- T 
tion anything different from income. M 
I think it is entirely inappropriate to say, “Look, now, we have to T 
write up the depreci: ition charges because of higher prices” and not M 
recognize that the owners of business and business itself has had a teri 





tremendous increase in value because of the higher prices. 
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That is, if I buy some stock in a corporation for $100 at the begin- 
ning of the year, and at the end of the year because of price inflation 
and other factors it is worth $110, I have an income of $10. 

Even if you want to deflate that $10 by some measure of price in- 
erease—you say it is really a slightly lesser increase than $10—it is 
still an income by any reasonable measure. 

[ think the only way we can legitimately and fairly change on “lib- 
eralized” depreciation would be if along with that we had a ‘thorough- 
voing change of the whole tax structure so that we really tax income, 
met — we really tax capital gains, realized or unrealized. 

As long as we don’t do that, any liberalization of depreciation al- 
lowances has the effect simply of enabling some people to avoid taxa- 
tion entirely, because the liberalization of depreciation allowances will 
reflect itself in the greater value of the corporations and greater value 
of stocks that people own in corporations on which they will pay vir 
tually no taxes at all. 

The CHamrMan. Before we go further with this, and in the course of 
the discussion your points can be brought out, let me get to this other 
concept that is apparently in the mind of some with respect to depreci 
ation. 

I am not talking about what we have or what you are recommending, 
but the so-called theory of whether or not depreciation is a legitimate 
business deduction which should be allowed in trying to determine 
what the net income of a business is. 

It is contended by some that depreciation itself is undesirable as a 
business deduction because it creates an element of unfairness or in 
equity in the tax law. 

Now, is it, in the opinion of any member of the panel here, in- 
equitable to continue in the tax law the theory of depreciation as a 
deduction, as a business deduction from gross business income in 
determining the taxable income of a business 

Mr. Bartow. Mr. Chairman, if you eliminated depreciation as a 
cost you would then be rewarding only personal services. You would 
say that lawyers and professors and others performing services are 
in one category entitled to a tax differential, but other taxpayers who 
use facilities and incur costs for capital equipment are in another 
less favored category. 

You would not reward the return and you would penalize the in- 
come that is produced with capital goods. 

So it seems to me that depreciation is simply like wages and salaries; 
it is another cost of doing business and should clearly be deductible. 

Certainly, if you do not recognize that cost and allow it as a de- 
duction, you will not get an investment in that area to produce income. 

The CHatrmMan. Now, do you all agree then with th 1e thought that 
to do other than to allow for the theory of depreciation as a wunhates 
deduction would create unfairness and inequities in the tax law ? 

Mr. Bartow. It might be unconstitutional as well, Mr. Chairman. 

The Cuatrman. I know that is also a point. 

Mr. Patron. Mr. Chairman, could I say one word there? 

The CHatrman. Yes. 

Mr. Paton. It would be ridiculous to allow deductions for ma- 
terials and supplies and not allow deductions for the using up of 
plant and equipment which basically is a cost of operation of about 
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the same character as materials and supplies except we make the in. 
stallation less frequently. 

The Cuatrman. All of you are in agreement, then, that the answer 
to the question would be “Yes,” that it would be inequitable and un- 
fair not to allow the theory of depreciation as a business deduction 
in trying to compute the taxable income from business ? 

Mr. Eisner. I would qualify that somewhat simply to say that 
we have all kinds of different deductions—some more, some less, 

As pointed out, we are allowed to expense research expenditures. 

The Cuarrman. Pardon me for interrupting, but I was trying to 
stay away from the practical results that we presently have to reach 
an goal and also stay away from the suggestions of practical 

ways to get tothe goal. 

What I am thinking about is this: Should we, and must we, aside 
from the constitutional point, recognize the theory of depreciation in 
determining the taxable income of business in order to obtain fairness 
and equity in the tax laws? 

I would think the answer would be * Yes” by all of you gentlemen. 

Mr. Eisner. I would have to see defined the standard of fairness 
and equity. That is, if one starts with certain criteria of what is fair, 
then one can indicate whether something is fair or equitable. 

The CnHatrrmMan. Let me ask you this: 

Would it be fair and equitable to tax business income without 
regard to the capital investment involved in the business ¢ 

Mr. Pot. At some time. 

Mr. Patron. The question is, Mr. Chairman, whether you are going 
to put a tax on gross income of some sort or on net Income. 

The Crarmman. What I was trying to establish, and I thought we 
could get general agreement, was that in whatever reform that may 
be made now or any time in the future, in the interest of any of the 
recognized criteria by which reform should be judged, there must be 
allowances of certain deductions in order to arrive at what a taxable 
income is. 

This ae we are discussing whether or not depreciation is 
good or bad, but before getting to that point—that is whether it is 
good or bad—I wanted to establish, if I could, the unanimous thought 
of the panel, if possible, that some theory of depreciation must be 
continued in the tax law in order that we fairly and equitably tax 
business income. 

Mr. Kirenpaven. Mr. Chairman, I think we have almost unanimity 
here and I would like to help Professor Eisner to come to the same 
view. 

I think I see what is bothering him. He seems to feel since there 
is appreciation in the value of assets, that, therefore, we don’t have 
a depreciation actually taking place; and, therefore, no need for de- 
duction for depreciation. 

He makes the statement that we should tax income and capital 
gains, whether realized or unrealized. In the first place, we have 
never had the philosophy in this country of taxing any unrealized 
appreciation simply because there are no resources, no cash resources 
from which a tax might be paid. Furthermore, there is no certainty 
that appreciation which is merely a book appreciation will ever be 
realized. 
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Now, in the second place, Professor Eisner says that assets are 
worth more at a given moment in time than they were at some pre- 
vious moment or worth more than they cost, let us say. This I think 
is Very difficult to determine. It would be possible to say by applying 
a price index to an asset that it had a replacement cost now higher 
than its actual cost. This does not mean that the asset is worth ‘that 
amount of money. As far as depreciable assets are concerned, they 
are consumed in the business. I think that a relatively small propor- 
tion of all depreciable assets would ever be disposed of at something 
greater than their cost. In other words, the original cost invested in 
those assets is used up in production. I think any theoretical worth 
based on a price index is totally fictitious as a basis for imposing a 
capital-gains tax. 

The CiatMan. Can we say, as some do say, that the allowance of 
faster depreciation may well result in loss of revenue to the Treasury 4 
Or can we say it is a method of trying to determine what is the income 
within a given year from a business oper ation ¢ 

If we allow all depreciation against income in the year in which 
the capital asset is purchased, and the rates of taxation remain the 
same during what would otherwise be the useful life of the asset, have 
we lost revenue or merely postponed the collection of revenue from 
that business # 

Mr. Penouper. Mr. Chairman, | don’t know that we have done 
either one. Of course, if we allow depreciation deduction higher in 

his one year and if we stick to the original cost base, why we have 
mere ly put the deduction in another per iod. 

So that for the overall we have not lost. 

But if we even gave a depreciat ion deduction on a replacement basis 
which was greater than the original cost, I still think that the prob- 
abilities are that the Treasury would not lose and I think it is also 
quite possible to devise methods so that the Treasury would not lose 
on those deductions. 

| have made some studies on this and I am convineed that under 
any depreciation — where vou must reinvest the additional al- 
lowance as well as the original basis, the Treasury will not lose in 
the first year. 

We have, I believe, an overall tax rate of about 45 percent on cor- 
porations. From Government statistics it is clear that about 25 per- 
ent of tax is collected on everything that is put into the income stream. 

Now, if you can induce investment equal to your allowance, you can 

e there you are going to get back, even in the first year, practically 
wanes tc that you have apparently lost, and in succeeding years you 
will get back more. 

I am fully convinced of this. I think the fallacy in the argument 
against this is that we disregard the characteristics of growth which 

e been statistically established. 

'T ‘he C HAIRMAN. In propounding the question, of course, I am think- 
ing in terms of the recovery of the original cost of the capital asset 
before we goto: ny different conce pt. 

What I am thinking of isa situation in which I invest as a business- 
man $100,000 in a new machine that enables me to compete with 
foreign competition and enables me to reduce my costs to where I am 
no longer a marginal operator. 
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If the Government should say to me that I could write off that $100, 
000 in 1 year and the theory of depreciation is sound, that is that I am 
entitled to get back out of profits, before taxes, my entire $100,000 
while I am in business, then does it matter when I get back a loss 
of revenue or might it well be a postponement in the collection of 
taxes on overall income? 

Mr. Davinson. | would say, sir, that it is a loss of revenue unless 
we are taking the highly unrealistic case where you make this single 
acquisition and then make no other acquisition. 

If we are considering a single asset firm buying a single apartment 
house, for example, then you are absolutely right; there is merely a 
postponement of the revenue from the first, year to later years. But 
if we are thinking of a normal operating concern that each year makes 
regular acquisitions of capital equipment, then this turns out. to be 
a permanent postponement. Each year you will get additional 
depreciation on new acquisitions and if you are a growing firm this 
will more than compensate for the depreciation that you are giving 
up on older assets, having taken it earlier. 

The Cuarrman. Therefore, you reach the conclusion that the meth 
od of depreciation used can determine whether or not there is actually 
a loss of revenue overall to the Government or merely a_ post 
ponement ? 

Mr. Davinson. It depends upon the nature of the firm; if it isa 
firm that owns a single dam across the Susquehanna River then it is 
merely a postponement. 

If it is a normally operating firm with a balanced complex of assets 
it isa loss of revenue. 

The Cuarrman. Mr. Barlow? 

Mr. Bartow. It seems to me that. Professor Davidson overlooks one 
very important point : Companies do not buy additional laborsaving, 
cost-reducing, productive equipment unless they can make more money 
with it. 

If they make more money they will pay more taxes and if they 
do not reduce costs with equipment they will make less money, they 
will pay less taxes. 

If they acquire the $100,000 of facilities they will reduce their 
cost, they will produce more income and there will not. be any decrease 
in the revenues. 

If you look at the textile industry in New England you can illus- 
trate this point very well. 

For a great many years they went along overstating their income 
under a completely unrealistic depreciation policy. Many of them 
were small companies. What happened to them ? 

They got into the vicious cycle that Father Hogan was talking 
about. They did not have enough money to modernize. They could 
not acquire cost-reducing facilities. Their costs went up. Their in- 
come was reduced. Those that survived finally moved out and went 
South because they could not compete burdened with the higher labor 
rate in New England. 

Their failure to set up adequate reserves and acquire facilities left 
them in the position of producing little or no income and little or no 
tax for Uncle Sam. 
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That is basically the problem we are talking about this morning. 

Nobody buys a new machine tool unless he thinks he is going to make 
more money than he could make without it. So in that sense you 
iust don’t hold your own, as you were pointing out; you can even have 
in augmentation of revenues if you do not have tax deterrents to facil 
ty ac canner a 

The CuatrMan. Professor Kisne 

Mr. Eisner. Yes; I think you have to distinguish between the effects 
of the change in depreciation procedure on expenditures, which is 
something which aaa be debated separately from what the effect, 
given the same level of capital expenditures, is on the tax revenue of 
the Treasury. 

It is a tricky thing for people to see, if they have not worked 1 
through, that there is really absolutely no question that an accelera- 
tion of the depreciation w ith no increase in expenditures on national 
income, must mean a reduction in revenues to the Treasury. 

I think perhaps one way that everybody might see it relatively 
quickly is to note that depreciation allowances are running in the 
neighborhood of $20 billion, I believe, for tax purposes now. 

The capital expenditures are running in the neighborhood of $35 
billion. 

Now, if you go back year after year you will find that in every year 
lepreciation allowances were always less than capital expenditures 
and there are reasons we ¢ - see with algebra or numerical ex: unples 
that will make that clear, but I think any of you can verify deprecia 
tion allowances are less than capital expenditures each year. 

Suppose es the chairman’s suggestion and the suggestion 
which has been made by one of the panelis sts that all corporations be 
allowed to charge as de preciation in the year of acquisition the full 
dollar value of the acquisitions, vou can see that if we had been doing 
that now, our depreciation allowances would be not $20 billion, but 
the full amount of the capital expenditures, $35 billion. 

It is just that simple. 

There is a $15 billion difference. As a matter of fact, if we were 
to go over to that next year you would increase depreciation allow 
ances not by $15 billion, but by over $30 billion. 

I wonder if everybody has really seriously realized the implication 
of that. 

If vou were to increase depreciation allowances by $30 billion you 
immediately reduce corporate profits by about $15 billion; and they 
are also running about $20 billion. 

So the proposal to expense capital acquisitions, charge them in the 
year you acquire them, is a proposal in effect as of right now to reduce 
corporate-profit taxes by 75 percent. 

Now, if people want to do that that may be a legitimate proposal, 
but I don’t think it should be sort of snuck in without the people real- 
izing what it involves. 

Maybe it should be done. Maybe it should be done by depreciation ; 
ms sy be some other way, but that is the matter of arithmetic of it. 

Father Hocan. May I address myself to Mr. Eisner’s first remark 
that depreciation allowances are $20 billion and capital expenditures 
are $35 billion. 
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We here this morning, I believe, are concerned with plant replace. 
ment rather than expansion. Thus I would like to confine the dis. 
cussion to that portion of capital expenditures represented by depre- 
ciation allowances. Total capital expenditures represent plant ex. 
pansion as well as replacement, and so it is no mystery that. total 
expenditures are higher than depreciation allowances. The $20 bil- 
lion is the amount used merely to replace plant, while the added $15 
billion represent expansion in the economy. 

The Cuarrman. Remember the question that I asked, if you will, 
and the discussion we had with Professor Davidson as to whether or 
not a method of depreciation allowances could be a deferment of tax, 
or whether it could actually result in loss of revenue as a permanent 
proposition versus the deferment proposition. 

I used merely as an example the acceleration or the allowance of 
the $100,000 in 1 year to determine whether or not that across-the- 
board type of operation might be characterized as loss of revenue o1 
postponement of revenue. 

Mr. Petovuser. May I say one thing on that? 

When we are discussing the relations between the depreciation al- 
lowance and the amount of capital expenditures we want to remember 
one thing: The depreciation allowance is measured as an aggregate 
of old dollars of different values. 

The capital additions are all at current cost. So if we have this 
$20 billion to $35 billion, the first thing we have to do is to increase 
$20 billion to put it on the same basis as the $35 billion. 

The $20 billion is not adequate for replacement. 

What would be adequate for replacement would be somewhere 
around 40 percent more. 

So we are talking about 28 versus 35 rather than 20. 

Furthermore, the capital expenditures are not always made in the 
industries where they are needed for replacement and maintenance. 
A large part of these expenditures are in growth industries, new in- 
dustries, electronics, new chemical industries, and in some other in: 
dustries, such as printing, machine tools and steel, where it is urgently 
needed, the replacements are not being made. 

So that I don’t think we should pay too much attention to this com 
parison until we see what it really means. 

Furthermore, on this question of postponement. versus actual losses, 
it is true that if you are constantly increasing, you never catch up, but 
that is not a very serious thing. 

The fact that you are increasing increases your revenue in other 
ways. 

So I think it is rather an illusion. There used to be an old proverb 
“a tax delayed is never paid.” That is never true because the delay of 
tax frees funds for other activities and those activities in turn pro- 
duce tax. We must not get into the old idea that we have one pot of 
revenue that is going to stay the same and the tax rate is a ladder to 
take revenue out. 

Father Hocan. Mr. Chairman, you asked whether or not this would 
be merely a postponement or a loss of revenue to the Treasury. | 
would like to take as an example a relatively large steel company that 
has grown considerably in the last few years. Yet the growth of any 
company is not always perfectly uniform. You may add a consider- 
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ible amount of capacity, then vou may remain at that level for some 
years and then add again and so on. 

This company has used the accelerated depreciation method and 
they have determined at the present time that with the age of their 
assets, the composite age of their assets, the *y are pay ing just : about as 
much as they would if they were paying on a str: aight line basis be- 
cause they were paying more, there is more available for taxes now as 
result of charging less depreciation or at the end of the decline in 
balance method. 

They feel with their balance in assets they are paying just as much 
is they would if they were on the straight line method. 

The CuHarrMan. What we want to do, and I assume we have agr eed 
on this earlier, is to have a tax for all business income in each given 
year on the basis of as true a measurement of what is net income from 
husiness as we can develop. 

Now, if we stay with that concept, or if we establish that concept, 
then are we satisfied with present provisions for depreciation, includ- 
ing the Bulletin F measurement of useful life of assets on which the 
various formulas are predicated ¢ 

Are we satisfied with that as a true reflection, from the viewpoint 
of this deduction, of what is the income of a business in a given year 
for tax purposes ¢ 

Mr. Tersorcu. May I comment on that, Mr. Chairman. 

The CHarrMan. Yes. 

Mr. Trersorcu. First, the matter we were disc ‘Ussing a moment ago, 
whether an acceleration of tax depreciation results in a tax loss. I 
think anyone will have to concede that for the short run if there is 
such a loss. There may be no tax loss over a longer period if you 
allow for the increased capital investment generated by the accelera- 
tion of depreciation, and for the tax revenue produced by that added 
investment. 

The Cuatrman. At that point may I interrupt you enough to ascer- 
tain whether or not there is general agreement among all of you now 
with this statement that Mr. Terborgh has just made? 

Mr. Davipson. We are considering two separate problems, sir. 

The CHarMan. I understand. 

Mr. Davipson. One question if we do not affect the stream of invest- 
ment, will acceleration reduce revenue. 

Mr. Tersorenu. If acceleration has no effect on the stream invest- 
ment, then the answer is quite clear. With a level stream of invest- 
ment, the acceleration will cause a temporary loss of revenue. With 
arising stream, it will cause a permanent loss. I think we are agreed 
on that. 

Mr. Davipson. We are agreed on that. 

Mr. Trersorcu. However, it is unrealistic to assume that the flow of 
investment will not itself be affected by the accelerated depreciation. 
[f you allow for the resultant increase in investment, you will reach a 
point in time when the tax yield is higher than it would have been 
in the absence of the acceleration. 

The CHatrMAN. Is there agreement ? 

Mr. Davipson. IL agree perfectly. 

[ would like to point out on the first point that the growth in capital 
expenditures without additional acceleration is a description of what 
has been going on in our economy since the end of World War II. 





442 INCOME TAX REVISION 


What Mr. Terborgh is really saying is that our major attention ought 
to be centered on the question of what effect will alteration of the 
depreciation provisions in the tax law have upon capital investment, 
just how will this increase the stream of capital formation. 

The Cuairman. That is what Iam coming to now. 

Mr. Kirenpaveu. Mr. Chairman, I think there is one thing that 
ought to be said here. I think it is wrong to refer to the depreciation 
deduction as a loss of revenue. 

[t would be true, I think, that if you did not allow the depreciation 
deduction at all, the revenues might be increased at least on a very 
temporary basis, a very short- lived basis. But as you pointed out in 
your earlier statement, depreciation is a cost of doing business and 
the basic problem is to determine what the net income of the corpora- 
tion is. So I don’t think that depreciation as a loss of revenue is a very 
helpful concept in getting at the root of the problem. 

Mr. ‘TersorGu. It certainly is no different from any other deduction 
in that sense. 

The CuarrmMan. Now, let me ask you a question: 

Can we further liberalize the provision for depreciation in the inter- 
est of economic growth or whatever the interest may be without 
bringing about the possible results that we were just discussing, that is, 
without the additional liberalization resulting In losses of revenue or 
deferments of revenue that are not reflected in additional plant ex- 
pansion ? 

Mr. ‘Tersorcu. May | add one word there? My calculations are 
that the new methods of the 1954 code are now generating deductions 
about $4 billion a year in excess of what they would have been if we 
had stayed on the old straight line method. By the same token, we 
have a loss of revenue of $2 billion a year. However, that is before 
allowance for the additional investment that has resulted from these 
accelerated writeoffs and the additional taxable revenue that invest- 
ment has generated. So we don’t have a net loss of $2 billion a year 
by now. It is $2 billion minus the tax benefits of the added investment 
resulting from the new methods. 

Mr. Eisner. | would think Mr. Terborgh’s statement has been 
admirable in being correct and clarifying the issues. I hope we all 
can agree that depreciation liberalization results in a reduction in 
revenue aside from any further subsidiary effects upon national income 
of capital expenditures, because once recognizing that, then deprecia- 
tion allowances can be put on the same foot as any other proposed cut 
in taxes. 

[f I were to propose now that all employees in private schools or 
anybody setting up an educational est: icine or research foun- 
dation of any kind be given some kind of cut in tax rates we could 
point out this involves ‘losses to the Treasury, but this might in the 
long run increase income expenditures. All economists would agree 
that cuts in taxes will tend to increase private expenditures. 

Mr. Pevovper. I think there are a couple of basic misapprehensions 
in that. In the first place, the depreciation deduction, if it is liberal- 
ized and if it is liberalized in the proper way, is different from other 
deductions because it can be legislated in sue +h a way that the savings 
in taxes have to be invested in productive property. 
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You can easily draw up a statute that will definitely channel all 
nereased allowances into the purchase of capital property or you 
don’t get the allowances. 

Now, that can be done. If you do that you immediately get back 
more than half of your apparent loss in taxes and if your allowance 
is an incentive to investment equal to the allowance, that is, if your 
allowance is $50 and the allowance is an incentive to spend $100 you 
have no loss at all. 

If your allowance is $25 and it is an incentive to spend $75, the 
Treasury has a gain. 

Government statistics prove conclusively that when you put $100 
into the income stream you get about $25 back. 

If you have an incentive to investment of more than your allow 
ance, you are going to approach equality of loss immediately, not in 
the future. 

The Cuarrman. Mr. Barlow. 

Mr. Bartow. Mr. Chairman, I am a little concerned about the 
approach here in terms of incentives. I think Professor Eisner was 
talking about incentives and I think, Maurice, you were talking about 
incentives, too. 

[ think what we are really trying to do in proposing a more liberal] 
depreciation structure is to find out and more nearly approach the 
cost of doing business. That is one reason I have great concern about 
the inflationary factor but I do not think we have to turn to inflation 
as the reason for greater depreciation allowances. 

I don’t think we should insulate business from inflation unless we 
also insulate widows, orphans, professors, and Congressmen from 
inflation. 

We do not. need to solve this problem in terms of allowances for the 
inflationary factor or so-called incentives to business to go ahead. 

If you will give the businessman a proper cost allowance in any 
given year for what is producing the income you need not worry about 
incentives. That is the reason I put my principal emphasis on the 
obsolescence factor. 

You asked the question, Mr. Chairman, about Bulletin F, is it doing 
the job? 

The point is that everybody I think has agreed that it is not doing 
the job. It is saying to one taxpayer, “You write this off in 3314 
years,” and to another competing taxpayer, “Come in and make a case 
and you can write it off in 10 years.” 

It seems to me that what we ought to try to arrive at here in this 
(liscussion is what is the cost in any year of producing the income. 

The incentives will take care of themselves. 

If the businessman feels he is treated fairly, if he feels he is going 
to recoup his investments and he will make some income, more than 
he would with the old facilities, he will buy and he will replace. 

Our tax structure by its very nature either provides deterrents or 
incentives. 

I dislike seeing the tax structure used for social purposes, or for 
other than the collection of revenues except as some purpose may be 
unavoidably incidental to the nature of the tax collection process. 

The Cuarrman. In this particular area with respect to this particu- 
lar deduction, we are all concerned with the economic conditions that 
flow from this provision as well as revenue and fairness and equity. 
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I perhaps have made the statement that we have not enjoyed 
as much growth as we should have, that there has been deterrent 
in the tax law to economic growth. Businesses generally have to use 
profits rather than outside capital, as I understand, particularly 
in the case of small businesses, in order to grow. 

There is the problem always of whether or not, after the tax bite, 
there is enough left with which they can have the expected or desired 
growth. 

Now, I know it is impossible to determine, in order to obtain the 
proper rate of growth, what should be the ratio of investment in plant 
and equipment to gross national product each year. But I have been 
struck by the fact that in 1929 the ratio of new investment in plant 
and equipment to overall gross national product was about 1014 
percent, and that in 1957, in spite of all we find wrong in the area, the 
rate of investment was about 10.9 percent, in spite of the fact that 
much of our 1957 output was devoted to defense purposes. 

Now, does that, to your minds, indicate that we have kept pace with 
the require ments in this particular area of economic growth, or not! 

Mr. Trersorcu. May I answer it this way: I think we are keeping 
pace with our own historical performance, but we are not keeping 
pace with our competition. That is the crux of it. We have clone 
as well in the postwar years as we used to do, but we are being out- 
paced by other industrial countries that generate more capital than 
we do in relation to their gross national product. 

Father Hogan. Mr. Chairman, I realize that it is eminently real 
istic to try to determine how much revenue would be lost when you 
are trying to write a tax bill. 

This discussion here will probably never prove one way or the 
other whether we can deduce how much will or will not be lost. 

I tend to agree that the tax base will be broadened and there won't 
be a loss of revenue. 

However, may I possibly inject a broader note. Although we are 
certainly concerned with any loss of revenue, what we hope to do here 
by way of modernizing equipment is to meet such other dangers, and 
I think the word ‘ ‘dange rs” can be used advisedly, to the country. 

If we can, through modernizing equipment, stave off the threat of 
foreign competition, that is to say enable our industries to compete 
with the other countries, and if by modernization we can continually 
increase productivity, we will have achieved a great deal. 

We have not said much about productivity here today, but in- 
creased productivity is due primarily to investment in plant and 
equipment. 

It is due to our taking full advantage of technological improve- 
ments. 

If we can do that we can keep production costs down. If we can 
keep production costs down, perhaps we can keep prices down, or we 
can give higher wages without increasing prices. 

This will be a big factor in our efforts to control the inflationary 
force we have been dealing with during the last 15 or 20 years. 

Now, if this tax bill change did cost some money, and I am not so 
sure it will, but if it did, should we not be willing to pay that if it 
will achieve these other objectives, these broader objectives that are 
so much in the interest of the country ? 
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Mr. Davinpson. Mr. Chairman, you see we have shifted to the ques- 
tion Of what form of income tax revision will be likely to produce 
the greatest speeding up of new capital formation. We are departing 

now from the question of a realistic determination of income subject 
to tax. 

[ agree that the incentive question is a very important question. 
One problem is to decide what is the rate of growth we are seeking 
ind how much are we willing to sacrifice immediately in tax revenues 
to get it. 

Let me suggest there that if we are attempting depreciation revi- 
sion in order to speed up the rate of economic growth, that we can 
lo it most economically and most efficiently not by rewarding those 
who have obsolete plants by permitting them some sort of restatement 
of cost, but, rather, by giving an additional deduction in the year of 
equisition to people who ar » buying new plants. If what we are 
seeking is a more rapid rate of capital formation, it is the dynamic, 
rapidly growing firms that should get advantage of additional de- 
preci ition deduce tions. 

As Mr. Terborgh pointed out, probably the most effective way to 
do that is by some system reasonably comparable to the British, of 
either an initial or an investment allowance in the year of acquisition. 
[his is the way to get more capital growth. 

Mr. Bartow. Mr. Chairman, my only concern with this area again 
s that we are mistakenly talking about subsidies. 

The British system provides an allowance without regard to cost. 

It seems to me in talking about this subject of depreciation we 
ought to get back to the basic question: What is the cost of doing 
business, and try to measure it as closely as you can. What is the 
mnual cost of this wasting asset 

The difficulty, to come to the question, Mr. Chairman, you have just 
posed—the difficulty is that under T.D. 4422, which was issued just 
to raise 25 percent more income, and under Bulletin F which — 
n 1942, after T.D. 4422, we have taken an arbitrary position under : 
statute that provides not rule or formula and only refers to obsoles 
ense in parenthesis, placing all the emphasis on wear and tea We 
ave taken an arbitrary position that what the Government says is the 
life of a piece of productive equipment is the life without regard to 
the realities, and without regard to the evidence. Some few companies 
are able to prove the actual realistic life for purposes of depreciation 
even under Bulletin F, but this is the exception. Our problem has 
been that. with the statute just referring to obsolescence parenthetically, 
the revenue agents and the Treasury to a very considerable extent have 
quite understandably ignored it. Also obsolescence practically is im- 
possible to prove. The t: axpayer has to look into a crystal ball and 
say these facilities are going to last this long even though Bulletin F 
says they are going to last that long. 

I would like to see out of this tax revision not incentives, not sub- 
sidies, not something that is a tax rate reduction in disguise; but simply 
an allowance that measures cost. 

I would say to you, Mr. Chairman, that if we could get realistic 
depreciation, as a temporary measure to assure no less of revenue, I 
would be willing to raise the tax rate. But it seems to me, constitu- 
tionally and in terms of our traditional concepts of fairness, of what 
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is true net income; you have to come to a depreciation deduction 
that allows for the cost of doing business. 

We have not been doing that. This emphasis on obsolescence as a 
factor does not mean that I am opposed to reinvestment depreciation, 
That is one approach to this problem. It is really Mr. Dean’s cash 
flow system and to a very considerable extent it is not far away from 
Professor Davidson’s position if he is in favor of the British system 
with an initial allowance. 

Whatever you call it, whether it is depreciation or capital allow- 
ance or capital recovery, it seems to me the only thing we should be 
interested in is not something just to help business to the detriment 
of other taxpayers who have “problems with inflation, but something 
that gets to the true cost of doing business. And what has been 
ignored in determining cost is this obsolescence factor. 

If we could solve this allowance for obsolescence which is referred to 
only parenthetically, we would go a long way in terms of so-called 
time-table depreciation to beat this problem of inflation that is of 
concern, of course, to all of us. 

But we should not have any more differential taxation here to 
protect somebody from the ravages of inflation, I agree with Professor 
Kisner, that we must protect ever yone. 

The C HAIRMAN. Mr. Barlow, if I may, and I must yield to other 
members, but if I may, if we put depreciation on the basis of cost of 
doing business along w ith other deductions and do it for that purpose, 
you are certain that we will come to the end result that we desire in 
the tax law, the establishment of true evaluation of net income for tax 
purposes. 

Mr. Bartow. I am convinced of that. 

The CHatrman. Or would we not, if we go beyond restoration of 
initial cost, be taking, through depreciation, something out of profits 
before taxes aT than merely the recovery of the capital investment?! 

Mr. Bartow. I do not believe you need to go beyond a sensible real- 
istic approach to what is the true cost in any particular year of operat- 
ing these facilities. 

Now, I grant you, Mr. Chairman, as I have said in my statement, 
you have to resolve doubts in favor of a realistic approach. 

Nobody really knows how long a cylindrical grinding machine is 
going to last, for example, but a study has just ~ been completed for 
the Army Ordnance Department by Johns Hopkins University, and 
other experts have made sur veys in this field of productive equipment, 
and they say that 5 to 10 years is a reasonable estimate if you want to 
take a realistic look at how long productive equipment will last. 

It seems to me, simply on the basis of the Canadian exper ience and 
looking at the European systems, that if we can come to a 5- to 10-year 
life, or a 10 percent rate, with the double declining balance and the 
sum-of-the-digits methods, we can lick this bogey of inflation because 
there will be enough cash flow for current replacement to hold costs 
down and make us competitive. 

Now, if we get into an even more serious situation in terms of our 
competition with foreign countries conceivably we mary have to go to 
incentives or subsidy; we may have to go to some Government pl: un- 
ning in order to hold our own industrially i in the world. Maybe we 
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shall have to do this, but I am not sure that we have to go that far 
now. 

Father Hogan. Mr. Chairman, might I add in view of Mr. Bar- 
low's statement about obsolescence, I, too, think this is the most im- 
portant factor, because most machinery can be physically replaced 
part by part and can continue to operate indefinitely. The question 
is whether or not it is economically obsolete. Now, in the next decade 
| think we will face a great. deal more economic obsolescence. The 
research and development. programs of so many companies are ex- 
tensive and they are continually developing new and better ways of 
production. 

This is going to render obsolete much of the equipment we have 
today and so I certainly heartily endorse Mr. Barlow’s statement that 
obsolescence is the problem and will be more so in the next 10 years. 

The Cuarrman. Mr. Paton. 

Mr. Parton. I would like to sort out two questions involved in this 
discussion. 

One question with which the panel is very much concerned is the 
handling of the estimated service life. We all know that is something 
of a conjecture. 

Of course, that is one of the things that has caused people to regard 
the depreciation deduction with some degree of suspicion, you might 
say, because we have a better idea of how fast we are going to use wp 
the coal pile, for example, than how fast we are going to use up the 
scenerator. 

In my paper I did not address myself to service life, but I would 
ke to say here that I think we would have been way ahead long since, 
cert: ainly administratively, if we had permitted management, that 

‘nows most about this sort of thing, to estimate the period over which 
they expected to utilize the capacity of particular installations, in- 
tead of having a continual argument; and frequently after the parties 
lave agreed on a procedure a new revenue agent comes in and he starts 
all over again—that happens all the time—because he does not agree 
with what. was previously done. 

But there is another question here. TI feel that we have a measure- 
ment. question beyond that and TI feel that the present code does repre- 
sent an obstacle to a taxpayer holding his own out. of revenues. 

In our present system of accounting we are faced with an array of 
dollars which are not the same monetary unit at all. This fact has 
heen widely recognized abroad, but we have been treating all the 
recorded dollars as if they were alike. 

In the case of plants we simply are not deducting the actual cost 
of the installation, as I see it. 

As an accountant, I am in favor of hanging on to the idea as far 
is we can of matching revenues with related costs and getting a reason- 
ibly true picture of periodic income, without favors or without any 
special dispensations at all. 

Accordingly, I can’t find myself enthusiastic about the idea of 
charging off Guauidiakaby an installation which under the most. con- 
ervative estimate will last 5 years, and possibly 10 years. That is 
inrealistic. In the case of the taxpayer it does not result in a proper 
matching. 
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I have a regard for the basic idea of trying to measure income by 
year, setting up the revenues received from customers and permitting 
deductions ‘that purport to represent the cost of the capacities and 
services used up in that year. 

I would like to see us address ourselves still to that fundamental 
question, just as has been done in France and other countries, abroad, 
the conversion of an array of heterogeneous dollars into an amount 
representing the present purchasing power of those dollars—which 
would not be a departure from our basic concept at all. 

That is why I think it would be easiest to get at the problem in that 
way. 

Now, that does not mean that I am not sympathetic also with service 
lives that are realistic with respect to modern obsolescence, modern 
conditions. 

I have recommended years ago turning this thing over to manage- 
ment and letting management set the service lives. 

The Cuamman. Mr. Paton, we are aware of the fact the service live 
procedures that are followed in allocating so much depreciation in 
this taxable year, so much in another taxable year, are established as 
a method of trying to apportion the capital investment on the basis of 
the relation of that capital investment to the earnings in a given 
year. 

Mr. Paton. I am sympathetic with that. I want that clea 

The CHarrman. You would suggest that we stay with that 
principle? 

Mr. Paton. Yes, sir. 

The Cuarrman. Now, do all of you suggest and recommend that we 
stay with that principle, not whether it is working today or not, 
but whether or not we should try to stay with the principle of allocat- 
ing that portion of the capital investment which appears to be attri- 
butable to the creation of the earnings within that year? 

Mr. Patron. Might I add one more word. 

That does not mean that accelerated depreciation so-called, a decreas- 
ing curve to represent periodic charges for service capacity concerned 
should go out of the window. 

The CuHarrman. I am not raising that question at all. I am 
raising the question of allocation. There should be some allocation. 
Do we agree ? 

Mr. Dean. Mr. Chairman, I would not agree with that and say that 
the speeding up of the tax depreciation by the cash flow method ora 
varient of it, such as the British system, can solve all three if the 
problems that we have been debating this morning. 

I think it can solve the problem of an inadequate recognition of 
obsolescence which eats up economic value far faster than the facilities 
wear out. 

It can solve the problem of inflation, that is, the problem of lack of 
recognition of the real economic cost of using up facilities. 

It solves that problem, as Mr. Ter borgh and I pointed out in our 
papers, because time is money and speedup of depreciation can be 
an adequate to offset any reasonable rate of future rise in the price 
level. 

It can also solve the problem of the impossibility of predicting 4 
realistic measurement of the future capital wastage cost of particular 
years. 
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It is a practical way to do it, that is, solve these three problems. It 
2 practical way which avoids the contest over index numbers and 
aabds debate about service life and the speed of the future inflation. 
[t also has benefits in stimulating investment which can counter the 
postponement of taxable 1 oe that results from that, that is, cash 
flow’ s acceleration of writeoff, by inere asing the tax base by stimu- 
lating now-penalized growth in plant and equipment. 

Mr. Kirenpaven. Mr. Chairman, I would like to concur in what 
Mr. Barlow and Father Hogan have said about obsolescence and 
bring in the problem that businesses are confronted with by reason of 
the increasing availability of automation, 

The situation is that even when a particular process is automated, 
the business involved cannot determine that this automated equipment 
is going to be useful for a definite period of time, because the process 
of automation itself is de veloping so rapidly that what is put in today 
may be obsolete tomorrow. This is entirely apart from product obso- 
lescence. 

Mr. Barlow mentioned the Canadian system, which I think has some 
things to recommend it, but I think it would be a mistake to trans- 
pose t he Canadian system to the United States. 

For example, the category that applies to machinery in Canada 
provides for a 10-year life which I think is a much faster writeoff 
than ~~ machinery gets in this country at the present time. Never- 
theless, I do not think that 10 years is a proper life in all cireumstan- 
ces. As Mr. Barlow has again pointed out, there may be situations 
where obsolescence is anticipated in 5 years, or even less, and I don’t 
thi nk we should tie ourselves too rigorously to the Canadian system, 
although it does have something to recommend it. 

Mr. Bartow. | agree generally with Mr. Kitendaugh, and Mr. Ter- 
borgh has made this comment also, that the Canadian system is rigid. 

I have mentioned this is my statement. But, nevertheless, this is 
the reason I believe, being a pragmatist, that it works in Canada. 
The rates are set, they are fair, the taxpayer has certainty and he can 
plan, and fund, and replace. However, in the United States we can 
take a range of rates or “bracket” as it is called. This would not rep- 
resent any special provision for business in the nature of a subsidy or 
incentive. It would be setting rates within brackets for classes of in- 
(ustry, that represent the best opinions of engineers and other people 
in the industry including, as Mr. Paton has said. management itself. 
The type of life or the type of rate that they would agree upon would 
make it possible for them to replace the facilities and stay modern 
and competitive. That is the way the rates were set in Canada. 

We have many small companies in the country that are really 
liquidating because they are not taking adequate depreci iation. They 
have to borrow money at the banks, they have to raise equity capital 
so they keep their income and earnings as high as they can by under- 
sti anding depreci lation. 

What happens is that they overpay their taxes. They are report- 
ing profits that are not there. 

The Canadian system or the bracket system which is a modified 
Canadian system, would change this. It would set up brackets of 
rates and it would force companies in effect to depreciate so that they 
would not be fooling themselves and perhaps their shareholders. 
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These brackets would be the areas of reasonable rates and they would 
persuade industry itself to be more realistic about depreciation or 
capital writeoffs. 

Mr. Davipson. I would like to point out on this point that the 
Canadians originally enacted in their tax revision that set up these 
capital consumption allowances a regulation that the firm had to re- 
port the same amount of depreciation in its records as it did in its tax 
return but they later repealed that provision. 

In the Canadian situation at the moment a firm may report in its 
financial statements as much depreciation as its accountants think is 
reasonable and that amount may differ from the amount claimed in 
the tax return. 

Mr. Bartow. I would just make this comment on that, Mr. Chair- 
man. I am convinced that we are not going to get any realistic de- 
preciation until we book exactly what we take for tax purposes. 

It seems to me that the concept of net income cannot be different 
for purposes of telling your shareholders what you are making than 
it is from what the true net income is on the tax return. 

| feel very strongly about this and this is one reason we ought to 
have a modification of the Canadian system. I think also we ought 
to get, these learned accountants to agree that they will book what they 
claim for tax purposes. 

The Cuairman. Gentlemen, it is quite apparent that we will not be 
able to conclude this discussion, in view of the questions that I have 
asked as much as anything else, before lunch and without the neces 
sity of an afternoon session. 

Will it be possible for the members of the panel to return at 2 
o'clock to this room ? 

Without objection, then, the committee will adjourn until 2 o'clock 
this afternoon. 

(Thereupon, at 12 40 p.m., the committee was recessed, to reconvene 

{ 2 p.m. same day. ) 
AFTERNOON SESSION 


The CrAirman. The committee will please be in order. 

Mr. Poitkx. Mr. Chairman, before you adjourned, | wanted to com: 
ment on something that had just been said that involved sequence, if 
Mr. Mason will allow me. 

Mr. Mason. Certainly. 

Mr. Poukx. There was a concurrence of two members of the panel 
that the taxable net income and book income should coincide, and that 
that was a significant factor in prescribing any sort of depreciation 
deduction. 

[ want to dissent most vigorously from that concept. There are 
Inany areas in the Federal income tax concept which are necessarily 
variant from book concept. For instance, just to illustrate, percent- 
age depletion, or the bases of assets which have been transferred on 
nontaxable. liquidations or exchanges, there are interest during con- 
struction concepts, reserves for future maintenance or replacement or 
repair concepts. ‘There are many departures in conventional account 
ing from the income tax accounting which have revenue producing 
protection of the revenue, and ability to pay guides that are not pres: 
ent in conventional accounting. 
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You have, in addition to that, all sorts of regulatory provisions. 
You have the public service commissions of all 48 States—there are 
more than 48 now—which differ as to how transactions must be re- 
worded per books, the Federal Power Commission, the Interstate Com- 
merce Commission. And to limit a tax deduction to a recordation per 
books would be utterly unfair to those concerns which are prohibited 
from doing that by regulatory bodies having complete authority to 
prescribe accounting. 

I just want to record my personal dissent to any requirement that 
the tax deduction be predicated upon a conformable recordation per 
hooks. 

Mr. Krrenpaven. Mr. Chairman, may I add something to that 
since IT am one of those that espouse this matter of booking tax de- 
preciation. LTappreciate with Mr. Polk that there are many differences 
between book and taxable income at the present time, but there need 
not be so many. On the matter of deferred charges and estimated 
expenses, I think we should have conformity between book and tax 
treatment. 

[ think he has a real point and problem in this matter of the regu 
latory provisions but it seems to me that an exception could be made 
vhere 2 company was prevented by regulatory provisions from book- 
ng the tax depreciation. 

Any criticism that has been made of booking tax depreciation 
s that a business should not be forced to record on its books what the 
Treasury says is the proper depreciation. I think there is a real 
point there. We have had differences in the past between book and 
tax depreciation because of taxpayer unwillingness to accept on the 
hooks depreciation determined by the Treasury. What I propose isa 
different thing, namely, that the Tre asury recognize what the taxpayer 
wishes as a matter of business judgment to record on his books, that 
that. be the tax depreciation. 

There is another element in this that I think is important. If you 
have a requirement that tax depreciation must be recorded on the 
books, I think the revenue problem which concerns us so much, will 
he tremendously minimized because you will find that this managerial 
judgment is not going to go in the direction of claiming excessive 
depreciation allowances. 

Mr. Bartow. Since I espoused this cause just before lunch, may I 
say one word? One of our serious problems today is the way regula- 
tory bodies allow and disallow and recognize and fail to recognize 
depreciation. One of the salutary things | that could come out of de 
preciation revision in the Internal Revenue Code would be a corollary 
requirement that Federal regulatory bodies regard depreciation as 
acost and not asa subsidy ora tax break. 

We have another serious problem that I think perhaps we do not 
have time to go into involving the special situation of companies that 
are regulated by Federal bodies. If the Congress liberalizes deprecia- 
tion as it did in adopting the sum-of-the-digits and the double-declin- 
ing-balance methods then the Federal regulatory body often says, in 
effect, that the writeoff is not a cost, that it is really a tax benefit so the 
utilities rates should accordingly be reduced. So I would say that 
out of this tax revision should come a requirement for booking all 
depreciation and a recognition by Federal regulatory bodies and also 
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State regulatory bodies that it is a true cost, that it has been so deter. 
mined by the Congress and that it should be allowed as such in deter 
mining applicable rates. 

The CHArrman. Mr. Mason ? 

Mr. Mason. Mr. Chairman, the panel before us has impressed me 
with the fact that it is an unusually high-grade panel and because - 
that, I want to know whether the panel will agree with me when I s 
that the problem confronting this committee in connection with de to 
ciation has been, shall we say, aggravated over the past 10 to 20 years 
because of two factors mainly. 

One is inflation that has eut our dollar in half and the other is this 
obsolescence which certainly, in the last 10 or 15 years, because of the 
dynamic competition that has been brought about, has become s0 
great that it has simply outmoded our time t: able depreciation which 
we have been accustomed to observe. And because that has been out- 
moded by these two factors, and maybe some others, this committee 
has simply got to make some changes in this thing to enable us to 
compete with other countries as well as to keep abreast of the progress 
that we hope to make in our economic life. We are searching for the 
answer to that problem. ‘That is really the answer we want. 

Now, the panel has given us methods, offered several ideas from 
which we are to at least try to get the answer to our problem. So 
far I do not have the answer, not even from this panel. I do not 
know whether we are going to get it or not. But I do want to say 
that we must keep this problem before us for solution and not lose 
ourselves in a lot of different theories and ideas that are brought 
before us. 

That is what I want to try todo. That is all, Mr. Chairman. 

The Cuarmman. Mr. Byrnes? 

Mr. Byrnes. Mr. Chairman, I gather that there is agreement that 
there is no way of calculating capital consumption with any arith 
metic certainty. It just covers too big a gambit, too many factors. 
It seems to me that gives rise to the problem—F think that is really 
what we have been talking about—the problem of how do you calev- 
late so that you come within a reasonable area of giving recognitiot 
to capital consumption. 

I know that although the matter of capital gains is not a matter that 
the committee has before it today, it seems to me that we do have 
the problem of measuring the two together so that you do not over- 
charge your capital consumption and then get the benefit of it through 
capital gains treatment. 

I would just like to have a little comment from this panel as to what 
they would do on this other side of the coin so that income really 
would be taxed as income all the way through the process. 

Mr. Pork. In the main, an operating business is not in the business 
of realizing capital gains. In the main, an operating business at 
tempts to use its assets for their useful life when they are disposed of 
as salvage. the disposal realization is relatively negligible. 

In the larger corporations that I have represented, I have found 
that their salv: age is practically zero. The cost of dismantling, dle- 
molition, discard: ition equals or exceeds the dollars that you get from 
the property that is torn down. 
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The capital gains limitation in the Internal Revenue Code, tax 
limitation in the Internal Revenue Code, takes into account, as I see 
t, two factors. 

_ One is that there is a decline in the buying power of the re ar, there 
is an inflationary factor in there; and the second one is peaking. 
Your disposals that come in with progressive rates come vs a peak and 
it would be unfair to tax that peak at the 90 or 88 percent top percent 
bracket, for instance. 

Now, the Internal Revenue regulations for many years have defined 
salvage as the proceeds or net salvage as the net proceeds from the 
disposal of assets for causes that were taken into consideration in 
estimating the service life. ‘The extraordinary disposals or abnormal! 
dis posals, as they are classified in the regulations, were caused by fire, 
storm, accident, or casual sale. Your major taxpayers, the great bulk 
of taxpayers, have practically none of those. They are infinitely 
small. 

Iam not talking about the auto rental concerns, or a few other con- 
cerns that are in the business of disposing shorter than economic life. 
The great bulk of concerns dispose of their property only when the 
economic life is over and gone and the assets are sold for salv: age. 

Mr. Byrnes. I would like to have you comment on the importance 
of obsolescence and whether we should give it greater weight than we 
do today. 

Mr. Pork. The economic life that I am talking about is the economic 
life that comprehends the obsolescence factor as well as any other 
factor of wear and tear. I know that in the public utility field 
studies have been made that show that 88 percent of all discardations 
of property are for causes other than physical wear and tear. The 
physical wear and tear is not the factor that causes the discardation. 
It is obsolescence if you want to so call it. 

Now, the capital gains limitation on these casual dispositions of 
property or the abnormal dispositions of property is something en- 
tirely within the province of the Congress to grant a relief to if it 
thinks relief should be there. Otherwise, I think that all dispositions 
should be treated as current income and expense items, whichever way 
they fall, because they are attempted measurements of the cost of the 
property over its useful life in producing income and you want to 
match the revenue dollars against the cost of producing the revenue 
dollars and the cost of a disposition of an asset is a cost of producing 
the revenue dollars. 

It ought to come into ordinary income or ordinary expense as the 
case may be in the normal event. Only in ‘oe extraordin: ary event, 
should the congressional indulgence of a capital gains limitation 
apply, and this is in the business income area that I am talking about. 

Mr. Byrnes. Professor Eisner ? 

Mr. E1sner. I think the Congressman’s point is essential to the 
entire discussion. I am very glad it was raised at this time. The 
usual example we take of depreciation can be made quite simple. 
Suppose a person is in the taxicab enlienes and he has his own cab. 
During the year he takes in, let us say, $5,000 more in receipts than 

ls out-of- pocket expense. 

We say it is not right to say that his income is $5,000, this is not net 
income. His cab may have been worth $3,000 at the beginning of the 
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year. If he has used up 51,000 worth of cab, his income js $5.00) 
minus the $1,000 of cab that he has used up, or $4,000, 

Now, suppose, however, one buys a house or a building, let us say 
one pays for the building $10,000. One uses it for 20 years and they 
finds at the end of that time the building is worth $30,000, Any of you 
that know what has happened to the value of buildings knows that this 
example is not out of the ordinary. 

Suppose a person in this ~U-year period has earned, let us Say, 
30,000 a year in excess of out-of-pocket expense. Is it meaningful to 
say that his income is not $5,000 but less than 39,000 because he bought 
this house for $10,000 and the accountant has marked down deprecia 
tion over 20 years, let us say to the amount of $400 a year ¢ 


Then, you would say that his income is not $5,000 but $5,000 minus 
the $400 or $4,600. This is clearly entirely misleading in the case of 
the person that owns the house because he has not suffered a loss of 


3400 a year in the value of his house, his house was worth $10,000 in 


1939 and $30,000 now. 


If you want to havea concept of income that is reasonable you would 
have to reckon that the accountant’s depreciation was Way out of line 
and that actually, the house has not depreciated at all. It has ap- 
preciated in this period. 

[ think this is a correct way to look at it and most of the account 
unts, I must say, that claim ‘that depreciation allowance are inade 
quate, look at only one side of the picture, They do not recognize 
the effect on assets. 

Now, this is int imately tied with the whole capital gains picture and 
I believe our entire tax structure, not directly in terms of busines 
income, as Mr. Polk suggested but in terms of the ultimate incidence 
of the tax. 

Jonathan Brown, of the New York Stock Exchange, estimated some 
time ago that the capital gains on listed securities on the New York 
Stock Exchange alone from 1939 to 1955, ran to $300 billion. Only 
i negligible amount had any taxes paid on them. This was £300 
billion over a 16-year period when prices were lower. 

That is an average gain of roughly $20 billion a year. Now we 
also know that about 90 percent or more of securities on the Nev 
York Stock Exchange are owned by people whose incomes are $15,000 
au year or over. This $20 billion a year, then, roughly, or $18 billion 
perhaps, going to people with incomes of $15,000 or over, is, ] suspect. 
well above the after-tax income for income-tax purposes of this same 
group. 

In other words, for the relatively well-off, the great bulk of what 
really, to any economist. in any meaningful sense, is income, goes to 
people in the form of capital gains. What is the relationship of this 
to depreciation? When you liberalize depreciation in any way so that 
a corporation pays less in taxes to the Treasury, this gain in taxes 
must immediately be reflected in the value of the company. 

If the company pays Uncle Sam $1,000 less in the year 1959. then 
this company must have $1,000 more. If it does not distribute it in 
dividends—and the suggestion that. it should not because depreciation 
really has been understated, would even accentuate the fact that it 
would not this $1,000 must turn up somehow, 
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If the company has $1,000 more, the market would evaluate that 
ompany at $1,000 more, and the people that own the stock in that 
company realize ac apits al gain. So, every time we liberalize the depre- 
jation allowance, we increase the amount of capital gains. 

My guess is that the people who can make capital g gains are not the 
ones suffering from inflation. They are the ones m: aking the big gain. 
[he holders of common stock have been the ones that have gained 
from the inflation of the last 20 years. ‘These are the last people in 
ihe world we will want to revise the tax structure in order to help. 

Mr. Potx. Mr. Chairman, may | answer just one part of that 4 

The Caiman. I thought if Mr. Byrnes and Professor Eisner had 
talked long enough there would be some response. 

Mr. Pou. May I answer just one part? I do not purport to answer 
oncerning the increase in the value of the stock of a corporation and 
whatnot. I am talking about the corporations themselves. I have 
iad experience there and I doubt if Mr. Eisner has. 

The st dest te are not sold by the corporation at the end of 20 
years for any $30,000. They are scrapped and thrown away for bricks 
and mortar a it costs more to tear them down than you get for 
bricks and mortar. You pay for the dismantling and demolition. 
i know that there are no capital gains involved in the normal dlisposi- 
tions of productive f facilities. I do not have any case where it ever 
iappened. 

I have seen lots of them in the Internal Revenue Service for 15 years 
ind out for 20 years. 

The CHarrmMan. Is there general agreement in response to the 
thought expressed by you, Mr. Polk, in answering Mr. Byrnes’ oe 
tion where property has been depreciated, that then ¢ ‘apital gains 
treatment should or should not apply? You say it should not ¢ 

Mr. Potk. I say that the capital gains treatment need not apply 
inthe normal disposition of assets. In the abnormal situation, if the 
( ongress wishes to grant that largesse, it may. 

The CuarrmMan. If there is a possibility, and this is one point ] 
wanted to go into later, if there is a possibility that such a situation 
as Mr. Eisner refers to, is happening, that is, the property has been 
depleted, the capital has been restored before taxes, and there is a 
gain at the end of that period, should it or should it not be treated 
isa capital gain 4 

Mr. Potx. I would say not. 

The Cyatrman. Is there general agreement in response to Mr. 
Byrnes’ question ? 

Mr. Bartow. I have a little different approach to this. I would 
like to comment on it. First, I would like to say in response to Pro- 
fessor Eisner that he assumes that. accelerated depreciation increases 
net worth. He starts out by assuming that it is not a true cost. 

Now, I would like to keep in focus here, if we can, that when we 
talk about accelerated depreciation, or at least when I use the term 
lam talking about a measurement of a true wastage of capital assets, 
capital consumption. So if we find out what this cost of depreciation 
is, we are not talking about any accretion to net worth. 

The next point I would like to make is that Professor Eisner cannot 
properly or logically compare the loss in value of the house he owns 
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with the capital cons sumption of business property that is used up in 
the production of income. That house is not used up. It produces 
no income. 

As someone has pointed out here, Mr. Kitendaugh I believe, you 

can’t pay taxes if you do not have cash. Under our system we have 

never taxed the unrealized appreciated value of property. If a per- 
sonal residence appreciates in value no tax is payable and the same 
rule should apply to all assets. 

[ am in favor of getting rid of section 1231 except in a few excep- 
tional instances involving very long-lived capital assets that are par- 
ticularly affected by inflation. 

If we want to fairly recognize the impact of inflation, we have to 
grant capital gains treatment to business facilities just the same as se- 
curities. But the plain fact of the matter is today we are not collecting 
any significant capital gains tax anyway because of what has hap- 
pened since 1954 in the administration of the new methods of depreci- 
ating capital assets. 

When the revenue agent comes in now he will not allow capital 

gains treatment upon disposition. He feels that the writeoff of two- 
hiadn or three-fourths of the value in half the life under these new 
methods, is such an accelerated rate of depreciation that there must 
be some unwarranted benefit that Professor Eisner is talking about. 
So what do the revenue agents do? 

They revise service lives. They retroactively carve out salvage 
value. In my opinion we would be much better off in terms of the 
economic administration of the tax laws if we would get rid of section 
1231 and the new concepts of salvage, et cetera. 

Basically, section 1231 has been an unfair and illogical provision 

except perhaps as it has recognized this problem of inflation in long 
life, physical assets. 

There is one other aspect of your question, Congressman Byrnes, 
that I would like to comment on. It is true that productive equip- 
ment is graded down in use. Taxpayers do sell productive 
equipment. There can be capital ‘gains treatment when it 
is graded down and wad if it is an abnormal retirement. The in- 
teresting point here is that today the depreciable life is so long and 
that it makes possible the abnormal retirement that gives rise to capi- 
tal-gains treatment. 

If you shorten the depreciable lives, then these graded down sales 
of productive equipments within the same period to some small fel- 
low in a machine shop will be “normal sales,” and the seller will and 
should pay a tax at the full corporate income rate and not receive capi- 
tal-gains treatment. 

Mr. Byrnes. The question I was getting around to was whether 
you thought, if we eliminate 1231 generally, we have to worry too 
much about mans igement discretion, for instance, in the rate of acceler- 
ation or the amount in any given year? Whether that would not elim- 
inate the problem caused in the minds of some, anyway, when we leave 
it to management or somebody else to make a determination as to the 
useful life or the amount of the ¢ apital consumption in any one year! 

Mr. Bartow. You would get away from the unnecessary contro- 
versy with revenue agents who do not want to allow capital gains 
treatment and instead revise the service life and collect an additional 
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tax. Eliminating section 1231 would eliminate the urge to convert 
ordinary income into capital gain. 

Mr. Davinson. In my opinion you would not avoid the problem. 
To leave the rate at which depreciation would be taken completely to 
the discretion of management would simply mean the most extreme 
form of acceleration. The outstanding example of this is the one 
that Mr. Dean referred to before—in Sweden where firms were per- 
mitted, at the discretion of management, to charge off up to 100 per- 
cent of the cost of an asset in the year of acquisition and there was a 
very widespread use of this authority. 

Professor Veshagen, at the Stockholm School of Economies, made a 
study of the use of this provision. He discovered that in more than 
half of the years there were no capits al assets shown on the records 
of most firms. The firms, when given the opportunity, chose to follow 
the procedure of expending that has been described by Mr. Dean. 

The result simply would be that a firm that went on making steady 
capital investments, and especially for one that made growing invest- 
ments, there would be a permanent deferring of taxes. It is true that 
when an individual item was disposed of, if there were a capital 
gain, it might be charged tax at the full rate. However, as Mr. Ter- 
borgh has so well pointed out, time is money and you would much 
prefer to get the tax deduction immediately. 

Mr. Byrnes. That is the process of expansion that you are talking 
about. Do you give any recognition to the fact that there is a limit 
to the process of expansion of any one concern or company ? 

Mr. Davipson. I do not believe that our corporate history has 
indicated that. In fact, I would be most sorry if that were the case. 
[ would like to think that our economy will be a sufficiently growing 
and expanding one. 

Mr. Byrnes. I am not talking about the economy. I am talking 
about the individual plants and operation, whether they can just 
constantly each year plow back the same amount of capital and have 
perpetual expansion that goes on indefinitely. 

It seems to me there might be some limitation, Dr. Davidson, on the 
practicalities of the situation. 

Father Hocan. If you are talking about continued growth, I think 
this is a definite limit on that. Certainly, you can plow back the full 
depreciation each year to replace plant equipment that wears out, but 
there is no unlimited growth. Any large corporation that we may 
take as an example that has grown over a period of 40 or 50 years has 
had any number of plateaus in that growth where this tax loss could 
be very well rec mak 

Mr. Davipson. A plateau is not the answer. You must decline be- 
fore you are ever going to pay this deferred tax. 

Father Hocan. If you have no expansion at all in your capital 
assets, you certainly would be paying deferred taxes. 

Mr. Krrenpauen. I think that there are several ways of controlling 
this matter of use of discretion that Professor Davidson is referring 
to. I think one of them is the matter of a booking requirement 
Which has been referred to here several times. Another one is one 
that you have just mentioned, Congressman Byrnes, of the elimina- 
tion of the capital-gains provision which would take away that par- 
ticular incentive for a fast writeoff. 
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If necessary to go beyond that, and I don’t think it would be, but 
if it were considered by the Congress necessary to go beyond that, 
there are a couple of other ways of placing limits on “the writeoff, 

One would be to require adherence to sound accounting principles 
and I think at the present time, as these principles are now developed, 
that that would be sufficient to prevent an immediate writeoff of all 
assets in the year of acquisition, and going still beyond that you would 
have the possibility of providing for a statutory minimum life. 

I think a great deal of care would have to be used in prese ribing any 
minimum lives, however, because we might get into the situation in 
which Canada finds itself, of a 10-year life for machinery, which is 
fine for some machinery but certainly too long for many other types 

Mr. Krocu. I want to ask Mr. Polk whether, as a matter of fact, 
the adoption of your suggested treatment of the salvage proceeds 
would not have the effect, first, of lessening the i Impact of the : adoption 
of any different accelerated method of depreciation and yet, put the 
two on a more realistic basis. 

Mr. Pork. I think it would, it would have that effect, because if 
there was no capital gain incentive to claiming too high a rate, and 
then a capital gain on disposition by the salvage estimate, I think 
that.a more realistic life would be selected. 

Mr. Kroon. Then, Mr. Chairman, following that, if I may, I would 
like to make a brief statement. I find it difficult to find any rele 
vancy between a discussion of the subject of depreciation and the 
amount of dollars by which the securities listed on the New York 
Stock Exchange have increased in the last 16 or 18 or 50 years. Those 
gains are not realized. 

Mr. Byrnes. I think Dr. Paton was about to comment. 

Mr. Paton. I do not mind making a couple of comments, even at 
the risk of criticizing a fellow panelist. I can’t see that the rich- 
man, poor-man theme which has been labored a great deal in this 
country, has any great amount of bearing on the question of measur 
ing business deductions. Maybe it has, but I have had a little diffi- 
C ulty i in following that. 

Now, another thing that I did want to mention was this: Allowing 
a considerable latitude, a framework of latitude for management and 
management’s advisers, including the CPA’s, would not in my opinion 
mean “necessarily that a lot of ridiculous things are going to be done. 

teferring to the public utility companies again, we must remember 
that telephone companies, electric people, gas people, and so on, repre- 
sent the outstanding example of large industries requiring large 
aggregates of long-lived assets to carry on their operations, with de 
preciation probably amounting in some cases to as much as 10 percent 
or more of gross revenues and hence a very important figure in rela- 
tionship to the net incomes. 

I do not think that there is any evidence that public utility com 
panies, companies investing in assets that are being devoted to the 
production of various products and services under regulatory au- 
thority, are anxious to charge off a steam generator at the date of 
acquisition or would even consider it for the moment. They are much 


more interested in a realistic measure of cost during the reasonable 
life of the asset. 
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Mr. Keocu. Would that not, in a measure, depend upon the attitude 
of the agency under which that particular company comes for regu- 
lations ¢ 

Mr. Paron. That is true. In other words, there is this difficulty. 
If the code provided for some sort of treatment or allowed some sort 
of treatment such as immediate chargeotf of 80 percent of the instal- 
lation or something of that kind, cone eivably, the regulatory commis- 
= might say, * W hy don’t you folks minimize your taxes this year 

by doing that very thing?” Of course, we have already had evidence 
of this difficulty. 

The fact remains that an appropriate matching of plant capacity 
consumed with revenue dollars received is what appeals to most of us 
as sensible accounting and sensible tax determination and also in the 
determination of proper charges to the customer. 

In other words, regardless of past history, 1 do not see how we can 
argue that a regulated company should in a particular year be entitled 
to deduct anything more than the estimated cost of the capacity con- 
sumed that year, although I would define that cost in terms of current 
dollars because that is the kind of dollars you are collecting from 
customers, 

Father Hogan. Then you would have to have some sort of index 
with that, would you not ¢ 

Mr. Paron. Surely. 

Father Hogan. It seems to me that would be essential. 

Mr. Paron. We have plenty of indexes that would be appropriate 
for that kind of calculation. It is done abroad in a number of coun 
tries. Maybe I am in conflict with some of my fellow panelists, but 
indiscriminate writing off at dates of acquisition of installations that 
we unquestionably anticipate will be serviceable for a period of time, 
I can’t convince myself that is good accounting or good tax admin- 
istration. 

Mr. Tersoran. May I second that, Mr. Chairman. I think from 
the standpoint of the revenue authorities it would be most imprudent 
to give carte blanche to business management in determining the 
depreciation writeoffs. It might work well enough except for the 
fact that we have a 52 percent tax rate. This places almost compul- 
sive pressure on management to accelerate the writeoff, and thus to 
defer taxes, to the utmost possible limit. 

My guess is that if we operated under a carte blanche rule for a 
few years, we would find most managements expensing everything 
they possibly could against the current year’s revenue. I think we 
have to settle for some scheduling or time pattern on the writeoff. 
This should be more liberal than at present, no doubt, but I go along 
with Mr. Paton. I do not believe that a sky-is-the-limit depreciation 
is practicable. 

Mr. Paron. I want to make sure, in view of what I said this morn 
ing, that I am 100 percent sympathetic with the position that Mr. 
Terborgh just sti ated. In other words, I said some ‘thing wbout giving 
Management more authority but that does not mean absolutely un 
controlle d authority, carte blanche as you say. 

Mr. Tervorau. The problem is to ind some administratively simple 
and generally reasonable procedure for allocating the writeof! over 
time. 
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May I add as to Mr. Byrnes’ question, that if further liberalization 
“ depreciation runs into the snag of section 1231, I would cert: ainly 
be glad to settle for the abolition of the section. That is not neces 
sarily, however, an ideal solution. 

Mr. Eisner talks of capital gains without reference to changes in the 
currency in which the gains are reckoned. ‘To my way of thinking 
there is no capital gain whatsoever until the basis is restated in the 
dollars of realization. All true gains have to be reckoned in the same 
dollars. When we have 100-cent dollars of acquisition and 50-cent 
dollars of realization, the gain is phony. Much of what we call capi- 
tal gains these days reflect nothing but the shrinkage in the dollar 
over the holding period. 

Where we dispose of a depreciable asset with remaining book value, 
ideally we should restate that value in the dollars of realization, the 
gain being the excess of realization over the restated book value. 

If that were done, there could be no objection in the corporate 
sector, where we have a flat rate, to taxing the gain so computed as 
income. In the personal sector, we have the problem of shooting 
income into the high brackets because of the bunching of capital 
gains realizations. Some averaging technique ought to be applied 
there. 

Mr. Patron. I agree with that. 

Mr. Krocu. On that point, may I comment / 

The CHatrmMan. Mr. Keogh. 

Mr. Kroon. Mr. Terborgh, when you suggest the necessity of re- 
stating value in the dollars of realization, are you not in fact add- 
ing another argument to the suggested treatment that the salvage 
proceeds be considered as ordinary income for the current income of 
the company, which is in the terms of the same inflated dollars as the 
salvage proceeds, and by adopting this suggestion you are at least 
removing part of the necessity for that complicated restatement that 
you have s suggested ? 

Mr. Tersoren. Offhand, I do not see that. While the salvage real: 
ization is in current dollars, the basis, if you have remaining book 
value of the asset, is in original dollars. The two have to be made 
comparable in order to figure the true gain on the salvage realization. 

Mr. Etsner. I would like to rise respectfully to Congressman 
Keogh’s comment about the relationship between capital gains and 
he ‘lation. 

Capital gains is essentially another terminology for capital appre- 
ciation, the gain in the value of the capital. My view would be that 
far better than the accountant’s measure of whether capital has depre- 
ciated or appreciated or if I may say respectfully, better even than 
a measure of the Congress when it decides that this is a depreciation, 
is what investors value property at. 

If the market in a free economy such as ours marks up the value 
of the plant and equipment which underly in very large part the 
stocks listed on stock exchanges that shows that apparently the mar- 
ket, the people that put their, money in, do not believe that the value 
of the buildings and equipment underlying this stock has depreciated. 
They believe this value has appreciated. The relationship between 
that and appreciation can become even clearer when one recognizes 
what would happen if we permitted companies, for example, to expense 
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all their capital expenditures. I would say a considerable number of 
comp: anies would have the opportunity of never paying any corporate 
income tax at all. 

Each year, they would see what their profits tended to be and if they 
simply make sure to invest all their profits in the tax-deductible prop- 
erty profit which they could call an expense for that year, then they 
do not pay any profit tax. Further than that, the company using 
its profit to acquire property surely grows in value. 

That means that any individual who is fortunate enough to own 
stock in this company will find his stock must go up in value to reflect 
the buildings and equipment which the company has bought with the 
profits which are not recognized as profits if the capital expenditures 
are charged as an expense. 

So what happens then with that way of expensing is that corpora- 
tions will pay no profits tax, the individuals who own stock in the cor 
porations would pay no tax whatsoever on their gains unless they 
chose to sell the stocks. 

I think even there there is a misapprehension as to how much of a 
tax would one pay. If one has a stock, for example, worth $1,000 and 
this stock rises in value to $1,100 one can realize $100 in gain and pay 
not a $25 tax, as some people may think, but one pays a tax only on 
the gain of $100 on the stock which one disposed of. 

So if one has, for example, 10 shares of stock at $100, because of the 
reinvestment of profits the stock rises to $110, if you now sell one stock 
for, let us say, $110, realizing that $110 in cash you only pay a tax on 
the $10 which was gained on that stock that you sold. 

So that at most, then you would pay a tax of $2.50 on $100 of gain 
that you realized. That is just the arithmetic of the way the capital 
gains taxation works. The connection with depreciation permits one 
to take profits in the form of capital gains which are taxed virtually 
not at all. 

Mr. Krocu. Mr. Chairman, so long as that last statement seemed to 
have been directed to an observation I made, I still make the point 
without laboring the discussion that here IT thought this panel was 
addressing itself to the treatment of plant and equipment. You and I, 
of course, have to concede that in the placing of a value on the shares 
of stock representing part ownership of that pl: unt and equipment there 
are many other factors that enter into it. My only point was that it 
seemed to me to be unnec essary to be complicating further a compli- 
cated discussion, particularly when in your statement. you had to con- 
cede that much of the appreciated value of those securities has not been 
realized by the holders. 

Mr. Ternoran. Will youexcuse me. I have to catch a train. 

The Cuatrman. Yes, sir. IT would like to thank you again for the 
contribution you have made to our study. 

Mr. Bartow. The statement was made that companies would go to 
an extreme, and that they would buy a lot of facilities and charge 
them off to reduce their taxes. What is the history under our own 
tax structure? A survey was just completed by Iron Age and another 
by MeGraw-Hill in the American Machinist. You will find that 
although the liberalized code provision of 1954 has been in the law 
for 5 years, only 50 or 60 percent of the metal equipment working 
industry is using it today. Business has not gone to extremes. It 
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buys facilities to fill production and not for tax deductions. The 
principal reason that so many taxpayers took 5-year amortization was 
the shortage of capacity and the assurance of a market at the time, 
The 82 and 83 percent tax rate in World War IT and again in Korea 
was of course a factor but the basic reason was need. ‘The safeguard 
against companies going insolvent as a result of buying facilities they 
do not need—which seems to be implicit in some of this discussion 
is, the requirement that the deductions be limited to true cost, and be 
booked for all purposes. If you require taxpayers to live up to an 
enlightened accounting concept of what is true income within a year, 
they would not be able to charge off unreasonably these large invest- 
ments and distort income. 

It sounds a little hackneyed at this point but we have to think in 
terms of this new depreciation or capital recovery deduction as a real 
cost. of doing business that will not distort income in any given year. 

Mr. Krrenpaven. I would like to add a word to what Mr. Barlow 
has said here to try to set at rest the fear that apparently is shared by 
Mr. 'Terborgh and Professor Eisner that you cannot give corpora- 
tions carte blanche to charge off their assets in any way they wish 
because if they do that they will completely eliminate their income 
and pay no tax. 

I think this is a place where the booking requirement would be 
quite important because if corporations have to book their tax depre- 
ciation, they are also still charged with making a profit and accounting 
to their shareholders and other interested parties. 

I think the booking is a very important element in this. 

Mr. Pork. There is nothing sacrosanct about the dollar as a unit 
of measurement. If you bought vards of goods with 36 inches in the 
yard and later sold them for y: ards that were 18 inches long, 


would not say that you had sold 2 2 yards for 1 or 
for 1 


you 
gotten 2 yards back 


You cannot compare the dollar of buying price with a dollar of 
selling price that is worth 50 cents on the dollar and say that the 
differential is income. The differential is increase in the numbers of 
the units of monetary exchange, dollars, but it is not necessarily 
income. 

That is the problem of the buying power of the dollar, of the infla 
tionary factor, of the pricing that we are suggesting be applied to the 
assets for depreciation purposes, just as if they were sold as new, re 
quiring that the cost be offset before you come to income, before you 
even come to it. 

Now, if you are not coming to it, then you are comparing apples 
with bananas. That is the thing that is overlooked. If you assume 
that the dollar is always the dollar, then all thesé comments are sound 
that Mr. Eisner has been making, but they are not sound where the 
dollar he is comparing of cost is $2 to the $1 of selling price. 

Mr. Pevovuser. Mr. Chairman, I think there is one thing that is 
quite pertinent on this, both on the booking and whether we can give 
management unlimited discretion. 

Last summer there was a pretty comprehensive survey of the ac- 
counting profession on this subject. It showed quite a reversal or 
development of opinion. A few years before a representative group 
from the profession said, “We won’t do anything in the accounts about 








inflat 
three 


was I 
that if 
Lh 
but tl 
not tl 
the r 
nomi 
I ¢ 
to do 
costs 
you c 
ing | 
prop 
So 
were 
ble f 
agen 
legit 
I thi 
cate 
than 
spor 
FE 
exp} 
heel 


sibl 


les 
ime 
ind 
the 


INCOME TAX REVISION 463 


inflation.’ ‘This time we got on the questionnaires, two to one or 
three to one, answers that something must. be done; that if inflation 
was recognized for taxes it would have to be shown in the accounts; 
that it should be shown in the accounts any way. 

I have an analysis of that questionnaire in my written statement 
but there is no doubt that the profession has changed its views. 1 do 
not think that there is any change in view on the fact that the real cost, 
the real expense should be distributed properly over the actual eco- 
nomic life of the asset. 

I do not think you will find much tendency among management 
io do anything else. They may not always succeed in getting their 
osts distributed properly, but I think they always want to because 
you can’t even though you tried, run a business on the basis of expens- 
ing everything 100 percent. You would still have to keep some 
property and depreci lation accounts to know where you were at. 

So I think that the fears that management would go hog-wild if they 
were allowed to, are greatly exagge! rated. Management is responsi- 
ble for property. Some managements have profit shari ing; some man 
agements have bonuses. There are any number of perfectly proper 
legitimate influences wor king toward a reasonable, proper allocation. 
| think we can assume that management wants to make a proper allo 
cation and that our problem is to show them how they can do it rather 
than to worry about whether they will be completely wild and irre- 
sponsible as some seem to think they will do. 

Father Hocan. In one of your initial remarks, Mr. Chairman, you 
expressed the hope that we would tax income after all true costs had 
been taken out. Further, Mr. Mason has asked us to offer some pos- 
sible solution here. 

Well, one of the true costs of the business is the wear and tear on 
capital. This fact of depreciation that we are talking about today. 
If we are going to tax income after all true costs have been taken out, 
then we will have to do something about realizing the changing value 
of the dollar in regard to depreciation allowances. 

Thus, I would recommend that the basis of any plan would involve 
an index that would revalue capital assets in a way that the changing 
value of the dollar would be accounted for and your true costs would 
he taken care of before you start to tax the remaining profits. 1 
lind it difficult to see how we could achieve this without some sort of 
reevaluation which will take cognizance of the fluctuations in the 
value of the dollar. 

Mr. Ersner. I agree with my fellow panelists that measuring cap- 
ital gains or income in true dollars is important, but 1 think if we 
ure to do that reevaluation, we should be consistent. Outstanding 
among those who pay taxes in incomes measured in nominal dollars 
Is everybody who buys a bond, that has money in savings accounts, 
and those that own billions of dollars of Government debt. 

I consider it entirely improper and one-sided to advocate that there 
be adjustment of business depreciation for these changing values of 
dollars and not relieve the millions of people who have been paying 
taxes on income that is in no realistic sense in terms of the changing 
dollar income. 

For example, the person brought up earlier, who buys a Govern- 
ment bond for $75 and-10 years later pays a tax on $25 of alleged 
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income when allegedly his $100 is worth less in the 10 years than 
the $75 he put in. I might point out that actually the people who 
own property on balance owe money. Most corporations have bonded 
indebtedness. So, in fact, it is likely that the owner of property will 
gain more by the rise in price. For example, suppose one buys a 
$100 piece of property and borrows $50 to do so, so that one has a 
bonded indebtedness of $50. Suppose prices all go up 100 percent, 
so that the value of this piece of property goes up “from $100 to $200, 
How much has the net worth or the value of the property of the 
person who bought it gone up? 

Initially he purchased a $100 piece of property with $50 of his 
own cash and 350 he borrowed. That is all he put in. At the end 
of 10 years, let us say, when everything has gone up 100 percent, the 
value of the property has risen to $200 and his equity has gone up 
from $50 to $150 (because you should still allow for the $50 indebt- 
edness). a gained not 100 percent, equal to the price rise, but 
200 percent, or twice the increase In prices. 

That ieee the situation of owners of American business, be- 

cause American business has a bonded indebtedness which is fixed in 
dollar terms. ‘That is the other side of the coin of the poor widow 
and orphan who are living on a fixed pension, fixed in money terms 
but declining in terms of goods. It is the owner of the stocks of 
equity that owns the goods, which rise in value. 

For the person that owns the bonds, this is his personal gain on the 
bonds. The person who gains on the bonds is the person who owns 
them, or owns the corporation that owns the bonds. 

Father Hocan. It would be equitable if we take into account the 
bondholder as well as the corporation. I do not think there is any 
question about that. The bondholders have suffered. This is ob- 
vious. But what we are dealing with here is an inflationary trend. 

Now, if we can do something to = this trend, then we will help 
the bondholders automatically. I submit that if we can help the 
manufacturing segment of our economy and, by liberalizing depre- 
ciation policy, allow them to modernize plants, increase their pro- 
ductivity, and hold costs and prices in line, we will have made great 
progress. Perhaps this will help us to contain inflation, and that 
automatically will help the bondholder. 

Furthermore, the bondholder can always invest in some other type 
of security if he wishes, whereas the man who goes into business must 
put his money in plant and equipment. 

Mr. Bartow. Mr. Chairman, I would like to try to answer Professor 
Eisner’s last comment. My feeling is that you as a professor and I, as 
a lawyer, furnishing personal service and not making our living with 
capital, in the form of productive assets, have an advantage over the 
taxpayer that uses capital assets, because our tax laws, in not recog- 
nizing this obsolescence factor, are denying him a deduction for a cost 
he incurs that we do not. 

I am not talking about inflation. 

I agree with you we all have a problem with that. We ought to 
help the widows and orphans and you and me and everyone else, 
including corporations, if we are going to do something about insulat- 
ing taxpayers from inflation. But today, all I am saying is that the 
man or the company with income producing capital assets is at a 
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disadvants age because he is not recouping his cost of obsolescence. He 
is pay ing taxes out of ¢ apits ul. 

I agree with you, Professor Eisner, that we have a problem of 
politics sal realism’ in thinking we can minimize inflation for anyone 
and not everyone. 

But if we could only get down to taxing the taxpayer with capital 
assets on the same basis that you and I are taxed who produced with- 
out capital assets, then we would provide some motive for investment 
in this country which would mean more income and revenue. 

Mr. Byrnes. Mr. Chairman, really what I started out to do—I 
do not want to consume the ths» of the discussion here—was to 
raise the question of whether or not section 1231 was possibly a 
stumbling block and if it was, whether the panel would be in general 
agreement that we eliminate 1251, under a more liberalized depreci la- 
tion policy. 

[ gather that there is pretty general agreement that it is at least 
a stumbling block and agreement that it should be eliminated and get- 
ting the hurdle out of the way. I will now turn the discussion back to 
the chairman, if he wants to continue the discussion on this point I 
will let him recognize the panel because I do not want to monopolize 
this discussion. 

The CuarrmMan. Mr. Utt will inquire. 

Mr. Urr. Mr. Chairman, I want to pursue the testimony of Mr. 
Paton foramoment. That is with reference to public utilities because 
[ am very close to some of them. That is, any program which is 
adopted should probably have some alternative and not be compul- 
sory ; otherwise, we are going to find the public utility concerns having 
to go to the regulatory ‘bodies every year for a change in rates, either 
up or down. 

I have in mind one small utility with $1.5 million worth of 
depreciable assets which has to acquire $100,000 worth of depreciable 
assets each year to carry on its business. Its gross earnings before 
taxes amount to about $90,000 a year. 

Now, if they were forced to write off on a cash flow basis they would 
show a loss of $10,000 each year. They would not be able to pay their 
dividends on preferred stock or interest on their bonds and, of course, 
nothing on the common stock. 

They would either be in bankruptcy over a period of 2 years, or 
request the public utility commission to increase their rates in order 
to show some earning. When earning is based on assets invested some 
companies would find themselves with no rate base whatsoever. We 
must be careful in any legislation that we have that we do not make it 
compulsory on public utilities whose rates are regulated and whose 
earnings are regulated by a commission. I would like to hear your 
comments on that. 

Mr. Paton. I should like to remind you all again of the fact that 
public utilities represent an often forgotten but an outstanding ex- 
ample of business in this country, and not an unimportant business, 

where the depreciation item is a big item. It is not only a relatively 
large percentage of total expense but a very important figure in rela- 
tion to net income. 

It is also true, as you say, Congressman Utt, that a determinant of 
fair prices, which still has a great deal of force, is the idea that the 
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income when allegedly his $100 is worth less in the 10 years than 
the $75 he put in. I might point out that actually the people who 
own property on balance owe money. Most corporations have bonded 
indebtedness. So, in fact, it is likely that the owner of property will 
gain more by the rise in price. For example, suppose one buys a 
$100 piece of property and borrows $50 to do so, so that one has a 
bonded indebtedness of $50. Suppose prices all go up 100 percent, 
so that the value of this piec e of property goes up ‘from $100 to $200, 
How much has the net worth or the value of the property of the 
person who bought it gone up? 

Initially he purchased a $100 piece of property with $50 of his 
own cash and 350 he borrowed. That is all he put in. At the end 
of 10 years, let us say, when everything has gone up 100 percent, the 
value of the property has risen to $200 and his equity has gone up 
from $50 to $150 (because you should still allow for the $50 - indebt- 
edness). — - as gained not 100 percent, equal to the price rise, but 
200 percent, or twice the increase in prices. 

That is vaidihe the situation of owners of American business, be- 
cause American business has a bonded indebtedness which is fixed in 
dollar terms. That is the other side of the coin of the poor widow 
— orphan who are living on a fixed pension, fixed in money terms 
but declining in terms of goods. It is the owner of the stocks of 
equity that owns the goods, which rise in value. 

For the person that owns the bonds, this is his personal gain on the 
bonds. The person who gains on the bonds is the person who owns 
them, or owns the corporation that owns the bonds. 

Father Hogan. It would be equitable . we take into account the 


bondholder as well as the corporation. I do not think there is any 
question about that. The bondholders have suffered. This is ob- 
vious. But what we are dealing with here is an inflationary trend. 

Now, if we can do something to = this trend, then we will help 


the bondholders automatically. I submit that if we can help the 
manufacturing segment of our economy and, by liberalizing depre- 
ciation policy, allow them to modernize’ plants, increase their pro- 
ductivity, and hold costs and prices in line, we will have made great 
progress. Perhaps this will help us to contain inflation, and that 
automatically will help the bondholder. 

Furthermore, the bondholder can always invest in some other type 
of security if he wishes, whereas the man who goes into business must 
put his money in plant and equipment. 

Mr. Bartow. Mr. Chairman, I would like to try to answer Professor 
Eisner’s last comment. My feeling is that you as a professor and I, as 
a lawyer, furnishing personal service and not making our living with 
capital, in the form of productive assets, have an advantage over the 
taxpayer that uses capital assets, because our tax laws, in not recog- 
nizing this obsolescence factor, are denying him a deduction for a cost 
he incurs that we do not. 

[ am not talking about inflation. 

I agree with you we all have a problem with that. We ought to 
help the widows and or phans and you and me and everyone else, 
including corporations, if we are going to do something about insulat- 
ing taxpayers from inflation. But today, all I am saying is that the 
man or the company with income producing capital assets is at a 
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disadvantage because he is not recouping his cost of obsolescence. He 
is paying taxes out of capital. 

[ agree with you, Professor Eisner, that we have a problem of 
political realism in thinking we can minimize inflation for anyone 
and not for everyone. 

But if we could only get down to taxing the taxpayer with capital 
assets on the same basis that you and I are taxed who produced with- 
out capital assets, then we would provide some motive for investment 
in this country which would mean more income and revenue. 

Mr. Byrnes. Mr. Chairman, really what I started out to do—I 
do not want to consume the whole of the discussion here—was to 
raise the question of whether or not section 1231 was possibly a 
stumbling block and if it was, whether the panel would be in general 
agreement that we eliminate 1251, under a more liberalized deprecia- 
tion policy. 

[ gather that there is pretty general agreement that it is at least 
a stumbling block and agreement that it should be eliminated and get- 
ting the hurdle out of the way. I will now turn the discussion back to 
the chairman, if he wants to continue the discussion on this point I 
will let him recognize the panel because I do not want to monopolize 
this discussion. 

The Cuatrman. Mr. Utt will inquire. 

Mr. Urr. Mr. Chairman, I want to pursue the testimony of Mr. 
Paton foramoment. That is with reference to public utilities because 
I am very close to some of them. That is, any program which is 
adopted should probably have some alternative and not be compul- 
sory ; otherwise, we are going to find the public utility concerns having 
to go to the regulatory ‘bodies e very year for a change in rates, either 
up or down. 

I have in mind one small utility with $1.5 million worth of 
depreciable assets which has to acquire $100,000 worth of depreciable 
assets each year to carry on its business. Its gross earnings before 
taxes amount to about $90,000 a year. 

Now, if they were forced to write off on a cash flow basis they would 
show a loss of $10,000 each year. They would not be able to pay their 
dividends on preferred stock or interest on their bonds and, of course, 
nothing on the common stock. 

They would either be in bankruptcy over a period of 2 years, or 
request the public utility commission to increase their rates in order 
to show some earning. When earning is based on assets invested some 
companies would find themselves with no rate base whatsoever. We 
must be careful in any legislation that we have that we do not ve it 
compulsory on public utilities whose rates are regulated and whose 
earnings are regulated by a commission. I would like to hear your 
comments on that. 

Mr. Paton. I should like to remind you all again of the fact that 
public utilities represent an often for gotten but an outstanding ex- 
ample of business in this country, and not an unimportant business, 
where the depreciation item is a big item. It is not only a relatively 
large percentage of total expense but a very important figure in rela- 
tion to net income. 

It is also true, as you say, Congressman Utt, that a determinant of 
fair prices, which still has a great deal of force, is the idea that the 
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investor should not. be prevented, at any rate, from earning a fair 
return on the fair value of the property. W hich means that public 
utility management is concerned not only with the current correct 
measurement of depreciation, the capacity used up from year to year, 
but also with the question of what is an appropriate balance in the 
plant account under all the circumstances. 

Of course, I have been assuming that in talking about modification 
or liberalization of the depreciation deduction we are not thinking of 
something that will force any taxpayer to disregard all other alterna- 
tives. As in the case of accelerated depreciation, the taxpayer is nol 
forced by the code to adopt it; he can adhere to the so-called straight 
line plan if he wants to. 

Now, some of the utility men, at any rate, feel that the so-called 
straight-line plan is more appropriate to their situation and more 
realistic because of the fact that by and large they do invest in rela- 
tively long-lived property. 

I have the public utility industry very much in mind in making mj 
recommendation. It seems to me that the recommendation that. the 
recorded dollars be converted by an appropriate index to the current 
dollar, the same kind of dollars that the utility will collect in revenues, 
represents a most important suggestion from the st: andpoint of those 
companies. I also feel that in the industrial area in a more narrow 
sense it represents the most reasonable approach because I am not 

willing to give up the idea of attempting to match revenue and cost 
in some systematic, orderly way, as I have said before. 

While I am on this, may I add this remark. Bondholders have been 
mentioned. Although this may not be entirely on the beam of the 
question of measuring depreciation I want to say that whether you 
borrowed money to buy a generator or not, the using up of the genera 
tor capacity is not affected by the method by which it was financed. 
Strictly speaking, the me: 1surement of depreciation has nothing to do 
with the method of financing but it is true that one of the moot points 
among people who have been considering the changing value of the 
dollar and its impact on financial measurement is the question, what is 
the significance of long-term debt? What does it do to you? 

There is no doubt that the investor who commits dollars loses if 
he is paid back in cheaper dollars. The insurance companies may not 
worry about that because they may have dollars on both sides of their 
statements, and they may be the immediate investor and the policy 
holder who puts up the money in the last analysis has nothing to do 
with that decision. 

I consider this a debatable and difficult point. In the public utility 
area, to date, generally speaking, to date across the country we have 
been disregarding purchasing power represented in the different gen 
erations of dollars in the plant account so it cannot be said that these 
companies, which are the outstanding borrowers— many industrials do 
not borrow on long-term at all—we can’t say that what is the bond- 
holder’s loss:is necessarily the borrowing company’s gain. 

It isa very complex and difficult question, but there is no doubt that 
the person who invests $1,000 in 1945 dollars, and gets back $1,000 in 

1960 dollars, has lost. In order to see whether the ch: ap who borrowed 
the money has gained we would have to dig into his affairs to see how 
the money was utilized and all that sort of thing. 





on t] 
has | 
the « 

M 
eavl 
oral 
whi 
son) 


£00 
I 

tha 
off 

the 
rest 
tio) 
abe 

J 
int 
dis 


INCOME TAX REVISION 467 


‘To come back to my original point, I think we should not enact legis- 
lation which would tend to force any class of taxpayers to charge 
plant acquisition to expense in the year of acquisition. 

I do not feel that that is a sound approach. That is why I say that 
[ like the framework we now have in a broad sense because we have the 
framework of attempting to set up a timetable, as Chairman Mills said, 
on the depreciation of major plant acquisitions. I think our difficulty 
has been our failure to date to look squarely at the declining value of 
the dollar in that connection. 

Mr. Urr. The main point of my question is that there should be a 
caviat in this committee not to make a compulsory schedule or pro- 
gram that does not lend itself to some flexibility for public utilities 
which represent a terrific depreciable asset in the corporations against 
some manufacturing concern that may only have a small percentage of 
its investment in the manufacturing equipment. 

Mr. Paron. I agree with that. 

The Cuairman. Mr. Dean is trying to supply you with additional 
answers, Mr. Utt. 

Mr. Dean. Congressman Utt’s question concerns whether the pro- 
posal for accelerated amortization, at its extreme limit cash-flow tax 
depreciation, is mandatory or is discretionary with management. 
My suggestion is that it should be completely discretionary with man 
igement. As has been pointed out, there are a number of deter- 
rents, of which the one you spoke of is primarily among them, which 
would lead management not always to choose to expense all capital 
goods in one year, that is, the year of installation. 

I might add that my own rough estimates lead to the conclusion 
that this freedom to let management choose as to how fast to write 
off investment for tax purposes is already exercised in a good half of 
the business investment, namely business investment in things like 
research, long-term promotion, executive development, and educa- 
tion. Yet we do not bat an eyelash about it. We do not worry 
about it. 

It is only when we start talking about the other half of our business 
investment, plant and machinery, that we get exercised by giving this 
discretion to management. 

Mr. Bartow. Mr. Utt, could I make a comment on your question ? 

[ am concerned about the depreciation policy of public utilities. 1 
have visited with a great many officials of such companies because of 
my interest in depreciation. I have a great conviction that a lot of 
public utilities are in effect in liquidation due to inflation, the long- 
term nature of their assets and their inadequate depreciation allow- 
ances. ‘They just are not recouping their investment before taxes 
so. as to stay modern and replace their assets. 

Many utilities are paying dividends out of capital just as a lot of 
ianufacturing companies are doing. One of the problems here, and 
| agree that it is a serious problem and perhaps a separate problem, 
is that if these utilities move up to any kind of realistic depreciation 
like the sum of the digits or the declining-balance method under the 
1954 code, then the utilities commissions, as I mentioned, regard that 
allowance as something in the naturs of income, “a cash flow benefit,” 
wid a basis for reducing the rate. 
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It seems to me that the utilities cannot safely stay on long-service 
life straight line rate. We can see what that did to the railroads, the 
textile industry, and some others. Clearly the utility industry has to 
move up toa realistic writeoff of the cost of investment the same as a 
manufacturing company. Their problem really is no different. 

In order for them to do this there must first be a mandate from 
the Congress to the public regulatory bodies stating that what is allow- 
able for tax purposes is a true cost and must be allowed asa cost. This 
is a problem of education in this area of public utility bodies such as 
the CAB, the ICC, the FPC, and others. It is perfectly evident that 
these agencies have had a misconception of what depreciation cost 
really is. 

[ do not know how we are going to solve the problem with the State 
regulatory bodies. Some of the utilities are now in litigation on this 
very issue as to the effect of the sum-of-the-digits and declining- 
balance methods under the 1954 code. I am concerned to hear anyone 
say that the utilities cannot move up to some kind of realistic de- 
preciation rates on their class of facilities and writeoff of true cost as 
any other taxpayer. The Congress must make certain that public 
regulatory bodies do not penalize them for an enlightened approach 
to a writeoff of their assets. 

Mr. Keocu. Mr. Barlow, in your answer, you overlooked the fact 
that we were faced with the necessity of enacting legislation that 
sought to overcome the harmful effects of an order of the Commis- 
sioner of the then Bureau of Internal Revenue with respect to certain 
types of utilities where he ordered them to change over to a straight 
line and gave them no right under the then existing or any future 
laws. 

Mr. Bartow. Lagree with you, Congressman Keogh. 

Mr. Kroon. As a matter of fact, when we are drawn into a discus- 
sion of the regulated company field are we not getting into a relatively 
narrow area 4 

Mr. Bartow. Narrow and important, but I agree with you, we 
should not perpetuate these errors. We ought to make it possible for 
them to move up in the same areas as any other t: axpayer can. 

Mr. Kroeu. Thank you for your encouragement. 

Mr. Daviwson. I think there are two separate problems in connec- 
tion with public utilities. One is the question of what prices they 
may be permitted to charge under regulation. Here, I think, a strong 
case can be made for price level adjusted depreciation in the way 
that Professor Paton has mentioned. But this need not be controlling 
for tax purposes. 

There is no reason why, to meet this regulatory need, the entire 
Internal Revenue Code must be amended. When we are speaking 
about inflation, we must recognize that it has an effect not only on 
depreciation but on other matters as well. For example, it is my rec- 
ollection—I may be mistaken here—that the original notion of a $600 
personal exemption was simply to take care of maintenance needs of 
an individual, that this was somehow to enable him to maintain him- 
self at a subsistence level. This may be at least as out of line as the 
depreciation deductions that are being permitted currently. 

If I may, also, I would like to mats one comment on Mr. Dean’s 
point, that at the moment half of the investment expenditures of 
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business firms may be expensed immediately, items like research costs 

and executive development. The plain fact is that the type of re- 
straint that he and others envisage if unlimited discretion as to serv- 
ive lives for depreciation were permitted, this restraint has not been 
apparent with regard to the costing for either book or tax purposes 
with respect to items like research. 

Both our own historical precedent and precedent in foreign nations 
seem to indicate that there is a powerful motive to defer taxes as long 
as possible; that when you can get an additional dollar of tax deduc- 
tions and save 52 cents today by expensing the item, there is a power- 
ful motive to do this. 

In fact, there is some reason for feeling that if you insist on booking 
this expense in order to get a tax deduction you are going to force 
the public accountant to operate under almost intolerable pressures. 
It seems, at least judging by foreign precedent, that such an arrange 
ment has worked not to make tax returns realistic but to make financial 
reports ar 

Mr. Urr. Mr. Davidson, that might be true with a lot of manufac- 
enti asad but it definitely is not true with public utilities. 

Mr. Davison. I agree wholeheartedly. 

Mr. Urr. They have no incentive to have a quick writeoff. They 
want a reasonable and norm: ul writeoff but not a quick writeoff. 

Mr. Kirenpaven. Mr. Chairman, I think there is a distinction be- 
tween the writeoff of research and development expenditures and a 
writeoff of physical productive assets in that when a research program 
is instituted and carried out there is no way of knowing at the end 
of a particular taxable year whether the work which has been done 
in that year is going to be productive of any long-lasting benefits or 
not. There is no way at all to measure the extent into the future in 
which the benefit is going to fall. 

I think it is perfectly logical and understandable how those expendi- 
tures would be written off in the year in which it occurred. 

On the other hand, when physical assets are acquired, they are 
acquired usually with reference to a particular line of business, a par- 
ticular line of product, and an estimate has to be made of the period 
over which they will be of use. 

In my opinion, management would recognize that period in its 
book writeoff. 

Mr. Pevouset. I do not think that a requirement to prepare finan- 
cial statements on the same basis as the tax return, if we had some 
reasonable depreciation method that recognized the changing value of 
the dollar, would be so intolerable. One reason I do not think that 
that is true is because we have had that same requirement for the 
LIFO inventories ever since 1939. We have many clients on LIFO 
and it has never presented any really serious problems. 

I do not think the accounting profession would feel too badly about 
it because of the results of this questionnaire that was sent out last 
summer where there was a 2 to 1 majority, quite representative of the 
profession, which said that they thought this type of adjustment 
should be included in the books of account and we had a2 to 1 majority 
in favor of it. I really can’t get terribly frightened about this diffi- 
culty if we had a proper tax method. 
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If you have a method which is a sort of gimmie k, then you have 
trouble. But if you have a proper tax method that is realistic, that 
shows the facts, has a proper base, I do not think the aecounting pro 
fession will have any difficulty with it or any disinclination to use it in 
financial statements. 

Mr. Dean. I agree with what Mr. ‘Terborgh and Mr. Davidson have 
said, that the incentives for es any permissible accelerating 
of tax amortization will be powerful. am familiar with the Swedish 
experience. I think, however, that Mr. Kitendaugh is correct in say 
ing that the uncertainty of economic life of many of the business in- 
vestments now expensed in 1 year is much greater than for many 
durable facilities. And that will te a deterrent to immediate tax 
writeoff of machinery and plant. I think the practice of accounting 
for a century and a half here, which has sanctioned immediate write- 
off of research and educational investment and has not sanctioned 
immediate writeoff of durable goods investments, will be 
deterrent. 

I do not know how this would come out if we let businessmen choose, 
I guess | would favor some limitations, such as parallel treatment in 
stockholder reports and in public utility regulation, at least tempo- 
rarily. But I think the ideal ought to be to attain complete freedom 
for management in respect to tax writeoffs in estimating economic 
life 

I come back to the view that although IT am in full accord with the 
nee: for recognition of future inflation, that this (cash-flow accellera 
tion) would be a simpler and quicker and more effective way to do 
it than the index number route. 

The Cratrman. Mr. Barlow. 

Mr. Bartow. I would like to say a word about the expensing of 
research and development. I think the written record is very clear 
That provision came into the law because we wanted to encourage 
research and development and the way it had been treated and man- 
handled in the audit of returns was a serious deterrent to vitally 
needed research and development. There may be the same incentive 
“ ifications in liberalizing depreciation. 

I don’t want anyone to have the impression that T am not in favor 
of the reinvestment concept so as to get inflation out of our deprecia 
tion structure and put it on a completely 1 ‘ealistic cost basis. My) 
concern is with the differential and the inequity. We may be at the 
point in terms of competition with the capital recovery methods of 
other countries where we perhaps have to have discriminatory tax 
relief from inflation in the area of cost of doing business just in order 
to compete and survive. We may have to go beyond what I think is 
the basic objective that we are striving for and that is true equity 
treatment of all taxpayers. We may havea more serious problem ve 


IT think we had that in mind in the treatment accorded research and 
development. 


The Cuarrman. Mr. Alger. 
Mr. Aucer. The question I would like to ask the panel, taking into 
account everything that has been said today, is this: Does any panel 


member think that ¢ apital should be taxed? Professor Eisner, do 
you believe we should tax capital ? 
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Mr. Ersner. I am a believer in the benefit principle of taxation to 
the extent that we can adopt it. That is just as any corporation or 
any business charges an individual for the services rendered, I think to 
the extent it can the Government should charge’ for services rendered 
and if the possession of capital, and the use of it, involves Government 
services I see nothing in the principle against charging for that. I 
hope that is a reasonably direct answer. It is not that I want to tax 
capital as such but T would think that just as individuals, for example, 
pay property taxes on their homes in communities because they are 
getting services from the community when they have that property, I 
don’t see why it would be inappropriate—I am not a lawyer, I don’t 
know any constitutional restriction—but I don’t see why it would be 
inequitable for the Federal Government to have taxes on property just 
the same as I pay taxes on my house in Evanston. It has nothing to 
do with my income. 

Father Hogan. Local governments now tax capital under that 
formula. 

Mr. Avcrr. Professor Eisner, I don’t understand what you mean, 
not only what you just said but your statement. I don’t want to go 
into it further. I was hoping that I could get an answer, as a start- 
ing point to a series of very brief questions, that you did not think 
we should tax capital. The next thing that troubles me, listening to 
the exchange earlier between Father Hogan and yourself, Professor 
Risner, was this: The chicken and egg which came first nature, it 
seemed of correcting depreciation and the inflation of which You 
spoke, which has hurt the bondholder even as the stockholder pos- 
sibly benefited. How do westart? Father Hogan suggested it might 
be we could help by letting everybody have depreciation in terms of 
constant purchasing power, and since business provides jobs, does not 
the panel feel that this might be a good way to start to correct the 
inequity of inflation ? 

[ am just trying to pin down what was said earlier. I know you had 
a difference of view that you did not think business should get the help. 
Whatever help business would get might end up by their employ- 
ing more people. It has been testified before this committee that it 
takes now, unlike earlier days, $14,000 of capital to provide one new 
job. If through helping business achieve this constant buying power 
in replacement of equipment through depreciation there would be more 
capital available. This would provide more jobs; would it not? 

Mr. Ersner. I think there is one essential problem we hardly have 
coped with but I think it is right in focus with your line of inquiry; 
that is, whether we can push or pull business expenditures. There 
seems to be a notion that all you have to do is give business incentive 
to acquire new machinery and new buildings capable of putting out 
more products and then they will find a market for those products. 

I think the proper way to give stable growth and make business 
expand and make capital expenditures is to see to it that our tax 
system encourages demand for products. If business is good, busi- 
ness will have no hesitation about building new buildings and buying 
new plant and equipment. If you give them clever devices to trick 
them by tax concessions into buying plant equipment, I think you 
will have bust after bust of the 1958 variety, where they find they have 
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an investment boom and they are overexpanded in capacity and people 
won’t buy their products. 

Mr. Arcer. You say you would like to help business. Do you con- 
cede that in the watering of the dollar bill to 50 cents in the last 20 
years that depreciation allowance has been watered by the same 
amount, and therefore, that business cannot replace equipment in 
buying power by 50 percent ? 

Do you not. concede that this is possible because a dollar bill has 
been watered 50 percent ? 

Mr. Eisner. I don’t think it has prevented business from replacing 
its equipment. I think business has expanded more than it ever did 
before. 

Mr. Auger. You are dodging the question. It is not a question of 
expansion. We are talking about replacement now, replacement of the 
same machine that, bought in 1939, wears out today, and it has to be 
replaced but now it costs twice as many dollars. Now, are you saying 
that you do not believe that business should be given the right to 
replace that equipment through constant buying power, so that they 
have as much as that original piece of equipment. I am not talking 
about a brandnew, more modern machine. I am talking about the 
same or equal piece of machinery. 

Mr. E1sner. I would have to answer that in terms of the total con- 
text of the tax policy and the incidence of the taxation. I do not think 
that in the current situation business requires further advantages, 
at least in that way. 

Mr. Mason. I bought machinery for my factory 20 years ago; I 
paid $50,000. The life of the thing is 20 years. When I wanted to 
replace the exact machine, not a modernized machine but the exact 
machine, I now have to pay $100,000. That $50,000 that I have to pay 
now in order to replace my machine has to come out of new capital, 
borrowed capital, or out of the surplus profits that I have accumulated 
during that time. 

Now, you cannot tell me that that is not the result of inflation. 

Mr. Acer. Mr. Chairman, I cannot believe that we can’t agree on 
this one point, that of constant buying power. Logically, I would go 
through the whole pattern of our life today, including legislation as 
I do when increased payments in Congress come up. This is right 
to this point. I believe it is necessary to increase amounts to preserve 
buying power. Here I think there is a difference of opinion. Mr. 
Eisner, I simply wanted to challenge you and tell you that I would 
be very unsatisfied to leave unchallenged, because I have not had the 
time, the statement you made, a statement I took down. You said that 
business gains greatly in inflation periods of rising prices. I come 
from a business background. Business will gain at any time if men 
have the incentive and the hustle and they can do it without staggering 
taxes. I simply say to you that I believe that your statement is falla- 
cious, rather that we will gain in spite of the handicaps and _ not 
because of the present depreciation allowance. Let me say it an- 
other way: I thought today after listening to this morning’s session 
that we had two areas of criticism represented here. The first was to 
get depreciation back on course. That is to get it back to constant 
yuying power so that the men who bought equipment at one time can 
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now replace it with the same amount of buying power. I see that is 
not so. 

Then, I thought we would go into this matter of how else we 
would change the de spreciation. Lam sorry there could not be this 
area of agreement. I will not take up this other question about busi- 
ness prospering in inflation. I think business would do a lot better 
without inflation. 

Thank you, Mr. Chairman. 

The Cuatrman. Mr. Knox. 

Mr. Knox. Father Hogan, I want to compliment you on the paper 
you presented to the committee for our consideration today. You 
have, 1 think, hit at the very heart of our problem of being competi- 
tive in the world today in the production field. I have just returned 
from a trip over in Japan. I found there that the new factories 
that have been constructed, that now are producing, are very modern. 
They are producing with a $45-a-month wage sc ale on the aver: age. 
If we are going to be competitive in the fie ‘id of industry today, then 
we must have that modern equipment here so that we may be able to 
cut our cost and meet this competition. I think you have given us a 
paper that will assist this committee greatly in their endeavor to try 
to reach a solution and bring about some conclusion that we may be 
able to take our rightful place in the industrial field as far as com- 
petition is concerned. 

That is all I have. 

The Cuarrman. Anything further / 

If there are no further questions, does any member of the panel 
desire to make any additional statement to cover any of the points 
covered ¢ 

If not, gentlemen, I shall foreclose some additional questions that 
[had because of the lateness of the hour. In fact, most of them have 
been covered, at least in part and I want to thank all of you, each and 
every one of you, for participating in this discussion and the contribu- 
tion you made earlier and the help you have given us in our study of 
the present provisions of the income tax law, particularly the subject 
matter of today dealing with depreciation. 

Thank you again. I appreciate your being here. 

Without objection, the committee will adjourn until 10 o’clock to- 
morrow morning. 

(Whereupon, : at 5:55 p.m., the committee was recessed, to reconvene 
at 10 a.m., Tuesday, December 1, 1959.) 
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SPECIFIC ELEMENTS IN) THE COMPUTATION OF 
TAXABLE INCOME—BUSINESS DEDUCTIONS; PER- 
CENTAGE DEPLETION AND EXPLORATION AND 
DEVELOPMENT COSTS 


TUESDAY, DECEMBER 1, 1959 


Houst or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 

The committee met at LO a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The Cuatrrman. The committee will please be in order. 

Our subject this morning is a continuation of business deduction, 
looking particularly at percentage depletion and exploration and 
development costs. Our panelists this morning are Mr. Charles O. 
Galvin, professor of law, Southern Methodist University; Peter O. 
Steiner, professor of economics, University of Wisconsin; John 
Menge, professor of economics, Dartmouth College; Horace M. Gray, 
professor of economics, University of Illinois; Harry J. Rudick, at- 
torney, New York City; Richard J. Gonzalez, Humble Oil Co.; Scott 
C. Lambert, Standard Oil of California; Herbert C. . Jackson, Pick- 
ands Mather Co., Cleveland, Ohio; L. J. Randall, Hecla Mining Co., 
Wallace, Idaho; Rolla D. Campbell, Island Creek Coal Co.; and 
Joseph Sneed, professor of law, Cornell University. 

Professor Sneed’s statement is over in the first part of the com- 
pendium and not in this particular section of the compendium. 

Gentlemen, we appreciate very much your participation in our dis- 
cussion and study of the income tax laws. We appreciate the papers 
that you have written expressing your views on this particular sub- 
ect and your presence here today, and we shall ask you to summarize 
within 5 or 6 minutes, if you can, the points that you made in your 
original paper which is in the compendium. 

We will recognize you in the order that you appear around the 
table, starting to my right. We are pleased, Professor Galvin, to 
have you with us this morning, and sir, you are recognized. 


STATEMENT OF CHARLES 0. GALVIN, PROFESSOR OF LAW, 
SOUTHERN METHODIST UNIVERSITY 


Mr. Garvin. Thank you, Mr. Chairman and members of the com- 
mittee and fellow panelists. 

Since the Revenue Act of 1918 over 40 years ago we have been 
struggling to determine what is a proper tax “policy for the extractive 
industries. These members of the economic community since 1918 
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through the processes of legislation and administrative rulings have 
enjoyed tax benefits, or tax preferences in the form of special dedue. 
tions. 

For all extractive operations there is the percentage depletion de- 
duction. In addition, for oil and gas operations there is the deduction 
for intangible drilling and development costs and for other mining 
activities there are deductions for exploration cost and development 
costs. 

The oil and gas industry has been the object of much of the criticism 
which is leveled at these preference provisions. This criticism results 
from the fact that the petroleum industry is one of the largest members 
in the extractive group in terms of investment, payroll, and income, 
and, therefore, the dollar benefits to it are substantial. 

It also results from the fact that this industry, under present law, 
enjoys the benefit of the largest statutory percentage figure for deple- 
tion deduction purposes—2714 percent, and the intangible drilling and 
development cost deductions in the case of this industry are a more 
significant figure than the exploration and development cost amounts 
which may be deducted under present rules in the case of other mining 
activities. 

The dollars and cents effect of the percentage depletion deduction is 
to permit a tax-free recovery out of income each year of amounts in 
excess of the taxpayer's cost, or investment, in the mineral property. 
Thus, irrespective of the taxpayer’s investment, he is entitled each year 
to a deduction based on a percentage of gross income from the par- 
ticular mineral property, such deduction not to exceed 50 percent of 
the net income from the property. 

The percentages of gross income provided for in present laws vary 
from 2714 percent in the case of oil and gas to 5 percent in the ease of 
certain substances such as shale, sand, gravel, clay, and so forth. In 
any case, of course, the taxpayer may always claim the benefits of de- 
pletion based on his unrecovered cost in the property if the cost deple- 
tion deduction exceeds the percentage depletion deduction. 

The dollars and cents effect of the intangible drilling and develop- 
ment cost deduction in the case of oil and gas operations and the explo- 
ration and development cost deductions in the case of other mining 
activities is to permit the taxpayer to expense items immediately which 
otherwise under general accounting principles would be charged to 
property account as capital cost and recovered through annual deple- 
tion deductions. 

With tax rates as they are, the tax preferences for the extractive 
group act significantly as allocators of resources to this economic 
endeavor; they induce entry into extractive ventures and provide 
encouragement and incentives for finding new sources of energy and 
stockpiles of raw materials. The question, however, is whether or not 
these preferences are now justified. 

Throughout the 40-year period the discussions on this subject have 
generally been of an adversary nature. The extractive industries on 
one side, with formidable insistence, quite naturally advance all the 
arguments which they can muster to preserve and enhance the benefits 
of tax rules favorable to them. The Treasury and others, on the 
other side, also just as insistently advance arguments to the contrary. 
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The Congress, through the House Committee on Ways and Means, 
and the Senate Finance Committee, has been the judge or umpire in 
these adversary debates, having to decide that one side wins and the 
other loses. Decision by the Congress, however, never resolves the 
issue because the losers always move for a rehearing and the matter 
has thus been kept in constant ferment. 

The protracted dialogues on the subject demonstrate that decisions 
cannot be hammered into lasting rules because the facts and analyses 
upon which value judgments would be made are not complete. One 
may side with one party or the other in the continuing argument on 
the subject, but never really know what an objective study of the 
problem would reveal. 

It is submitted, therefore, that the question of a fair and workable 
tax policy for the extractive group cannot be resolved by the Com- 
mittee on Ways and Means acting as an umpire in an adversary pro- 
ceeding. Rules must be deduced “by the committee from an objective 
study employi ing the expertise of both the industry and the Treasury. 

Thus, choices of action must rely on the basis of accumulation and 
examination of raw statistics and economic data. If such informa- 
tion would be so compiled that it would not proselyte a particular con- 
yiction or urge the adoption of some preconceived measure, then the 
industry, the 7 reasury, and the Congress could evolve a common mind 
toset the matter at rest once and for all. 

This is not a new idea, nor is it a panacea for all our tax bills, but 
thoughtful people on both sides of the question and those in the neutral 
area have been more favorably disposed to this course of action than 
any other. The time and funds involved in such an extensive study 
could hardly be more than is now being expended in debating the 
matter with each new Congress. 

My statement before the committee suggests and discusses certain 
criteria which might be the subject of such a proposed study. They 
are— 

(1) An examination of accounting theory and practice with 
respect to a matching of costs against revenues with the conse- 
quent proper reflection of income for the extractive group; 

(2) A theoretical analysis of the economics of the extractive 
process ; 

(3) An examination of the historical development and present 
state of our national minerals program. This would include a 
Seca ot of the extent to which the Government has acted 

r should act to encourage the development of the Nation’s re- 
sources to provide a fund of energy and materials for a rapidly 
increasing consumer population and for the national security ; 

(4) An evaluation of preferences in the graduated income tax 
system with particular emphasis, of course, on preferences for 
the extractive group and their effect on risk bearing, costs, prices, 
return on investment, and allocation of resources generally ; 

(5) An analysis of the foreign import problem in the case 
of the petroleum industry. In this regard, attention should be 
given to the deterioration of the economic position of the domestic 
independent oil and gas producer with the concomitant reduc- 
tion in economic utility to the Nation of this group of 
enterprisers ; 
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(6) An examination of standards of performance in the ex 
tractive group in comparison with standards of performance of 
industrial units in other segments of the economy. This would 
include an analysis of mov ements of product costs and consumer 
prices in relation to price; that is, whether the extractive busi- 
nesses under consideration are constantly improving their prod. 
ucts in terms of economic utility without demanding a dispro- 
Peretee ey larger share of total resources; and 

(8) The effect that changes in tax rules would have on extrac- 
tive entrepreneurs who have made long-term financial commit- 
ments for resource exploration and development in reliance on 
present rules rather than rules that may come to be. 

Some may object that such a study would involve publishing details 
with respect to industry operations that are confidential to the busi- 
ness units concerned and that there would be a reluctance to extend 
full cooperation to such an undertaking. In this connection, how- 
ever, the trend in corporate financial reporting has been to disclose 
greater and greater quantities of financial information not only as 
part of good stockholder relations, but as part of good public 
relations. 

Call this trend a part of the growing awareness of a “people's capi- 
talism,” or call it what you will, it is submitted that the industrial 
units involved would cooperate for this purpose and the accumulation 
and analysis of data by industry and ‘Treasury experts would be of 
detriment to no one and would be of inestimable value to the managers 
of the various business units involved. 

It is submitted that only through a cooperative study of these 
various criteria can there ensue some rational, rather than emotional 
solution to this problem. 

The Cuatrman. Thank you, Mr. Gavin. 

We are pleased to have you with us, Professor Steiner, and you are 
recognized, sir. 


STATEMENT OF PETER 0. STEINER, PROFESSOR OF ECONOMICS, 
UNIVERSITY OF WISCONSIN 


Mr. Srerver. My paper addresses the questions of the size and 
significance of the special incentive given to investment in the petro- 
leum industry by the series of tax provisions under discussion today. 

Let us note, at the outset, that these provisions are, in fact, different 
from those applying to most other industries. That they are non- 
neutral is beyond debating, and as a consequence, they lead to a dif- 
ferent allocation of resources than would be obtained under a neutral 
tax system. 

Indeed, it would be remarkable if this were not the case; the legis- 
lative history of depletion provisions leaves no doubt that. Congress 
intended. to make investment more attractive than it would have ‘been 
without these provisions. The central issue of public policy does not 
concern whether such provisions affect the allocation of resources 
among industries, but rather, whether the public benefits of such 
effects are worth the costs involved. 

The basic source of public benefit, and—as I read the record—the 
intended purpose of specia] tax treatment, is an increase in the quan- 
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tity of petroleum available for meeting specified national require 
ments. ‘These are public benefits so far—but only so far—as there is 
an overriding public interest in having such extra supplies available. 
Fundamentally, national security considerations are—and must be 

the basic justification of depletion provisions in the case of petroleum ; 
importantly, it must also be argued that normal price and market 
forces do not provide sufficient incentives to achieve the desired goals. 

Do such benefits in fact occur? That the special provisions result 
in more investment and in more exploration and development than 
would otherwise occur is not seriously questioned. In view of the 
concurrent stimulus to current peacetime production—which is per 
force in at least. some conflict with buildup of emergency reserves 
and in view of military and other considerations, a crucial question 
s whether the net effect: on supply and availability is either necessary 
or sufficient for national security. 

Hereafter, I assume such benefits do exist. Without them there is 
no economically sound justification for the present pattern of special 
tax treatment. If they do exist, it is imports ant—among other 
things—to estimate the effectiveness of the provisions in inducing 
additional investment in petroleum. 

On the cost side there is, first, the loss of tax revenue—whose order 
of magnitude is perhaps $500 million to $750 million per year. There 
are, second, possible indirect costs of which the “misallocation of 
resources” is frequently cited. The sense in which this is or is not 
a social cost are examined in the paper, and I cannot repeat them in 
this brief summary beyond noting that everyone recognizes the need 
and propriety of gov ernmental bodies interfering with market. allo- 
cations in order to satisfy the requirements of collective consumption 
goods, such as defense, education, public works, economic stability, 
and so on. 

Every such decision involves misallocation in the purely private 
sphere world of classical economic theory but may, in fact, be 
better allocation considering collective as well as individual con- 
sumption desires. ‘Thus, as an example, a system of priorities that 
in wartime shifts output from automobiles to airplanes misallocates 
resources in a desirable way. 

In the specific case of petroleum, whether the reallocation of re 
sources brought about by the tax laws is a cost at all depends upon 
the extent to which ve public voice—represented by Congress 
regards it as intended or not. So far as it stimulates reserves and 
emergency productibility, it seems to have been intended. If there 
is a cost, it is due to those unintended results that accompany the 
intended ones, such as the stimulation of production and income that 
does not contribute to the security needs of the country. 

Because there are both benefits and costs, the evaluation of the 
merits of the present scheme of taxation and of possible alternatives 
requires not merely the “views of interested persons” but the formu- 
lation of the relevant questions and a factual determination of the 
answers to these questions. 

Among these questions are— 

(1) How large is the special incentive for investment in petro- 
leum that is given by the spevial tax treatment ? 
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(2) How effective is this incentive in inducing new invest- 
ment in the industry 4 

(3) Precisely how does such new investment affect. reserves, 
supplies, capacity available, and so on / 

(4) How should the public value such additional supplies in 
each of these categories ? 

The bulk of my paper attempts to answer the first question on the 
basis of data collected a year ago from a sample of companies in the 
industry. It is, of course, only the first step. It does suggest that 
the previous estimate of P rofessor Harberger is subject to a signifi- 
cant downward revision. 

I cannot summarize further the statistical portion of my paper, 
but if I could leave this committee with two final thoughts, they would 
be these : 

(1) Of course depletion provisions involve public costs, but they 
also involve public benefits. What is most urgently required is data 
and analysis: otherwise we will be listening to the same tired asser- 
tions by both proponents and opponents of percentage depletion for 
another 30 years. 

(2) Perhaps the most promising approach to tax reforms in this 
area would be to specify precisely what sorts of behavior it is in the 
public interest to encourage through structuring of the tax laws and 
to evaluate the present results in this light. I suspect that such an 
examination would reveal that structural changes in the form of tax 
provisions would be more likely to induce such behavior than would 
changes in the level of present incentives. 

The Cuatrman. Thank you, Professor Steiner. 


We are pleased to have you with us this morning, Professor Menge, 
and you are recognized, sir. 


STATEMENT OF JOHN A. MENGE, PROFESSOR OF ECONOMICS, 
DARTMOUTH COLLEGE 


Mr. Menor. Thank you, Mr. Chairman. 

It is frequently difficult to evaluate the varied arguments pre- 
sented for and against certain propositions, and it is often all but 
impossible to balance off these arguments, one against the other, 
and arrive at a decision concerning the general validity of the propo- 
sition. However, there are typically but a oe principal points on 
which the matter must ultimately stand or fall. The number of 
arguments for a given position cannot spinels be counted and bal- 
anced alongside the number against it. Ten spurious arguments 
do not equal one relevant one. Proponents of the depletion allow- 
ance state that this provision is necessary: (a) To compensate for 
increased risk; (b) to provide reserves for defense purposes; and 
(c) to insure equity. If the provision is not necessary to compensate 
for increased risk, does not provide reserves for defense purposes, 
and is not equitable, one can only conclude that it is not necessary. 
On this, if on nothing else, there should be general agreement. 

(a) Is percentage depletion necessary to compensate for increased 
risk in the extractive industries? No answer appears reasonable 
other than no. The function of our free market price system is to 
provide for differences in risk among various economic endeavors. 
If a certain type of activity is more risky than another, the returns, 
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ie, the profit, will have to be greater in the riskier activity. If 
profit or return is not greater very few, if any, firms will invest their 
resources in that industry, and output will decrease. If this condi- 
tion persists it simply indicates that the economy, the sum total of 
consumers, does not care enough about the product to pay the higher 
price necessary to insure its production. If it does want the product 
t will pay a higher price, and the more it wants the higher the price 
t will be willing to pay. This is how our free price system should 
work, and does work if not restricted by Government interference or 
monopoly. Certainly an industry composed of firms that believe 
in and profess faith in the price system, which finds that nee are 
not sufficiently high to insure that all operators can remain in the 
ndustry, should not be dismayed by this result. 

The function of the free market is not to keep everyone in business 
who wants to be in business, much less to keep him in that particular 
business he especially prefers. The efficient impersonal force of the 
market insures that only the most efficient survive, and that they sur- 
vive only if they produce what the economy wants, not what they 
want to produce. The market, in its impersonal wisdom, drastically 
limits the number of buggy manufacturers—because it is desirable to 
have only the most efficient ee rs producing the required supply 
of buggies. Other would-be buggy producers should be encouraged 
to undertake the production of automobiles and trucks or even ice 
cream cones. 

If the buggy industry finds that its present members are not getting 
enough profit to compensate all of them for the risks involved, it 
would be unfortunate, indeed, to defy the market and subsidize buggy 
producers. An industry may be very risky but whosoever enters it, 
and wishes to remain, does so at his own peril. » The Government is 
not within its proper bounds in thwarting the judgment of the mar- 
ket. Furthermore, even if this were a rational policy, the present 
depletion allowance covers many low-risk enterprises, sand, gravel, 
and oyster shells and leaves out extremely risky ones, such as elec- 
tronics and tr ansportation equipment. 

(6) The extractive industries do not question the fact that misal 
location occurs, but tacitly admit it when — maintain that they 
merit special consideration, because of risk, or r that if the “vy don’t re- 
ceive a subsidy, market price will not. be suffice ently high to encourage 
production at the present rate. The only excuse ‘for such misalloca 
tion is that there are overriding social considerations that force a sus- 
pension of the rules of the competitive game. 

The industry has maintaine .d that national defense is such a consid 
eration. This may be. But _ should be determined by society 
acting through the agency of government, not by the industry that 
wants the subsidy. Of paran nount importance, granting the need for 
some reserves of certain minerals for defense purposes, is the plain 
fact that the depletion allowance simply does not prov a these re- 
serves. It isa failure. The present depletion allowance, in fact, « 
courages the using up of the very reserves we W ish to ere: ie: 

This point deserves emphasis, even more than was devoted to it in 
my paper in the present dcenpmadvens There were a few statistics 
presented therein that, because of their importance, ought to be 
stressed. It was noted that most major oil companies drill a much 








482 INCOME TAX REVISION 





greater percentage of productive than dry wells, far from the 1 sue. 
cessful well in 9 or 10, as apparently some believe. This is important 
because it points up the failure of the depletion allowance. We are 
encouraging the drilling of wells which are inherently low-risk devel- 
opment: al type wells in producing fields, and, in a sense making i 
so attractive to engage in highly risky wildcat drilling activity that 

‘eates new reserves. 

io explanation of the former, the drilling of wells which use up our 
reserves, it should be noted that all types of dr illing activity, regard- 
less of risk, are subject to the depletion allowance. This encourages 
the exploitation of existing fields, for this drilling by its very nature is 
of considerably lower risk than exploratory drilling, yet the rewards 
under depletion are the same for both. Existing fields are brought 
into production as rapidly as possible, and this excess production 
hangs over the market, even making it necessary to limit foreign im- 
ports drastically, which we theoretically should be using in peace- 
time. By applying the depletion allowance to all dr illing activity we 
merely increase producing capacity, not reserves, and we use up eco 
nomically scarce resources in so doing. 

The figures show, however, that “exploratory drilling of the pure 
wildcat type is extremely risky, with the chances of finding a large 
field, perhaps 1 in 1, 000, or even greater. As far as the norma! 
domestic market is concerned, the price system allows for this greater 
degree of risk and provides only enough reward to encourage the 
amount of wildcatting it may deem necessary. But, this may very 
well be insufficient for defense purposes. If it is, let us subsidize 
those risky wildcatting activities that alone lead to increased reserves. 
We cannot logically continue to subsidize the less risky type of drill- 
ing that depletes these reserves once they are discovered, as we do 
now. The present depletion allowance is unsuited to the task of pro- 
viding reserves for defense, and, in fact, subverts it by stimulating 
the wrong type of drilling. 

This subversion is ¢ ompounded by virtue of the fact that as new re 
serves are converted through developmental drilling into producing 
capacity, the State regulatory commissions must drastically decrease 
allowables. In Texas it is down to 9 days. The period of time over 
which production of the well may be realized is thereby lengthened 
significantly. ‘This means that the capitalized value of any given dis 
covery is decreased, for now the same potential income stream must be 
discounted over a longer period of time. In a sense, it becomes riskier 
to wildcat because of the encouragement depletion gives to the other 
less risky forms of drilling activity. 

The smaller independents are perhaps hardest hit by this policy. 
Many of them engage primarily in wildcatting, while larger, more 
integrated firms place relatively more emphasis on the less risky 
types of drilling and, furthermore, can market their supplies from 
producing wells” through their own organization. If this were but a 
manifestation of the competitive interplay of free market forces, we 
could ignore it and state that these smaller firms are simply marginal 
endeavors, requiring no special assistance, as we have stated. 

However, if national defense is a consideration, and if we wish to 
encourage exploratory drilling, we may find that it is necessary to 
retrain these smaller firms in the industry. The decision of whether 
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r not they should be encouraged is essentially a market one. What- 
ver is done, whether it helps or hinders the small producer, must be 
done in such a manner that we obtain increased reserves for defense 
ise. The only valid general approach to this problem is to subsidize 
n some way only the discovery of reserves, not drilling in general. 

If we want defense capacity, let us give financial rewards to those 

ho create it. most efficiently, not to those who use it up. For this 
purpose we are forced to look elsewhere than the depletion allowance. 
[he Government is currently granting a tax subsidy of close to a 
‘lion dollars per year as a result of the depletion provision, and the 
United States is not acquiring the reserves we need for defense pur 
poses. In fact, this allowance is aptly named; it encourages the 
lepletion of our potential mineral reserves. 

(c) A few summary remarks on equity in general should emphasize 
that (1) many extractive industries are rel: tively riskless, while other 
more risky industries get no depletion subsidy; (2) extractive indus 
tries are able to write off costs many times over through duplicative 
ost deductions while other industries may write these off but once; 
nd (3) the risk in the extractive industries, which is occasionally 
exaggerated by the use of cert: in accounting convention, is already 
ompensated for in the marketplace. 

The question of removing the allowance is a knotty one in certain 
procedural respects but on ‘the grounds of usefulness and equity its 
removal is long overdue. It is not necessary to compensate for added 
risk. ‘The market does this through the price system. It is not nee 
essary for defense purposes, hecause it works against the goals of 

lefense policy. It offers more encouragement to the type of ‘drilling 
that depletes reserves rather than to the type that creates them. It 
snot necessary for equity, because firms in the extractive industries 

ave already been treated equitably under the ordinary depreciation 
ind expense provisions of our present tax laws. The ability to write 
off one particular item of cost several times actually creates inequities 
relative to other industries. 

Thank you, Mr. Chairman. 

The Cuatrman. Thank you, Professor Menge. 

Our next panelist is Professor Gray. We are pleased to have you 
with us today, and you are recognized, sir. 


STATEMENT OF HORACE M. GRAY, PROFESSOR OF ECONOMICS, 
UNIVERSITY OF ILLINOIS 


Mr. Gray. In 1913, by constitutional amendment, we provided for 

Federal tax on income “from whatever source derived.” Now, 46 
years later, we are met to appraise our handiwork in the application 
of this sisine id unequivocal principle of taxation. 

The end product is shocking. One panelist (Pechman, vol. I, p. 

258) reports that in 1957 out of $350.6 billion of personal income only 
$149.4 billion, or 43 percent was declared as taxable income. This 
taxable income yielded $34.4 billion of revenue—an amount less than 
10 percent of personal income. He estimates (vol 1, p. 279) that, 
under comprehensive reporting with certain deductions eliminated, 
existing rates would have yielded $18 billion additional revenue. The 
total tax yield, under these assumptions, would have been only 15 per- 
cent of personal income. 
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Another panelist (Hellmuth, vol. 1, p. 313) estimates that $6.1 bil- 
lion of additional revenue might be derived from the corporate m- 
come tax if various loopholes were closed. Another (Grove, vol. ¢ 
p. 1201) points out that most capital gains are never reported and Pa 
no tax at all. He suggested that application of existing rates at th 
death of recipients might yield, on the average, $1.2 billion per year, 

In these three estimates, which are ultraconservative and by no 
means comprehensive, we find over $25 billion annually of lost revenue, 
This loss of potential revenue indicates the extent to which the income 
tax base has been eroded by various exemptions, immunities, special 
deductions and preferential treatment. 

Should we wonder at the serious financial distress of the Federal 
Government: its inability to balance its budget, manage the publi 
debt, maintain the integrity of the dollar, fulfill its international ob- 
ligations, and meet urgent domestic demands for public capital and 
social services ? 

Should we wonder that increasing numbers of informed people re 
gard the Federal tax system as discriminatory, unjust, and socially in- 
adequate? We have reached this low estate by continuous sacrifice 
of the public interest to the insistent ckumor of private interest groups 
for special privilege in taxation. Every concession stimulates new 
pressures and, at the same time, weakens the power of goverlment to 
resists. Thus, a retreat degener: ates into a rout and the f fiscal integ- 
rity of the Federal Government is seriously impaired. The time has 
come when this retreat must be stopped and a counterattack launched 
to regain this lost public revenue. 

The dep sletion allowance should be viewed in this broad context of 
national interest and need. It is merely one of many tax avoidance 
devices—no worse perhaps than others, but more widely publicized 
and conspicuous. If it were ever necessary or justifiable, which I 
seriously doubt, that day has long since passed. If the conditions of 
discovery and deve lopme nt in the extractive industries are beyond the 
capacity and ingenuity of free private enterprise, an extremely dubi- 
ous proposition, then let public aid be forthcoming in a direct, specific 
form relevant to the difficulty involved. No practical difficulty, in 
this or any other group of industries, can justify erosion. of the tax 
base or departure from sound principles of taxation. 

Because of its nature and history the depletion allowance has been 
more thoroughly capitalized than most other tax privileges. The 
widespread diffusion of equitable interests in these capitalized expec- 
tations creates formidable political opposition to any proposal for the 
elimination or diminution of this privilege. 

The depletion allowance thus becomes the bellwether of all tax 
avoidanc ‘e devices—the acid test of tax reform. Congress must either 
face up to this opposition and overcome it, or else confess its political 
impotence to copy with the general public of tax loopholes. It can- 
not attack less firmly entrenched tax privileges while bypassing the 
most formidable and conspicuous of the lot. 

sy the same token, successful action against the depletion allow- 
ance will pave the way for relatively easy victories in other directions. 
The financial exigencies of the Federal Government are so urgent, 
and considerations of social justice and economic welfare so per- 


suasive, that Congress must screw its courage to the sticking point 
and act in the public interest. 
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The Cuatruan. Thank you, Professor Gray. 

We are sorry that our next panelist, Mr. Rudick, is unavoidably 
detained. 

We will pass now to Dr. Gonzalez. 

We are pleased to have you with us, sir, and you are recognized, 


STATEMENT OF RICHARD J. GONZALEZ, HUMBLE OIL CO. 


Mr. Gonzavez. Thank you, Mr. Chairman. 

As an economist who taught for 5 years before becoming associated 
with the oil industry, I can readily appreciate why percentage de- 
pletion is widely misunderstood and sometimes severely criticized. 
Superficially, this tax provision appears to interfere with normal eco- 
jomic processes and to create a tax advant: ige for producers of 
minerals. If the facts about percentage ce »pletion were as simple as 
they appear supertic ially, Congress would not have consistently main- 
tained this principle in effect as a result of its periodic studies. In- 
stead, the taxation of mineral production is a very complex subject 
that requires and deserves intensive study. 

Any thorough analysis of percentage depletion must take into ac- 
count many facts. Careful appraisal of all relevant facts over a period 
of many years has led me to the conclusion that this long-established 
tax provision continues to be in the public interest, despite superficial 
impressions to the contrary. Seven major points in my appr aisal of 
the subject. are set forth briefly in this summary prepared at the re- 
quest of the ae but the full force of all the points made can 
be appreciated only by consideration of the complete paper submitted 
for these hearings. 

1. Petroleum is essential to national welfare.—Increasing supplies 
of oil and gas are essential for economic progress and national secu- 
tity. These fuels have greatly improved our living standards and 
have been of incalculable value during wars and other emergencies. 
Each gallon of oil provides the energy base for a dollar of national 
income. Therefore, petroleum will continue to be of vital importance 
to our expanding economy. 

Y. The risks of exploration make Pe trol edi production a Unique 
business—High risks and large losses on unsuce vessful ventures are in- 
evitable in petroleum exploration. Only about 3 percent of the thou- 
sands of exploratory wells that must be drilled annually discover 
significant commercial deposits. Furthermore, the results of explora- 
tory drilling are highly erratic and quite unpredictable. Finally, 
production results in depletion of a wasting asset that can be re- 
placed only by new exploration and drilling, usually at increasing 
costs. These peculiarities seriously handicap attraction of funds into 
this business. Nevertheless, petroleum producers must risk about $ 
billion annually to develop enough new supplies of oil and gas to mena 
the needs of our economy. The necessary amounts of money could not 
be attracted into the search for petroleum without reasonable tax dif- 
ferentials relative to nonmining investments that are less risky. 

Diffe rential tax treatment is necessar Yy for mineral produce tion.— 
The unique nature of petroleum producing makes it different from 
other businesses except mining. Most of the receipts from mineral 
production that appear .to be income really represent capital and 
capital gains. These capital values cannot be taken out of the business 
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or taxed as ordinary income without impairing the reserves of oil and 
gas required for continuous operation and for economic progress, 
Therefore, differential tax treatment is nec essary for petroleum pro- 
duction and for mining operations generally. Differential tax treat- 
ment should not be assumed to constitute preferential treatment be- 
cause appropriate differentials are necessary for the unusual condi- 
tions in mining in order to avoid an ineflicient allocation of capital 
when income taxes are imposed. 
1. Hxisting percentage depletion rates are appropriate differ. 
entials.—The rate of percentage depletion for petroleum set by Con- 
gress in 1926 after careful study was a conservative measure of the 
capital actually depleted by production. It continues to be a con- 
servative measure at present. A reduction of percentage depletion 
would encourage operators to realize on their successful ventures 
through the capital gains route rather than by operation. Sales of 
reserves in the ground would adversely affect the funds available for 
development of new resources, the number of operators engaged in 
the business, and the estimated tax revenues to be realized from such 
reduction. The decision of the Federal Government to impose manda- 
tory restrictions on imports this year because of concern that further 
increase in imports would endanger the level of domestic exploration 
and drilling considered desirable for national security also serves to 
make clear the fact that any action taken now to reduce the incentive 
for expenditures on new ventures would be ill advised. Profits on the 
amounts actually invested in successful petroleum operations are in 
line with those of other industries. Therefore, any additional taxes 
on petroleum production would inevitably have to be passed on to con- 
sumers because they could not be absorbed without seriously reducing 
the development of necessary new resources. 

In deciding whether petroleum producers and consumers pay a fair 
share of the tax burden, consideration must also be given to the spe- 
cial taxes imposed on petroleum, particularly severance and gasoline 
taxes. The various facts pertinent to this point lead to the conclu- 
sion that the long-established rate of percentage depletion is no more 
than an appropriate tax differential for current conditions. 

Proposals for graduated depletion are unsound.—The concept of 
or edu ited percentage depletion is economically unsound because it 
assumes incorrectly that risks can be controlled by size. Actually, 
the real risk on each venture is the same whether it is undertaken by a 
small firm or a large one or jointly by two firms of vastly different 
size. The large firms producing more oil must risk proportionately 
more money than the small ones in order to offset the depletion of re- 
serves caused by production. The erratic results realized on expendi- 
tures even by large firms mean that risks cannot bé reduced to a matter 
* cost act ‘ount ing or insurance. 

A cut in depletion would hurt the economy.—lIf percentage de- 
pista were reduced, the entire economy would suffer because eco- 
nomic progress would be retarded and tax revenues would decline. 
Drilling would be reduced sharply, with adverse effects on the use 
of steel and equipment for new wells, on employment of labor, and on 
development of new reserves of oil and gas. The minimum reduc- 
tion in drilling to be expected if percentage depletion were cut to 1 
percent of gross income would probably cause a loss in total tax 
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revenues of a billion dollars annually. Less drilling would soon cause 

shortages of domestic supplies, thereby bringing about — prices 
for our principal fuels and contributing to ‘inflation. Even a small 
increase in gasoline prices caused by a reduction of percentage de- 
pletion could accelerate the trend toward ec onomy cars and have far- 
reaching consequences on tax collections from gasoline and from the 
sutomobile, steel and rubber industries. 

Percentage depletion at existing rates promotes the national 
veljare.—Percentage depletion has become an integral part of the 
eonomic structure of the mineral industries as well as a key factor in 
eonomic progress. Existing rates cannot be reduced without serious 
onsequences for all consumers, for millions of stockholders, for thou- 
ands of workers in many industries, and for national security. 
therefore, percentage depletion should be continued at exist ing rates 
because such action best serves the public interest. 

The major points summarized above should serve to correct some 
of the superficial misconceptions about percentage depletion. They 
throw new light on the critical view that this tax provision is unsound 
because it attracts too much capital into petroleum production and 
allows producers to pay less than a fair share of taxes. Percentage 
depletion does attract more money to this business than would other- 
wise be risked currently, but that does not prove that the relative 
fow of funds that would prevail in the absence of income taxes has 
been altered. For reasons set forth eer a differential such 
is percentage depletion is required when income taxes are imposed 
in order to avoid placing the mining industries at a disadvantage in 
attracting capital because of their unusual risks. 

Percentage depletion also means that the effective income tax rate 
on what is reported to be income from depletion of mineral resources 
is lower than on the income of other industries, but it does not follow 
that mineral producers do not pay a fair share of the tax burden. The 
unusual element of capital gains in receipts from mineral production 
means that such receipts c: annot be taxed as ordinary income without 
impairing the supply of minerals required for economic growth. 
Furthermore, heavy severance and excise taxes must also be taken 
into account in judging the true burden of taxation on petroleum and 
its products. These examples serve to illustrate some of the com- 
plexities that must be considered in an objective study of percentage 
depletion. 

The paramount economic test of a system of taxation is that it 
should interfere as little as possible with the industrial progress that 
enables the entire population to enjoy the benefits of rising standards 
of living. Congress must be particularly concerned, therefore, about 
the effect of taxation on the key factors for industrial progress— 
namely, (1) capital to provide the machines that multiply our pro- 
ductive capacity, and (2) minerals as a source of materials and energy 
for an industrial society. Increasing quantities of capital and of 
minerals are the indispensable requisites for economic progress. 

National policies designed to encourage the growth of capital and 
the development of mineral resources have been the foundation of 
the rapid economic development of the United States in the past. The 
future growth of real income will continue to depend on wise policies 
ens abling us to reap the benefits of increasing quantities of capital and 
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minerals per person. Unless such wise policies are continued in effect, 
the progress which we in the United States have come to believe js 
inevitable will not be realized and our Nation will soon find itself 
surpassed by others in economic welfare and in military strength. 

The Cuaimman. Dr. Gonzalez, we thank you, sir. 

Our next panelist is Mr. Lambert. 

Mr. Lambert we are pleased to have you with us, sir, and you ar 
recognized, 


STATEMENT OF SCOTT C. LAMBERT, STANDARD OIL OF CALIFORNIA 
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Mr. Lampert. It is a privilege to appear before your committee, 
Mr. Chairman, to discuss percentage depletion on foreign production 
and exploration and development costs. 

In the time allotted for my summary, I am not going into a general 
defense of percentage depletion on oil and gas production. It has 
been shown at this hearing and on countless other occasions to be a 
sound and necessary concept of taxation for extractive industries. 

This part of my statement will be confined to the point that per- 
centage depletion is also necessary to American companies producing 
oil in foreign countries. 

First, I would like to correct a misconception, a belief expressed 
by some, that the reduction or elimination of depletion on foreign 
production would result in substantial U.S. tax revenue. 

It can be demonstrated, I believe, that the probabilities indicate 
a revenue loss to the United States rather than a gain should deple- 
tion on foreign production be reduced. 

This conclusion is based on the functions of the foreign tax credit 
system in effect in our country and every other civilized nation. For 
example, it is common knowledge that when the U.S. taxes income 
derived from foreign sources at effective rates which are higher than 
those charged by the foreign country in which the income is gen- 
erated, strong incentives exist for the foreign country to raise its 
level of taxation to that of the United States. 

These incentives arise out of the understandable desire on the part 
of the foreign country to derive all the tax foreigners are willing to 
pay on income generated within their country. Hence, an attempt by 
the United States to increase the tax on income from foreign sources 
would be countered by tax increased by the foreign countries them- 
selves. The profits of American companies that would otherwise be 
returned to this country would be reduced, and in the end the United 
States and its taxpayers would only lose. 

Now, let me mention the special purposes served by depletion on 
foreign production: 

1. One of the important considerations on which percentage deple- 
tion is based is recognition of the peculiar risk and danger of financial 
loss involved in the search for oil. These risks are substantially en- 
larged in the case of foreign exploration and production by the politi- 
cal hazards involved, such as the risk of expropriation or loss from 
enemy aggression. Moreover, exploration costs are generally higher 


in the case of foreign operations because of the logistical problems 
encountered. 
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2. Depletion on foreign production has helped American companies 
to remain competitive with foreign companies. There is probably 
no more competitive international business than foreign oil operations. 
Foreign oil companies are large, strong, and aggressive. Many of 
these companies have tax treatment from their governments designed 
to encourage operations abroad. Altering the ‘depletion pattern for 
American companies would render them less able to compete with 
their foreign rivals. 

3. One of the cornerstones of our foreign policy under both Demo- 
cratic and Republican adminstrations has lon the encouragement 
of private American investments in foreign lands—and for good 
reasons : 

(a) Foreign private investment has strengthened the economies of 
many nations that are our friends and allies. American oil com- 
panies have poured capital into interdeveloped nations, provided em- 
ployment for nationals, helped to raise living standards, improved 
idocathoond standards, and in many cases assisted in stabilizing the 
economies of those lands. 

(>) Foreign private investment reduces the burden of foreign eco- 
nomie aid. It contributes to the growth and self-sufficiency of less 
developed countries and thereby lessens their need for direct aid or 
loans. Of the total of $37 billion of private American investment 
abroad $9 billion has been invested by American oil companies. Non- 
2 riminatory tax treatment is necessary if this trend is to continue. 

Percentage depletion on foreign production is important to the 
sec nea of the United States. Large reserves of foreign oil in stra- 
tegic locations and readily available to our government through 
American companies, are essential to our military security. A con- 
tinued search must be made for such reserves, and the proper tax 
climate will play an important part. 

Other economic advantages flow from percentage depletion on 
reign production. Fifty-six percent of the crude oil produced in 
foreign countries of the free world is produced by American com- 
panies. The profits from this vast trade flow to the United States as 
dividends, interest, etc., where they are taxed by Federal and State 
(iovernments. American oil companies operating abroad also create 
a great reserve of purchasing power of which a substantial part is 
directed back to the United States. For example, purchases by Vene- 
mela from this country are at the rate of $1 billion a year of goods 
and $500 million for services. 

Last, but far from least, are considerations of fairness and equity 
in the application of U.S. tax laws. How can we expect the Ameri- 
can oil operator to take on these increased risks and higher costs of 
operations abroad if he has to bear a higher tax burden than if he 
operated in the United States. 

For all these and many more reasons set out in my published paper, 
percentage depletion on foreign production should be the same as 
that applicable to domestic pr oduction. 

Part II. Exploration and intangible development costs: The second 
part of my subject relates to the recovery of exploration and develop- 
ment costs. There is a good deal of confusion and misunderstanding 
regarding these expenses which should be cleared up. 
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Turning first to exploration costs, we find that these consist princi- 




























































































































a part 
pally of geological and geophy sical exploration programs and re- anya 
lated exploratory activities. In general, these costs are treated by the Dep’ 
Revenue Service as capital expenditures and are only deductible from Jeposi 
current income when the expenditure does not result in the acquisition § (jearh 
or retention of property. When such acquisition or retention occurs, deprec 
these costs become part of the capital costs of the lands acquired. deduct 
The general conception is that exploration costs are deductible as J no an 
expended. This is not the case. A high proportion of geological and Sin 
geophysical costs is incurred on lands acquired or retained for further the pe 
exploration. tion 11 
Large sums are tied up in unamortizable capital for extended The 
periods until further exploration work proves the value, or lack of Ow 
value, in explored lands. In the end, usually years later, approxi- Mr. 
mately 95 percent of such costs prove fruitless, and losses are sustained § jpcor 
upon abandonment of the lands and exploration projects. r. 
The fact is, therefore, that a large part of exploration costs is not J gtaT 
currently deductible. 
There is much reason, however, for providing for current deducti- 
bility. These expenditures are very similar in nature and purpose to Mi 
research and development expenditures which are deductible under My 
the 1954 code. In 1952, the President’s Materials Policy Commission § yds 
recognized the need for such treatment and recommended the full tivel 
expensing of exploration costs because of the direct incentive this J ore 1 
arrangement would give for capital to take risks in highly uncertain J fat! 
fields. 4 Ss) 
Let us now take up intangible development costs. Since 1918, 
intangible development costs have been expensible at the option of the J jg 
oil and gas operator. The term intangible development costs refers J ont 
to that portion of drilling costs of which in and of themselves have wit) 
no salvage value. Costs such as labor, repairs, hauling, supplies in- M 
cident to the drilling of wells, and their preparation for the produc- § ga, 
tion of oil or gas, and representing 60 to 65 percent of the cost of on! 
a well, are embraced within the option to expense. Tangible items pro 
which have a salvage value such as drilling tools, casing, ‘tanks, etc., shes 
are not included in the option and must be capitalized and depreciated. the 
Mt, hy is this optional treatment justified for such costs: eX] 
These costs represent items that have no salvage value and are 9 
joe unlike depreciable assets in any other business which can be the 
salvaged if they have no utility to the taxpayer. dis 
2. Such costs are analogous to maintenance costs because they are ha: 
incurred to maintain productive level against the inevitable decline— rr 
the fate of all oil and gas wells. In other words, the operator must pe 
continually drill new wells to maintain a certain level of output. UT. 
Time does not permit the enumeration of other distinguishing fea- lis 
tures of these costs which justify the optional treatment. m 
A few words should be said, however, to correct the misconception 
that a double deduction exists because the taxpayer is allowed per- th 
centage depletion on the property on which he has expensed the in- u 
tangibles. This misconception stems from a fallacious premise that at 
the alternative to expensing intangibles is capitalizing such costs as 
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‘iN¢j- 
1 re. 
y the 
from 
ition 
curs, 


le as 
and 
‘ther 


1ded 
k of 
OXi- 
ined 


not 


icti- 
e to 
der 
sion 
full 
this 
tain 


918, 
the 
fers 
ave 
in- 
ue- 


INCOME TAX REVISION 491 


apart of the law, is it logical to assert that costs which are related to 
equipment and other manmade goods are depletable ? 

‘Depletion is related to the extraction of minerals from a natural 
leposit, depreciating to the lessening in value of manmade goods. 
Clearly, the alternative could only be to treat such intangibles as 
depreciable. Hence, no double deduction exists, because the depletion 
deduction and the depreciation deduction are mutually exclusive of 
one another. 

Since 1918, this option has been a sound principle in the taxation of 
the petroleum industry and a valuable adjunct to percentage deple- 
tion in contributing to the Nation’s welfare. 

The Cuamman,. Thank you, Mr. Lambert. 

Our = panelist is Mr. Jackson. 

Mr. Jackson, we are pleased to have you with us today, and you are 
recognized, sir. 


STATEMENT OF HERBERT C. JACKSON, PICKANDS MATHER CO., 
CLEVELAND, OHIO 


Mr. Jackson. Thank you, Mr. Chairman. 

My name is Herbert C . Jackson, associate managing partner of Pick- 
ands Mather & Co., Cleveland, Ohio, a partnership ‘that has been ac- 
tively engaged in the ownership, operation and management of iron 
ore mining properties for over 75 years. I have been with Pickands 
Mather & Co. for over 40 years. I am not a tax expert, and my dis- 
cussion is based on my operating experience that the depletion deduc- 
tion for iron ore and the full fedkact bility of exploration expenditures 
is necessary in order to provide a continuing iron ore supply on this 
continent and to equalize the tax treatment of the mining industry 
with nonmining industries. 

Minerals are a wasting asset, and a producer of minerals, in order to 
stay in business, must continually search for replacement of the min- 
eral capital he is exhausting. Minerals in place are the capital of a 
producer of minerals, and the capital value of these minerals must 
always exceed the cost of discovery in order to return to the producer 
the ¢ apital value he is depleting and to furnish funds for replacement 
exploration and development. 

When an iron ore mine is exhausted, and this happens frequently, 
the owner of such mine is out of business unless he has succeeded in 
discovering and developing new iron ore deposits to replace those he 
has depleted. On a national scale we know that the direct shipping 
iron ore reserves of the Lake Superior district, which over a long 
period of years have furnished approximately 80 percent of the total 
U.S. output of iron ore, are nearing exhaustion. The official pub- 
lished information indicates that at the recent average rate of ship- 
ment, these reserves will be exhausted in approximately 10 years. 

The firm of Pickands Mather & Co., of which I am a part, is one of 
the largest independent producers of iron ore in this district. For 
us to stay in business, and for the steel companies for whom we oper- 
ate to be protected for their long-range iron ore supply, we have, and 
are, spending large sums to locate replacement reserves for those being 
currently exhausted. 








492 INCOME TAX REVISION 





The depletion deduction on the ore mined furnishes independent 
companies the money needed for exploration and discovery of iron 
ore reserves on this continent to protect the economy and security of 
the United States. 

My firm, in a continuing program of exploration over the past 12 
years, has examined and explored over 1,100 iron ore prospects at a 
cost in excess of $8 million, and ourselves and our associates have re- 
tained only 12, or about 1 percent, of those examined, where there are 
indicated commercial iron ore possibilities. A one-in-a-hundred shot 
is not an attractive speculation. The money required for this type 
of venture cannot be borrowed, will not be supplied from a high tax 
bracket income, as nobody gets rich spending a dollar to get some por- 
tion of it back through reduced taxes, and must to a large extent come 
from the money generated through the depletion deduction. 

It would be an unfortunate occurrence for this country if the de- 
pletion deduction for iron ore were changed in any way, except by 
increasing. 

A word with regard to the sufficiency of the present depletion de 
duction for iron ore. 

Even though the present corporate income tax rate is four times 
the rate in 1932, when the present 15 percent depletion rate for metal 
mines was first enacted into law, and at first glance it might seem that 
the taxpayer who can use percentage depletion can save four times 
more taxes and therefore is four times better off today than he was 
in 1932, this is not the correct conclusion, as there are other factors 
which more than offset such apparent advantage. Compared to 1932, 
labor costs 8 times as much as it did then, development of an iron ore 
property costs on the order of as much as 20 times as it did then; that 
is, $2 per ton of annual capacity in 1932 and up to $40 per ton of an- 
nual capacity today. The result is that four times the depletion dol- 
lars of 1932 will only buy about one-eighth of the labor they did at 
that time, and when invested to develop an iron ore property, can 
create only a fraction of the production capacity of 25 years ago. 

Taking into consideration all the facts which bear on the validity 
and adequacy of the depletion deduction, it would seem that your com- 
mittee and Congress have sufficient reasons to reject any proposals to 
reduce this deduction for iron ore. 

From Congress’ point of view, it would seem to me that you would 
not, at this critical time, wish to reverse your consistent 40-year policy 
of stimulating the exploration of our natural resources Lemans the 
tax laws, especially when relying on this policy the mining industry 
has invested huge sums, expecting the continuation of this long- 
existing policy of treating the mining industry fairly to permit its 
survival under our present onerous tax system. 

At this point let me remind you that the mining industry has all 
the costs, such as research, overhead, etc., that nonmining industries 
have and, in addition, the mining industry has the very large cost 
of unproductive exploration. This unproductive exloration expendi- 
ture produces nothing which can be sold, and even if it is tax deduc- 
tible, the mining industry can only recover the tax percentage of such 
expense. 

Ressisins industries recover not only the tax percentage of the 
cost of their raw materials but, assuming they sell such materials at 
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cost, recover the entire cost. If, as is usual, the nonmining industries 
sll their acquired raw materials at a profit, then they recover not 
only the cost thereof but the tax percentage of the profit to boot. 

This is a vital difference between mining and nonmining indus- 
tries which requires an extra deduction for mining companies, that is, 
depletion, to equalize the tax treatment with nonmining companies. 

The other point I would like to bring to your attention is the de- 
duction for exploration expenditures. 

Under present law, expenditures for exploration before the exist- 
ence of a commercial deposit is established, are allowable as current 
deductions only up to the amount of $100,000 per year for 4 years. 
Otherwise, such explorations on properties held at the end of any tax- 
able year must be capitalized, but can be charged off when the prop- 
erty in question is abandoned. 

This limitation on deduction of exploration expenditures is an un- 
realistic and unnecessary restriction on the mining industry. Actually, 
very little of the exploration expenditure is not eventually charged 
off because, as I have noted above in our case, all but about 1 percent of 
the properties on which these expenditures are made, are abandoned, 
at which time the chargeoff can be taken. This results in taxpayers 
losing the use of the money tied up in exploration while unproductive 
properties are held for further exploration, and this procedure is a 
complete nuisance to the taxpayers and the Government and probably 
costs the Government more to enforce than it ever recovers out of 
increased taxes. 

In addition, such a restriction is unfair, as the exploration expendi- 
ture is nothing more than an ordinary and necessary expense which 
should be allowed to the mining industry without any restriction. 

Congress would not think of limiting a manufacturing industry, 
for example, to one office, or to offices which were only productive of 
income. By the same token, Congress certainly should not limit the 
mining industry so that each company, in effect, is restricted to ex- 
ploring in only one location at a time, and then to an amount which 
is ridiculously small when you understand the cost of exploration, and 
particularly when this expense is a necessary expense for survival 
of the mining business. 

In conclusion, if capital in large amounts is to continue to be attrac- 
ted to the development of extractive industries, it is essential we not 
only retain the present percentage depletion deductions, but we should 
also provide for the effective deduction of the cost of exploration and 
rue sbbdom of our natural resources. 

The CuarrmMan. Thank you, Mr. Jackson. 

Our next panelist is Mr. Randall. 

Mr. Randall, we are pleased to have you with us today, and you are 
recognized. 


STATEMENT OF L. J. RANDALL, PRESIDENT, HECLA MINING CO.. 
WALLACE, IDAHO 


Mr. Ranpauu. Thank you, Mr. Chairman. 

Tam L. J. Randall, president of Hecla Mining Co., Wallace, Idaho. 
I appear before you to urge that the allowance for percentage deple- 
tion for the mining industry be retained at rates at least suuabte those 
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presently allowable in our Federal tax laws. I also urge that a more § '° '“ 
liberal deduction be allowed for exploration expenditures. leave § 
Since my experience has been largely confined to the production of § 15 1" 
lead, zine, and silver in the Coeur d’Alene district of northern Idaho The 
and the production of uranium in the Moab, Utah, area, my remarks § ™!!!" 
have been prepared primarily from the standpoint of the nonferrous § ‘®” ' 
metal mining industry. apita 
Percentage depletion: Percentage depletion for the mining industry § "0" 
is justified and necessary for two basic reasons, namely : "Bf retail 
(1) The search for and the production of metals and other natural life a 
resources is an extremely speculative business with inherent risks far J ¢¢™' 
greater than those found in other private enterprise. sa gi 
(2) The amounts received from the sale of metals produced from @ * ¢*1 
mineral deposits are at least partially a return of capital rather than Ex) 
ordinary income. payer 
Risks involved in mining: To illustrate the inherent risk and specu. § ! Wo 
lative nature of mining, I shall cite the results attained by four major @ % 2” 
companies operating in the Coeur d’Alene district of northern Idaho, @ but n 
where in 1958, 20 percent of the total U.S. production of lead, 12 per- § % of 
cent of the total U.S. production of zine and 47 percent of the total J resou 
U.S. production of silver was produced. These four companies, one Th 
of which was the Hecla Mining Co., made geological studies of more Th 
than 1,500 mining prospects during the past 10 years, the combined Th 
cost of which totaled approximately $1 million. Fifty-six of these Mi 
prospects were selected as worthy of more extensive exploration, and § ier 
an additional $10,657,000 was expended on these particular properties 
for on-the-ground drilling, surface improvements, and in some cases, § STA’ 
shaft sinking. Work has been completed on all of these prospects and 
only two became profitable producers, and one of these was purchased 
after initial discovery of commercial ore by another party. M 
Results attained by Hecla Mining Co.: During the past 15 years Be 
geologists of my company, i.e., the Hecla Mining Co., have examined § prot 
890 prospects at a total cost of $302,000 out of which 13 were selected § mitt 
as worthy of more extensive exploration, and an additional $3,718,000 § 1 be 
was expended on these particular prospects. Work has now been com- § [ax | 
pleted on all of these properties and only one has become a profitable @ et. 
producer, and that happens to be the above-referred-to property which § ss! 
was acquired after discovery of commercial ore by another party. § soft 
As a matter of fact, the Hecla Mining Co. has discovered less than a § for: 
half-dozen profitable mining properties during its entire 60 years of P 
existence, and only two or three have returned a profit in excess of § me- 
costs. basi 
One might conclude from my remarks that the risks and specu- § cent 
lative nature of mining are hardly worth the effort. This would be § onl 
true except that occasionally a highly profitable ore body is discovered § of 
and brought into production, such as our Polaris mine, discovered in abo 
1934, which is still being operated at a profit today. The original of 
Hecla mine, discovered before the turn of the century and depleted § stin 
in 1944, was operated profitably for some 45 or 50 years. The real It i 
incentive, therefore, behind our continuous search for ore bodies is rat 
the hope of discovering a bonanza, such as these two properties, the ple 
profits from which must repay us many times over the cost of acqui- enu 
sition and development. This is necessary if the mine operator is § str 
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io recoup losses suffered from many unsuccessful ventures and still 
lave a sufficient gain to pay the shareholder a reasonable return on 
his investment. 

The second reason we believe percentage depletion is justified in a 
mining operation is because the actual extraction of ore is nothing more 
than the piecemeal liquidation of an ore body which is, in reality, a 
apital asset. A mining company does not re: alize a profit through the 
ontinuous purchase and sale of inventoriable merchandise as does a 
retailer or merchandiser. As each ton of ore is extracted or sold, the 
life and value of a capital asset, the ore body, is decreased to that 
extent. Therefore, at least a portion of the profit realized from mining 
sa gain from the sale of a capital asset, and such gain should be t axed 
it capital gain rates rather than at rates applied to ordinary income. 

Exploration expenditures: Our present tax losses permit the tax- 
payer to deduct exploration costs up to but not to exceed 4 years. 
[ would recommend that these limitations be removed and the law 
be amended to permit the taxpayer to deduct exploration costs up to 
but not to exceed $400,000 on each individual property. ‘This would 
be of special benefit to the small mining operator with limited capital 
resources, 

Thank you. 

The CHatrman. Mr. Randall, we thank you. 

The next panelist is Mr. Campbell. 

Mr. Campbell, we are pleased to have you with us today, and you 
are recognized, sir. 


STATEMENT OF ROLLA D. CAMPBELL, ISLAND CREEK COAL C0O., 
HUNTINGTON, W. VA. 


Mr. Campseti. Thank you very much, Mr. Chairman. 

Before getting into the technical aspects of my discussion on tax 
problems pec uliar to the mining industry, I want to offer to your com- 
mittee a broad suggestion which I think is worthy of consideration. 
I believe that the main problem before you is not “broadening the 
tax base” but reducing the present high tax rates. Many of the pres- 
ent complications of ‘the revenue laws are the direct results of ex- 
cssively high rates, the impact of which Congress has seen fit to 
soften in many instances. Complexity is the price that must be paid 
for equitable treatment of the taxpayer. 

Personal income tax rates above the lowest bracket yield only about 
me-seventh of the total taxes collected from individuals. On the 
basis of official Government figures for 1957, all the rates from 21 per- 
cent through 91 percent could be eliminated with a revenue loss of 
only $4.5 billion out of the $34.4 billion now produced. A flat rate 
of 23 percent more or less should, on a mathematical basis, produce 
about the same $34.4 billion, and it is quite possible that the repeal 
of all rates above the present lowest bracket of 20 percent would so 
stimulate economic activity as to increase total revenues. Although 
it is not my intention to advocate the abolition of all progressive tax 
rates, I do want to point out that we are paying a high price in com- 
plexity of tax laws, in reduction of economic activity, and in lost rev- 
enues by continuing as a permanent policy the present excessive rate 
structure. 
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Coming now to the mining provisions, I will first discuss percentage 
depletion provisions; particularly as it applies to the coal industry, 
Depletion deductions in some form have been allowed ever since the 
adoption of the 16th amendment. The present method was sub- 
stituted, in the case of oil and gas wells, for the very unsatisfactory 
“discovery depletion method” as long ago as 1926. The valuations 
involved in arriving at “discovery depletion” were subject to so many 
variables that this method caused great inequity among taxpayers. 
Percentage depletion was extended to coal mines, metal mines, and 
sulfur mines in 1932. 

At that time, the rate for coal was 5 percent of gross income or 5) 
percent of net income, whichever was lower. In 1951, the percent of 
gross income was increased to 10, but the 50 percent of net income 
limitation remained the same. 

I might observe here also that based upon my own personal ex- 
perience, I believe that to understand percentage depletion, one must 
make a careful study of its evolution, and my paper does outline 
the reasons for the adoption and retention of percentage depletion. 
I do not have time to go extensively into those matters in this brief 
summary, of course. 

These are the rates presently in effect and they would be adequate 
to compensate the coal industry for its capital exhaustion if it were 
able to deduct that figure on earnings on an industry basis year after 
year. However, the industry falls far short of the 10 percent figure 
even in good years, and more so in poor years, as indicated in tables 
attached to my prepared paper. 

For this reason, I believe Congress should increase the depletion 
rate on coal to 15 percent of gross income. This would permit the 
coal industry to realize a slightly better overall average than it does 
at present by increasing the allowable deduction in those rather rare 
situations where the 50 percent of net income provision is not the 
limiting factor. The cost to the Treasury of such an increase would 
be relatively small. 

The coal industry is vitally important to the national welfare, be- 
cause energy consumption in this country is bound to increase rapidly 
in the future. Most people predict that energy consumption will 
double every 20 years. x recent prediction by Mr. Philip Sporn, 
president of American Electric Power Co., indicates that 475 milion 
tons of coal per year will be required for the generation of electric 
power alone by 1975. This is a good deal more than the industry 
is currently producing for all uses. Our proven fossil fuel reserves 
consist 98 percent of coal and only 2 percent of oil and gas. Hopes 
for cheap power from atomic energy are extremely dim. Our re- 
liance on coal makes it necessary to have not only the tremendous 
reserves in the ground which we do have, but also enough net earn- 
ings after taxes to attract sufficient capital, know-how and personnel 
to make the vast expansion of plant capacity which will be required. 

Since 1951, Congress has recognized that coal royalties represent 
payments for assets purchased rather than being rentals paid for the 
mere use of land. For this reason, capital gains treatment was af- 
forded to coal royalty gains, and at the same time Congress provided 
that percentage depletion would not be allowable with respect to 
such income. The enactment of these provisions has encouraged the 
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leasing of coal which might otherwise have been left undeveloped and 
has also made it unnecessary for small, individual holders to sell out 
their coal lands to large corporations in order to realize capital gains. 
These provisions should be retained in the tax structure. 

Congress has recently authorized deductions for exploration and 
development in the mining industry. The development deductions 
sem to be working well in practice. The deductions for exploration 
are severely limited, both to 4 taxable years per taxpayer and to 
$100,000 in any 1 year. These limits should be removed, inasmuch 
as exploration for minerals is just as much an ordinary and necessary 
expense aS making repairs to a building. The tax laws should en- 
courage rather than discourage systematic efforts to locate new mineral 
deposits. 

A definition of “taxable income” should be added to the code, since 
this is an essential element in figuring depletion allowances. At the 
present time, “gross income” is carefully defined in the law, but there 
is no definition whatsoever for “taxable income.” The Treasury De- 
partment and the mining industry are engaged in the expensive and 
lengthy process of obtaining such a definition through court decisions. 
This is a gap which should be filled by Congress. I have attached to 
my paper a definition which I recommend for adoption. 

The “cutoff point” or, as it is sometimes known, “ordinary treatment 
process” controversy between the Treasury and some mineral pro- 
ducers so far has not touched the coal industry, and we hope that there 
will be no change in existing provisions applicable to us. The con- 
troversy over the term “property” was resolved by a provision in the 
Technical Amendments Act of 1958. Since regulations under the new 


law have not yet been published, even in proposed form, it is too 
early to offer any informed criticism thereof. 

The Cuatrrman. Thank you, Mr. Campbell. 

Our next panelist this morning is Professor Sneed. 

Professor Sneed, we are pleased to have you with the committee 
today, and you are recognized. 


STATEMENT OF JOSEPH T. SNEED, PROFESSOR OF LAW, CORNELL 
UNIVERSITY 


Mr. Sneep. Thank you, Mr. Chairman. 

At the time of my earlier appearances before this committee on 
November 16, 1959, I pointed out that in my opinion the existence 
of meaningful liberty requires a society in which the allocation of 
material and human resources is accomplished predominantly by a free 
market. It was acknowledged at that time that a progressive income 
tax, even when constructed along the lines of which I approve, alters 
the allocation which the market would otherwise dictate. 

Nonetheless, it was suggested that such a tax be made as compatible 
with the market as possible and that its scope be kept within reason- 
able limits. Two of the specific changes in our income tax mentioned 
at that time which would tend to increase its conformity with this 
prescription were: (1) that rate progression should be made con- 
siderably less steep than at present and (2) that each dollar of income 
to a taxpayer should be treated the same as any other dollar and fully 
included in the tax base, irrespective of its source. 

Such changes would have great significance to the oil and gas in- 
dustry. The allowance for percentage depletion and the deductibility 
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of intangible drilling and development costs available to that industry 
have attracted many unfavorable comments from students of taxation 
and the public. Nonetheless, there are points of agreement between 
such critics and the defenders of these features which have appeared 
this morning and which, perhaps, should be stated. 

Both appear to agree that under the present provisions, which have 
long existed, the oil and gas industry has maintained an adequate 
supply of proven reserves. There i to be no onenonane disa- 
greement with the proposition that the Western World will require 
large reserves of fossil fuel for a considerable period of time in the 
future. Atomic energy’s promise for the immediate future is not 
sufliciently bright to destroy this unanimity. 

There is agreement that at the present there is a surplus productive 
capacity in the oil industry but that the market for gas is expanding. 
No one quarrels with the assertion that the costs of obtaining addi- 
tional domestic proven reserves are steadily increasing due to the in- 
creasing frequency of dry holes and costs of drilling. 

Most important of all, there seems to exist agreement that the exist- 
ing tax structure has attracted capital to the industry; that a larger 
portion of the Nation’s resources has been devoted to oil and gas pro- 
duction than otherwise would have been the case; and that probably 
the apparent price of oil and gas is less than it otherwise would have 
been. Put another way, there is broad agreement that the allocation 
of resources to the oil and gas industry has not been controlled ex- 
clusively by the operation of a free market. 

It appears, then, that the points of disagreement between the pro- 
ponents and opponents of the percentage depletion allowance and the 
deduction for intangible drilling and development costs are few in 
number. Nonetheless, these differences are fundamental in nature. 
They are, first, whether Government should interfere with the 
operation of a free market; and second, if such interference is some- 
times defensible, whether Government should aid the oil and gas in- 
dustry—and, of course, in the light of the panel’s discussion this 
morning, the other mining industries as well; and third, if aid in some 
form is desirable, whether the existing tax relief is the proper form of 
aid. 

It is quite proper to oppose the existing tax provisions on any one of 
the three grounds suggested by these differences ; however, the demands 
of candor and rationality require a statement of the grounds chosen 
and the reasons therefor. Those opponents who favor the operation 
of the free market, for example, should explicitly state this as the basis 
for their opposition and demonstrate as best they can the superiority 
of this means of allocating resources. ' 

Those opponents who acknowledge that Government has a substan- 
tial and permanent responsibility in the process of allocating resources 
must offer proof that too great a share of the available wealth is chan- 
neled into the oil and gas industry. Such proof requires more than 
the pointing of an accusing finger at some currently newsworthy oil 
tycoon. Something of the opponents’ system of priorities must be re- 
vealed to enable intelligent comparison. Put differently, such op- 
ponents should show where the money now being invested in the oil and 
gas industry should be placed. Finally, the opponents who favor a 
different form of aid, such as a direct cash subsidy, should enumerate 
the ways in which this would be superior to the existing forms. 
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There is little need, in view of what I have previously stated, to 
thoroughly explore the various arguments which the opponents of 
percentage depletion and the deduction for intangible drilling and de- 
velopment costs employ who take their position on the second and third 
grounds. It should be apparent that to me the existing tax law is in- 
consistent with what I regard as the proper way in which resources 
should be allocated. It is true, as I have acknowledged, that it is un- 
wise for a society to permit the market to control entirely the allocation 
of resources. Government must participate in this process to allevi- 
ate certain well-known defects of the market. My difficulty—and this 
difficulty remains with me even at the end of this panel discussion—is 
that I am not persuaded that the discovery, production, and market- 
ing of oil and gas constitutes an activity which is deserving of govern- 
mental aid. 

The defenders of the present tax provisions insist that it is; but their 
arguments, in the main, are not convincing to me. However, it should 
be remembered that these views are presented with sincerity and 
honest conviction and are not, as one might believe after reading 
sme of the more extreme attacks upon them, the obscurant rhetoric 
of plunderers of the public domain. 

To me the only possibly tenable defense is that our military security 
requires a greater allocation of resources to the oil and gas industry 
than would probably exist under a market economy. Quite frankly, 
I do not know whether this defense is valid or not, nor do I possess 
any special competence in this area. This is a decision, as all of these 
are, Which only Congress can make. I would hope that our security 
does not require the creation and maintenance of large standby ca- 
pacity in the oil and gas industry. It may be, however, that this hope 
is fatuous—a word even stronger than the word “superficial,” which 
Mr. Gonzalez used a moment ago. 

Having taken my position, in a somewhat qualified fashion, it is true, 
alongside the opponents of the present structure, two points more or 
less in behalf of the oil and gas industry should be made. The first 
is that the existing tax benefits have become incorporated in the price 
structure of the oil and gas industry, as well as in that of the areas 
and businesses directly affected by the oil and gas industry. All tax 
benefits become capitalized in areas directly affected thereby, and this 
demonstrates the undesirability of expanding such benefits and the 
difficulty of withdrawing those previously granted. Any diminu- 
tion of substantial tax benefits should be, of course, accomplished 
gradually. 

The second is that Congress should not single out the oil and gas 
industry as its particular whipping boy in this study of tax reform. 
The preferential rate for capital gains is a much more complicating 
factor in the tax law than are the two benefits to the oil and gas 
industry here discussed. Furthermore, it is probable that its total 
economic effect is greater. In any event, the income tax should be 
broadly revised as previously indicated and not merely altered to 
the prejudice of a single or small group of industries. A policy 
of divide and conquer may have the appeal of expediency, but it lacks 
that of justice. And despite the ery of the cynics, our purpose on 
this earth is not to promote injustice. 
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The Cuarrman. Professor Sneed, we thank you, sir, for your state- 
ment. 

Let me, at this time, again thank each member of the panel this 
morning for a very enlightening statement, all of which we appreciate 
your making. 

The Chair will recognize Mr. Ikard first this morning. 

Mr. Ixarp. Mr. Chairman, Mr. Boggs says he has to leave. I would 
like to yield to him, if I may, for a question or two. 

Mr. Bocas. Thank you, Mr. Ikard. 

Mr. Cuarrman. I would first like to make the observation that my 
recollection is that the last time we looked at the question of per- 
centage depletion thoroughly was in 1951, and if I recall what hap- 
pened, the net result was that we added a great many minerals and 
other items that had not previously been included in percentage 
depletion. 

would like to ask the panel one legal question. This has nothing 
to do with the rate or whether or not there is economic justification 
for percentage depletion in any of these mining operations. 

The question involves whether or not, under the 16th amendment, 
which gives Congress the power to tax income, the abolition of the 
concept of percentage depletion, which is the concept of granting 
the credit on a wasting resource, would constitute a tax on capital 
rather than a tax on income. 

_I wonder if someone would take that legal proposition for discus- 
sion. 

Mr. Gonzalez, are you a lawyer? 

Mr. GonzAuez. I am not a lawyer, sir. 

Mr. Boces. Is anybody a lawyer? 

The Cuarrman. Mr. Galvin is a lawyer, Mr. Campbell is a lawyer, 
and Professor Sneed is a lawyer. Mr. Lambert is a lawyer, too. 

Mr. Jackson. I can say this, that the whole concept of depletion 
is that the mineral in the ground is the capital of the owner and pro- 
ducer. Therefore, without answering .the question legally, if you 
take that and do not allow a deduction for that capital, then you have 
made a capital levy. 

Mr. Bocas. Does anybody else on the panel care to comment on 
that? 

Mr. Sneep. Mr. Boggs? 

Mr. Boaes. Mr. Sneed ? 

Mr. Sneep. As a matter of constitutional law, I would see no ob 
stacle in eliminating the percentage depletion allowance. 

A tax on capital, as I understand it, from the standpoint of con- 
stitutional law, exists when you do not permit a recovery of your 
costs. I think that no one would advocate abolition of the recovery 
of actual costs incurred in the mining or extractive industries. 

Mr. Gonzauez. Mr. Boggs, I would like to add this thought to the 
discussion in answer to your question. 

The discoverer of a mineral deposit has brought into existence and 
created capital that was previously not economically significant and 
that was of no value to society. 

That capital is then Suntan by production. Production repre- 
sents a depletion or impairment of that capital. 
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If we choose to tax that capital as ordinary income, then, of course, 
itis very difficult for society to maintain the amount of mineral capi- 
tal that it needs for economic progress. 

Mr. Garvin. Mr. Boggs, I would like to speak to that, too. 

I agree with Professor Sneed. I see no objection, constitutionally. 
Traditional tax accounting rules requires that the investment be re- 
sored to the taxpayer and, once that cost or initial investment is 
restored, it seems to me that the balance is income within our tradi- 
tional rules. 

Whether something more than that ought to be deducted by way 
of the cost of replacement or by way of restoring the value that has 
been created, I think, perhaps, is a problem that has faced you gen- 
tlemen not only in the depletion area but, as I listened to the discus- 
sion here yesterday, in the depreciation area as well. } 

But at least up until now, I see no constitutional objection for 
depreciation, amortization, or depletion purposes in restoring cost 
and nothing more. 

Mr. Boees. You would, though, would you not, make a distinc- 
tion between a natural resource which is a wasted asset and some- 
thing else, like a piece of machinery, for instance ? 

Mr. Garvin. There is a distinction, certainly, Mr. Boggs in the 
economics of it. But in terms of computation of income for income 
tax purposes, once the cost is recovered, it seems to me that the bal- 
ance, as we have worked out the legal definitions of it, would be in- 
come in the constitutional sense—income that you gentlemen could 
tax if you chose to do so. 


Mr. Boaes. But you would make a distinction ? 

Mr. Gavin. Economically. The economics of it certainly are 
different questions. 

Mr. Boees. Getting into the economics for just a moment, Mr. 
Lambert made reference to the effect of parece depletion in the 


development of offshore oil and gas reserves and 
reserves. 

No one here has taken the converse of that position; namely, the 
countries which have not used private enterprise in the development 
of their mineral resources, whether it be oil, gas, copper, or whatever 
it may be. One of the interesting things from the point of view of 
the United States is that we have a very active and healthy mining 
industry, by and large. 

In many places on earth where you have been confronted with the 
oroblem of nationalism, many of the resources of these countries are 

irected toward Government programs for the recovery of natural 
resources, which have not been too successful. 

Take a country like Brazil, for example, or for that matter, Argen- 
tina, where you have had tremendous political repercussions as a result 
of the type of activity the Government would engage in in attempting 
to locate petroleum resources. 

Whether or not our system has removed these problems from our 
economy is something I would like to see explored. Nobody here has 
discussed that. I would only say this, that the best example I can 
think of at home, and the most recent example, is the development of 
the so-called tidelands in my section of the United States, which has 
been a tremendous investment. 


oreign oil and gas 
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As a matter of fact, I would like to have some figures on that. 
Do any of you have any indication of how much money so far has 
been spent in the development of oil and gas resources in the Gulf 
of Mexico? 

Mr. Lampert. I do not have very complete figures, Mr. Boggs, but 
my company is the largest producer i in the offshore area, and we have 
spent upward of $100 “million in that development. I am sure the 
aggregate expenditure by all the companies is in the hundreds of 
millions. 

A very large part of it is of the sheerest gambling sort. A com- 
pany will pay $5 million or $6 million just to get an option to explore 
an area 60 to 100 feet underwater. They have some faint concept of 
the structures that may lie underneath that water, because of their 
geological and geophysical tests, but they do not know until they have 
actually sunk a well, with an expensive steel platform floating on the 
water, whether there is any oil. 

In my own case, I know, we are sorry to find that a very large area 
that we paid a very large bonus for was absolutely wor thless. 

I am sure the experience of other companies, as well, has been that 
the offshore tidelands operation is the most expensive type of opera- 
tion and drilling in the whole United States. 

Mr. Boees. The returns from that production go directly either to 


the Federal Government or to the State governments involved, do they 
not? 


Mr. Lampert. Yes. 

There is a matter of dispute, as you know, as to whether the Fed- 
eral Government or the State of Louisiana is entitled to a certain area. 

Mr. Bocas. Yes, but the dispute is over what constitutes historic 
boundaries. 

Mr. Lameerr. That is right. 

Mr. Boces. But most of the royalties and other revenues go either 
to the State or the Federal Government, depending on whether the 
ownership is ultimately determined. 

Mr. Lampert. Yes, sir. 

Mr. Bocas. As a matter of fact, there is only a small area in con- 
flict, as far as the whole is concerned. 

Mr. Lampert. Yes. When you think about it, I cannot imagine 
anything that has produced more riches and good to this country than 
for these pioneers to go out into the Gulf of Mexico, unlock nature’s 
resources, and bring this wealth to this country for its security and 
prosperity. 

Mr. Boces. Do you think it is possible to have carried on these 
operations without some concept similar to percentage depletion ? 

Mr. Lampert. I do not think for a moment it would have been pos- 
sible without the benefit of this tax allowance. 

Mr. Bocas. I wonder if anybody else on the panel would like to 
comment on that. I know Mr. Lambert might be a little prejudiced. 

Mr. Sweep. Mr. Boggs, if you are lacking for foils, I will step 
forward. 

I think you have to face up to the fact that obviously percentage 
depletion has stimulated discov ery, exploration, not only in the con- 
tinental United States, but also in foreign countries and on the Conti- 
nental Shelf. The issue, however, is w vhether we want to encour age 
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that kind of development ur whether we should permit a market to 
determine where our resources should be put. Demonstrating that it 
has had the desired effect does not answer that fundamental question. 

Mr. Boeas. Would you advocate a system comparable to the one in 
Brazil or in ae 

Mr. Sneep. I do not understand what their systems are, so I can- 
not really answer. 

Mr. Boces. It is a Government operation. The Government goes 
out and explores for oil and gas. 

Mr. Sneep. No, sir; I would not. 

Mr. Boces. You feel that in all types of mining, whether it be for 
uranium or some of these other priceless metals that are needed now 
in our space and defense programs, there is no public policy involved, 
and this should be entirely a matter of the free operation of the eco- 
nomic laws of supply and demand, and so forth ? 

Mr. Sneep. The mining industry should be governed primarily by 
the latter. Obviously there are exceptions, but I would take those on 
a case-by-case basis rather than an overall approach such as we have 
embodied in the present tax structure. 

Mr. Boaes. Have you, in your consideration of this subject, looked 
at other tax jurisdictions aside from the Federal jurisdiction ? 

For instance, again referring to my own State, we have a very high 
severence tax, we have a high gathering tax on natural gas, and a host 
of others down to the consumer level at the retail outlets for gasoline, 
and so forth. As a matter of fact, it would be quite impossible at 
this time for the economy of my State to function at all without the 
revenues derived from the the oil and gas industry. 

I think that this might be demonstrated in connection with other 
mining operations of many other jurisdictions in our country. I am 
wondering what the effect might be if, by congressional action, we 
should suddenly reverse the procedure and direct these activities to 
other fields of economic activity, the effect of which would be to 
greatly paralyze my State—if I may say so, sir. 

Mr. Snrep. Mr. Boggs, I spent 36 of my 39 years in the State of 
Texas, I am a native Texan, and I know exactly of what you speak in 
connection with the finances of the State and with the economy of 
those regions in particular. 

Obv iously, any sudden alteration would have the consequences you 
describe. ‘To me the only sensible approach to the problem is a grad- 
ual abandoning of what I regard as an improper structure. I cer- 
tainly would not advocate suddenly throwing the baby out of the 
bath, which would be the equivalent of total abolition of the depletion 
allowance at this particular time. 

Mr. Boees. I do not want to monopolize the time, when Mr. Ikard 
has been good enough to yield to me. 

I would like to make one further observation only, and then I will 
conclude. 

Do any of you attribute any significance to the fact that each time 
Congress has studied this problem, we have reaffirmed the necessity 
for this concept of the law, and have actually extended it? Would 
this not indicate that despite the heat with which it has been attacked 
from all sorts of sources, there must be a tremendous amount of merit 
to this concept of the law ? 

48820-6034 
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Would anybody be willing to comment on that ? 

_ Mr. Jackson. I can tell you this—and I am not speaking for the oil 
industry; I am speaking for the iron ore industry. In answer to 
your previous question, “Has depletion contributed to the discovery of 
minerals”: You were thinking mainly of oil—I can tell you that 
as far as the iron ore industry is concerned, with the very fast ex- 
hausting of the reserves in this country, if we had not had the deple- 
tion deduction, I think we would not have had the replacement re- 
serves for iron ore on this continent which I can tell you we now do 
have. 

I would say very directly that the depletion deduction certainly has 
contributed tremendously to furnishing the capital to go in and ex- 
plore these properties. 

To answer your second question; that is, do we rely, do we put any 
confidence, do we feel that we are safe on account of the fact that 
Congress, after examining and reexamining the concept of depletion, 
has ever since 1932, in the case of metals, continued the deduction. I 
will say we do and we are relying on it, and we will continue to rely 
on it. 

I don’t know whether that answers your question, but that is cer- 
tainly our feeling. 

Mr. Lampert. Mr. Boggs, may I take a moment to allude to a point 
you were getting at a few minutes ago, the difference between our sys- 
tem in the United States and the system we find in other countries. 

I think an intersting parallel is presented by the country Mexico. 
Thirty years ago, Mexico was a very large producer of petroleum in 
relation to the rest of the world. I don’t have the exact percentages, 
but they were very high in relation to the rest. Then, some years 
afterward, the Government of Mexico confiscated the oil reserves of 
the foreign companies and took it over, and it became a Government 
project. 

Since then, Mexico has dwindled as a petroleum source compared 
to the rest of the world, very significantly. In fact, it is way down 
toward the bottom. This country sorely needs the low-cost energy 
found in petroleum. We know the vast difference between our stand- 
ard of living and that just below the border, and I think in large part 
this has been due to their failure to develop their petroleum resources 
adequately. 

You mentioned Brazil. I think oil people in general recognize the 
existence of very large deposits of petroleum in Brazil and Argentina, 
but they are not being developed because of the Government policies. 
Contrast that with what is happening in the United States and other 
enlightened areas. 

Mr. Gonzates. Mr. Boggs, may I add a word to the previous answer 
to your question ? 

I think whenever this subject is studied objectively by Congress or 
by other agencies, such as the President’s Materials Policy Commis- 
sion that was appointed a number of years ago, the conclusion is 
always reached that minerals and energy are extremely important to 
the progress and welfare of this country, and, therefore, that Govern- 
ment action to encourage investment in the mineral industries is in 
the public interest. 

The United States is by no means more richly endowed with re- 
sources than other areas of the world. On the contrary, we know 
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that many other areas of the world are more richly endowed than 
we are. Yet the United States has become the leader in industrial 
and world affairs, because it has been a leader in the development of 
the resources. It has been a leader in the development of resources 
because we have had a system of private enterprise and a system of 
taxation that does permit and encourage the investment of funds in 
the search for new resources. 

Mr. Gray. Mr. Chairman, may I respond to Mr. Boggs’ question ? 

The Cuarman. Yes, Mr. Gray. 

Mr. Gray. I have been watching this for many ae, Mr. Boggs, 
and it seems to me that this process of granting preferential tax treat- 
ment is not attributable to any social wisdom on the part of Congress 
over the years so much as it is due to the pressure coming upon Con- 
gress from all sorts of private groups who, in the first place, desired to 
reduce their taxes and, in the second place, have come up with a mar- 
velously ingenious set of rationalizations as to why this ought to be 
done. 

Then, having granted such concessions to group A, it becomes 
extraordinarily difficult for Congress to deny similar concessions to 
group B, group C, and so on, and thus it goes. 

In my paper I pointed out the consequences of this long process of 
what we now call erosion of the tax base, which is due largely, I think, 
to pressures from private interest groups. 

Mr. Boaes. Of course, you are really not directing yourself to this 
particular thing, but the whole tax structure, are you not? You are 
talking about the fact that we give a person 65 years of age an addi- 
tional exemption, that a married man has preferential treatment, and 
so on, all through the tax structure. 

Mr. Gray. I am talking about all of them. 

It seems to me that one of our problems is that when Congress is 
confronted with these particular matters, it has no readily available 
alternative, so it becomes an easy thing to say a tax concession will 
do the trick, solve this particular problem. Then comes another group 
and they have a different problem, so you try to solve that by a tax 
concession, and so it goes. 

This is the thing I am most concerned about: the steady process 
of granting tax concessions in an effort to solve a lot of practical prob- 
lems rather than trying to solve those practical problems on some 
other basis. 

Mr. Boees. Thank you, Mr. Ikard, for yielding. 

The Cuatrman. Let me yield first to Mr. Mason, and then I will 
recognize Mr. Ikard. 

Mr. Mason. All I want to contribute is that the problem before 
this committee, in essence, is the costs of depletion versus the bene- 
fits of depletion. Listening to the panel discussions, I would say 
that the great majority of the panelists seem to feel that the bene- 
fits much more outweigh the costs, and I agree. 

That is all, Mr. Chairman. 

The Cuamman. Mr. Ikard. 

Mr. Ixarp. Mr. Chairman, if I might direct the attention of the 
panel back to the first question that Mr. Boggs asked, to which Mr. 
Galvin and Mr. Sneed and, I think, Mr. Lambert gave an answer— 
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that is, that actually we tax only income; but sometimes we have 
to get particular devices to determine what that is. 

But I would. assume from the comments that were made in reply 
to Mr. Bogg’s question that we could agree here in the beginning, 
for the purpose of this discussion, that under no circumstances would 
anybody recommend an approach to this area of taxation that would 
not allow the recovery of at least cost. 

Am I correct in that assumption ? 

Mr. Garvin. That is right, Mr. Ikard. 

Mr. Lxarp. Then the next step would seem to be to determine what 
actually is cost. I would like to have the comment of the panelists on 
this. 

How can we avoid coming back to discovery value, when we talk 
about cost, if we are to have anything that approaches an equitable 
formula ? 

Mr. Garvin. Well, Mr. Ikard, I think we are getting into a dis- 
tinction between the technical rules of calculation of income and the 
question of policy which affords a benefit to a particular group 
here for the public welfare. 

As far as calculation of cost is concerned, I think we have had a 
fairly well elaborated set of rules—that cost is the investment of the 
taxpayer in the property. It is not a replacement value or a dis- 
covery value or an economic value; it is what he has got in it; and 
when he gets that back out, whether out of first money or whether 
he gets it back out of some kind of a spreading device through 
amortization or depreciation, once he has gotten back his investment, 
then the balance is income. 

At least this has been the traditional tax accounting view of calcula- 
tion of income up to this point. 

Mr. Lampert. Professor Galvin, I think that is what is wrong with 
that approac h—that it is simply a tax accounting viewpoint. We 
have become accustomed to regarding from tax accounting stand- 
point simply the taxpayer’s cost in a particular facility or asset. But 
Congress has recognized a different sort of capital for purposes of 
depletion, and this started in 1918 under discovery depletion. 

Congress concluded that the taxpayer who discovered a mineral 
deposit had a different type of capital value for recovery purposes. 
This is the thing that was carried on through percentage depletion 
allowance, and this is the thing that to me is sound. 

How can one determine what the cost is of the ninth well that dis- 
covers a deposit? Has it been all of the wells previously drilled that 
were necessary in arriving at the one discovery ? 

Mr. Mence. I would like to add that this is not a problem peculiar 
to the extractive industry. There are many industries in which there 
are discovered new processes or products that have a value much in 
excess of the assets of the corporation that produces them. 

This type of problem and the fact that the actual cost does not 
reflect the replacement value of the asset is not a problem confined to 
the extractive industry. 

Mr. Gonzatrz. While this problem is not unique to the extractive 
industry, the nature of the investment process makes it of particular 


importance, because this is an industry characterized by increasing 
costs and diminishing returns. 
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This is an industry where there is an unusual amount of uncertainty 
as to what the results of the investment process may be. Therefore, 
the difference in degree may be so substantial as to constitute an 
appropriate basis for differential treatment. 

Mr. Gatvtn. Yes; that is true. There is an appropriate basis for 
differential treatment, based on the arguments of the proponents here, 
Mr. Gonzalez. But in response to Mr. Ikard’s question, cost has tra- 
ditionally been the investment in the property, if you come down to 
the technical rules of calculation. Whether it should be something 
else for this industry, I think is the policy question in income 
determnation. 

Mr. Ixarp. If I may interrupt, unfortunately we on this committee 
are sometimes concerned, unhappily, with both the policy and the 
technical side of these questions. I was trying to elicit from the 
panel their opinion as to what tests they would apply—whether you 
would take the classic one which you referred to, which is simply 
cost—and I would assume from what you have said that you would 
confine that to the particular dollars that went into a particular mine, 
whether it be an oil well or iron ore or coal, or whatever it is. 

But again, from the very practical side, I cannot escape from the 
idea that developed under the old discovery value theory that col- 
lapsed simply because it could not be administered, and even though 
you would follow the theory that you suggest, it would seem to me 
you would get at a practical matter again of all sorts of impositions, 
where you would see adjoining properties treated entirely differently 
and all kinds of inequities that would be just built in. 

That is the thing on which, even though it is to some degree a tech- 
nical question and to some degree a policy question, I would like to 
have the comments of the panel. 

Mr. Ranpatu. Mr. Congressman, I would certainly agree that if 
you were going to go out of business upon the extraction of your 
present. ore bodies, your costs are properly limited to the costs of 
present ore bodies. However, if you are going to stay in business, you 
will incur costs in the search for new mineral deposits which will be 
much greater obviously than the costs previously incurred in search- 
ing for the present deposits discovered many years ago, and prior to 
the date it became so expensive to find new ore bodies. 

_ Mr. Gonzatez. I would like to add to that the thought that “costs” 
in economics is a much more complex and difficult term than in ac- 
counting. 

In your sessions yesterday, devoted to depreciation, you had pointed 
out to you the distinction between allowing a man to recover a dollar 
in 1959 as equivalent to his cost investment of a dollar 25 years ago, 
when the value of a dollar was entirely different. 

Further more, in the mineral business, we have a long timelag be- 
tween the initial outlay of funds and exploration and the final result- 
ant flow of income from production. 

While that money is tied up, the investor necessarily would expect 
a return on that capital. Yet his accountant does not reflect any of 
that cost on his accounts. 

Therefore, for this industry, accounting is not a good measure of 
the capital values that should be taken into account. 
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Mr. Srerner. It seems to me there are two highly separable ques- 
tions there. One is the difficult problem of the appropriate definition 
of costs. That was mentioned, but this is not a problem that is par- 
ticularly peculiar to the extractive industries. 

The second problem—and this is the problem that Mr. Sneed posed 
so well: are there any special circumstances surrounding this industry, 
such that it is proper policy to allow a deduction in excess of cost in 
order to induce investment in that industry ? 

This is, of course, a question of what are the public benefits, as Mr, 
Mason suggested. Are there overriding public benefits in havin 
more oil, and more investment in oil than the market would produce! 
If there are, then it is a question of measuring benefits and cost. If 
there are not, then it is not. 

But this is quite different from the difficulties of measuring costs, 
due to (say) inflation, which are present in every industry. 

Mr. Jackson. Mr. Congressman, there is one factor which Mr. Ran- 
dall touched on, and which I would like to emphasize, and which I 
believe goes somewhat to answer your question, and that is that there 
is a very vital difference between the nonmining industries and the 
mining industry in that we have large necessary expenditures for un- 
productive explorations. 

We have all the other types of expenditures that the nonmining in- 
dustries have—that is, research and everything else—and we also 
have this expenditure where we get nothing out of it. All you get, 
if you are lucky, is a tax deduction. 

For instance, if we spend $1,000 for unproductive exploration, we 
get $500 less tax. On the other hand, the nonmining industries, the 
manufacturing industries, if they go out and put up $1,000 for their 
raw materials—and that is all we were looking for when we ex- 
plored—they get $1,000 back if they merely sell these for cost. All 
they have to do is sell these for cost, and they get their $1,000 back. 

We have nothing to sell, and we can spend $1,000 and get $500 back. 

If the nonmining industries spend $1,000 and get their costs back 
out of the sale of those products and also make a profit of $1,000, then 
they get. another $500 back after tax. 

I think that is a very vital difference, and it should be borne in mind 
that all we get when we are looking for iron ore or other minerals, 
whether we have unproductive exploration or not—and this amounts 
to tremendous amounts of money, I can tell you that—all we get is 
the tax percentage of that cost. 

Mr. Mence. Mr. Chairman, I would like to add that the oil indus- 
try or the extractive industries are not the only ones which spend 
large sums that are not immediately realized. The automobile indus- 
which simply do not have a market, and that there is not this basic 
research and development, much of which may result in products of 
no marketable value whatsoever. 

In fact, we know that much money has been spent for products 
which simply do not have a market, and that there is not this basic 
dichotomy between the extractive industry and the other, ordinary 
manufacturing industries. 

Again, it is a question of degree, and I am not so sure in my own 
mind that the degree of difference in this respect is as great as has 
been suggested. 
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Mr. Jackson. I can answer that with this: 

As I said, we have the same type of research expenditure as the 
chemical industry does. We are researching all the time for improved 
beneficiating processes. My own firm has spent several million dol- 
lars in researching for the type of beneficiation which will yield an 
economic method to produce an acceptable iron ore product which we 
could sell to the steel companies. 

So I say we have that same type of research, but we also have, in 
addition—and no industry except the mining or extractive industry 
has it—the expenditures for exploration, of looking for our raw mate- 
rials, which we do not get, and that is quite different from the non- 
mining industries. 

Mr. Ixarp. Then, I come back to my original question. I would 
assume from the comments that have been made that there would be 
a division of opinion among those on the panel, some being of the 
idea that in arriving at this figure of cost, you would just use the 
dollars, as I said, that were put into the venture, nothing more and 


nothing less, and others possibly would suggest that we use the—for 
lack of a better term—discovery value. 


Am I correct in that assumption ? 


Mr. Gatvin. Mr. Ikard, I think the question started out about 
the constitutionality. 


Mr. Ixarp. I think we had resolved that. 
Mr. Garvin. Well, that was the point on which I think we were in 
agreement. 


As to whether some other cost figure should be used, then, that is 
the policy question that is our difficulty. 


Mr. Ixarp. But as I said, on that point there is a disagreement on 
the panel ; is that right ? 

Mr. Gavin. There would be some disagreement. 

Mr. Ranpautt. Mr. Congressman, I would like to ask a specific 
question. 


In our company, for the past 15 years we have been a for 
ill 


an ore body. We have not found one, but we have spent $4 million 
9 


searching. 

Let us suppose that next year we find a profitable ore body at a 
at a cost of $500,000. Isn’t the cost of that new deposit when it is 
found, $414 million, or is it only $500,000? I am sure it is $414 million. 
Mr. Ixarp. Would anybody else on the panel like to comment on 
that ? 

Mr. Sneep. From the standpoint of tax law, presumably the costs 
that have been previously incurred have been charged off in one 
fashion or another. To that extent that cost has already been re- 
covered. So I would say from the standpoint of orthodox tax ac- 
counting, the cost is the smaller figure. 

Mr. Ranvauty. I would very much agree with you. Asa matter of 
fact, I am a certified public accountant, and practiced as such for a 
number of years. But unless there is some provision for a deduction 
other than just the right to expense the cost of searching for ore, 
we would go out of business. There wouldn’t be enough profit left 
to enable us to continue the search for new ore deposits. 

I agree, from the specifically accounting angle that your cost is a 
half million dollars; but you will not stay in business if that is the 
only deduction you are going to have. 





510 INCOME TAX REVISION 


Mr. Ixarp. What we are looking for is the measure or yardstick 
by which to measure capital consumption. That is basically what we 
seek in this area. As I understand the law. 

To get to another matter, I was impressed by a statement in one 
of the papers that were filed—I have forgotten which one it was—that 
it must continue to be more profitable to operate properties than to sell 
them, under the capital gains provisions. 

I wonder if there could be a litle more comment on that? I think 
maybe, Dr. Gonzalez, that was a point that you made? 

Mr. Gonzatez. At the present time, and for some years, we have had 
in our tax laws a differential form of treatment of capital gains. 
Once a person discovers a new mineral deposit that has a value differ- 
ent from what he has actually put into that particular deposit, he has 
& property on which he can realize a profit, by means of an outright 
sale of the reserves in the ground. If he makes such a sale, the differ- 
ence between his selling price and his costs on his books is treated as 
a capital gain, subject to a different rate of taxation than ordinary 
income. 

Unless it is as advantageous for him to produce that reserve 
through operation by some tax differential such as percentage deple- 

tion, he will simply sell his property to somebody else, and that buyer 
will then have a cost depletion which may be in excess of what is now 
allowed to the producer as percentage depletion. 

Mr. Ixarp. Would anyone else like to comment on this ? 

Mr. Srerner. I would say that is quite true, and indeed, there are 
other tax laws covering incentives. From the point of view of the 
public benefit that arises from a supply of oil, the oil is there no mat- 
ter who produces it. It is a job for you gentlemen to determine the 
public benefits in the terms of the quantity of oil and the costs, It is 
a perfectly proper thing to ask which form of taxation is the appro- 
priate way todo it. If, , for example, there were no taxation of capital 
gains and were only cost depletion, you would expect this to occur. 
In fact, people would develop properties and sell them to one another 
so as to capitalize the costs. This is an available alternative for the 
taxpayer. 

Mr. Snrep. It seems to me that your question really puts the point 
of inquiry on preferential rates for capital gains rather than deple- 
tion. Of course, as long as that particular situation exists, the prac- 
tice which you describe i in your question to Mr. Gonzalez, which he 
confirms, would certainly take place. 

Mr. Gonzatez. I would like to add in that connection what I stated 
in my summary, that it is the creation of capital and discovery and 
development of new mineral resources that makes possible economic 
progress. If we do not encourage those two key factors, we cannot 
continue to have economic progress. 

Now the very imposition of income taxes is an interference with 
the free market. If you really want a free market, let the market take 
care of education, and let it take care of highways and let is take care 
of all public activities. That would be truly a free market. But as 
soon as Congress steps in with the idea that certain activities must 
be financed by taxation, it is interfering with the free market. When 
it does so, it must be technically conscious that the taxes it levies have 
as little depressing effect on industrial progress and standard of liv- 
ing as possible. 
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Mr. Mence. I will admit that whenever the Government steps in, 
it does interfere with the free operation of the price system. I be- 
lieve, therefore, that it is incumbent upon those who are urging that 
there be some interference with the price system that they prove that 
this interference is to the benefit of society as a whole. The problem 
then becomes one of public policy. The question is, Does an inter- 
ference with the price system in the form of a depletion allowance 
contribute to some overriding social goal? We have to ask ourselves 
the further question, What is that social goal? It has been contended 
that because of the high risk in the extractive industries, the price 
system will not provide the necessary reserves. Necessary for what? 
If the free market economy does not dictate that as much should be 
forthcoming in the form of reserves as the industry wishes, this does 
not mean that the price system does not work. But the question of 
national defense, or national security, if you will, is another point. 

This problem is one which has to be associated with some form of 
subsidy if we believe that national defense is desirable and, of course, 
we all do. I believe that here the question is, Is the depletion allow- 
ance the best way to develop reserves for national defense and na- 
tional security? Remember, that the depletion allowance is not con- 
fined to only the riskier forms of activity. It is an all drilling and 
it includes drilling which depletes our reserves and not just those 
that discover reserves. 

Mr. Ixarp. Are there any other comments? It has also been sug- 
gested that percentage depletion results in a misallocation of resources 
generally. I would like to have you gentlemen comment on that. 

Mr. Gonzatrz. Perhaps I can start the discussion by pointing out 
that. as several of the panelists have stated in their presentations, 
there is a common economic belief that differential tax treatment 
leads to the investment of more resources in one type of activity and 
less in another, and therefore that this is a misallocation of resources. 
As I have pointed out in my paper, however, we have to recognize 
that in economic theory, rates of return have to be commensurate 
with risks. This must be taken into account when income taxes are 
levied, because if it is not taken into account, we may cause a mis- 
allocation of resources by the very imposition of uniform income 
taxes. 

Mr. Mener. Could I make a comment that this problem is not a 
question of whether the depletion allowance itself is the appropriate 
method of taxation? Here we are asked to consider the fact. that 
taxation in general affects the return to different types of risks. 
What Dr. Gonzalez appears to be arguing for is some general re- 
evaluation of the tax structure and not just the imposition or the con- 
tinuing imposition of some form of relief in the form of depletion 
allowance. 

Mr. Gatvry. Mr. Chairman, in response to Mr. Ikard’s point about 
the misallocation, I would a to use the word “reallocation,” 


although that is not material. Even before we had an income tax, 


of course it has been the history of our country as a part of our na- 
tional minerals program, that we have used Government action to 
encourage the development of natural resources. We have had land 
grants for railroads, and homesteading provisions and so forth to 
encourage people to go out and cultivate and till new soil and develop 
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new areas. These actions resulted in a reallocation of resources 
through affirmative Government action. 

Now, it seems to me, and the thesis of my paper was what is the 
cost of this reallocation and are the benefits exceeding the cost? | 
don’t know that we have the data to know really sufficiently to answer 
that question, and I take it that that is the reason the problem keeps 
coming up before the committee. 

Mr. Boggs mentioned the fact that you keep exploring it and it 
keeps coming back up before you. 

I suppose the people who are the opponents are not satisfied with 
the answers, and therefore it is my thesis that some rather detailed 
objective study must be made of economic data to show what this 
public benefit is, and to show that benefit in relation to costs so that 
we could know once and for all whether the method that we are using 
here really causes the reallocation that we want to cause. 

Mr. Ixarp. Are there any other comments on that? 

Mr. Sneep. I would make this point in connection with the term 
“misallocation.” Of course, the use of the term involves a value judg- 
ment. For that reason I prefer, as Professor Galvin does, the state- 
ment, “The depletion allowance does allocate resources in a manner 
not consistent with the market.” Thus that rather invidious thought 
involved when the term “misallocation” is used, is eliminated. 

Mr. Srerner. I want to say that my silence should not be construed 
as lack of thought on the subject, but I don’t suppose the committee 
wants me to read my whole paper which addresses itself to that. 

Mr. Harrison. Particularly those calculations which you have 
made. (Laughter.) 

Mr. Lampert. I would agree there has been a reallocation of re- 
sources, but I maintain it has been desirable, and that is what has 
built our country great with the low energy cost. On page 107 of 
the compendium, volume 2, is a chart brought in by Dr. Gonzales, 
and that illustrates very strikingly the ratio of energy consumption 
to income in various countries of the world. Of course, the United 
States is at the highest level, and it is just a pyramid. The countries 
with the lowest energy utilization are the countries with the lowest 
income. 

Our standard of living is directly related to our consumption of 
energy, so that I maintain that this misallocation or reallocation, as 
you will, of resources, has been a great thing for this country and 
we should do all we can to encourage it. 

Mr. Ixarp. To go into another area, then, it has been suggested 
that there should be some sort of a subsidy program for exploration 
and the creation of reserves. In view of our experience with direct 
subsidies in the area of the farm program, and others, I wonder, 
and I would like to have your comments on whether or not there 
might be a possibility that there would be more drilling under sub- 
sidy rather than depletion ? 

Mr. Sneep. While I am still feeling pugnacious, I think it is highly 
possible. 

Mr. Lampert. I would agree it is theoretically possible to ac- 
complish some of these aims through a direct subsidy, but I would also 
submit that it is the wrong method, and a less efficient method. Under 
a subsidy an amount is allowed by the Government for a certain 
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action or course, and it is allowed whether or not the recipient is 
eflicient or inefficient. It is allowed whether the action is productive 
or unproductive. Unlike that, the depletion allowance rewards the 
most efficient, and the most successful in direct proportion to their 
success. The inefficient and the unproductive does not realize the 
benefit of this allowance. It is my estimate, and those of others that 
a subsidy aimed at this end would cost much more than the alleged 
tax cost of this allowance without being as successful. 

Mr. Gonzatez. I would also like to call attention to the conclusion 
of the President’s Materials Policy Commission cited in my paper. 
The Commission stated that no alternative method of taxation has 
come to the Commission’s attention or could be devised by the Com- 
mission which in its judgment promises to achieve the desired results. 

Mr. Ixarp. Are there any other comments on that point? 

Mr. Jackson. I would say the iron ore industry has always been 
against any kind of a subsidy for tariff or quota or anything else. 

We have always been against it. As Mr. Lambert says, in our 
observation subsidies merely breed inefficiency. Certainly we would 
think it would not be the course for the Government to follow. 

Mr. Gatvin. Mr. Ikard, with respect to Mr. Lambert’s point about 
the depletion allowance and rewarding the successful rather than the 
unsuccessful, I wonder if there are not many entrepreneurs who put 
substantial investment in new exploratory drilling, who are contrib- 
uting an economic utility in the sense that they are exploring and 
trying to find deposits who don’t succeed in doing so, and yet per- 
centage depletion does not benefit that group. That is not necessarily 
the inefficient group. It is just the group that didn’t strike. There- 
fore, does the percentage depletion equitably adjust the benefit among 
the various entrepreneurs who are undert aking risk? 

Mr. Lampert. Well, in the sense that the unsuccessful explorer 
loses his capital and has no recovery, I would agree that he 1s not 
taken care of by this allowance, and I don’t know how he should be 
taken care of. But the incentive that this allowance offers him if he 
is successful has in the past been sufficient to keep him exploring, and 
keep him pouring bad dollars after other bad dollars. 

Mr. Sretner. If I can make one remark, I don’t think that the 
question is entirely one of philosophic outlook. I share Mr. Ikard’s 
view that subsidy experience has not been terribly impressive. We 
are asking the same basic question. Supposing it is ‘desirable to induce 
this extra exploration, what is the efficient way to do it: through 
structuring of market incentives, through direct operation, which was 
the point Mr. Boggs made earlier, or through direct subsidy and so on ? 
[ really feel that Mr. Galvin has made the most telling comment of 
the day. What we really need is some specific discussion of the costs 
of alternative means of getting what we want to get. If we can 
specify our objectives, and then attempt to talk about alternative 
proposals, we can perhaps measure these costs. The criticisms I think 
that Mr. Ikard makes against subsidies are that they are inefficient 
and that they are a very expensive way to get what you want. Some 
of the same criticism is made against st ructuring of incentives through 
tax laws. ‘To some extent these incentives operate on the wrong peo- 
ple. The question then is devising a system whose overall efficiency 
is as high as we can make it. 
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Mr. Menez. I agree with Professor Steiner, and I think that this 
discussion has generated quite a bit of heat and perhaps not too much 
light. But in this respect, it is a question of whether or not a subsidy 
would subsidize those risky activities, and whether or not the deple- 
tion allowance does not only subsidize the risky but the relatively 
other types of drilling which tend to deplete our reserves? Again, | 
have no figures on this, and I would be interested in seeing figures, 
and I would be interested in some sort of industry survey such as Pro- 
fessor Galvin has suggested. 

Mr. Lampert. I would welcome such a study as Professor Galvin 
has suggested. I think the results of that study would bear out some 
of the things that we have claimed. 

Mr. Gonzaez. It is particularly important to bear in mind that 
percentage depletion really does reward the developers of new re- 
sources. After all, this is the only measure by which we can tell that 
people are really contributing to the creation of new resources. It 
is true enough as Professor Galvin says, that some persons who drill 
a dry hole may contribute something to knowledge as to how to find 
other reserves without hitting anything himself. Yet what we ba- 
sically want to do is encourage the most successful discovers and devel- 
opers of oil, and we do this precisely through the means of percentage 
depletion much better than we possibly could by any subsidy. 

Mr. Sretner. And we would also reward someone who does not 
make any exploratory efforts at all. There is the person who happens 
to own a farm in Oklahoma, who can get a benefit. It is not a per- 
fectly efficient system, certainly, in the sense that every dollar spent 
is aid to the person who is developing something. 

Mr. Gonzatxz. I don’t see that there are any perfectly efficient sys- 
tems in the world, either fiscally or economically. What we must 
strive for is a practical system that accomplishes what we want to 
accomplish. This system has been in effect for a very long time, and 
it has accomplished what this country appears to want in terms of 
increasing supplies of energy and minerals. Therefore, it must be 
studied with great care before any step is taken to stop it. 

Mr. Sneep. I would like to make one general comment, Mr. Ikard, 
with respect to the policy of employing the tax structure to achieve 
public ends in the nature in which we have been discussing this 
morning. 

When the tax structure is employed to achieve such ends, it can 
only become more complex and more cumbersome and more unwieldy. 
I think recent history has demonstrated that point. It is true that all 
claims for preferential treatment are not equal, but it is also true that 
it is extremely difficult to distinguish between them. 

Mr. Ixarp. I wonder if any of you have any idea of what the effect 
would be pricewise, to the consuming public, of the elimination of per- 
centage depletion with reference, for instance, to gasoline, which I 
think is probably the most commonly used petroleum product. 

Mr. Gonzauez. I think it is very apparent that if percentage deple- 
tion were reduced, there would be less investment in the development 
of new supplies and therefore prices would have to rise. How much 
they would have to rise is difficult to say because we would have to 
make assumptions as to precisely what changes would occur in the 
flow of capital and what happens as a result of a smaller supply ? 
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It is significant to me, however, that the price of gasoline includ- 
ing the heavy excise taxes that are now levied on it, that amount to 
about 10 cents a gallon, including the State and Federal taxes, has 
reached such a level that consumers are now sensitive to it and ap- 
parently are responding in terms of increasing preference for economy 
cars. 

Now, if that preference continues, a change in percentage depletion 
could have a very serious impact on gasoline consumption and on the 
revenue generated by the gasoline taxes for highways, and for non- 
highway purposes, because a good deal of the gasoline taxes are 
diverted to nonhighway purposes. 

Therefore, I think that a cut in percentage depletion could have a 
sufficiently serious impact on gasoline prices to hurt the economy 
substantially. 

Mr. Snzep. I would like to underline that, and, as a matter of fact, 
in my statement I made reference to the Federal Power Commission 
decision by the hearing examiner in the PAz/lips case, in which it is 
perfectly apparent from the method in which he computes cost of 
service that an increase in the taxes paid by the oil and gas industry 
will increase the natural gas price. Well, that is just what you would 
expect. 

Mr. Ikarp. Roughly, are there any figures available that would in- 
dicate to us approximately what percentage of the gross income of the 
extractive industries is plowed back in looking for new reserves? I 
know there are some figures in some of the papers, on the search for 
the development of new reserves. 

Mr. Gonzaurz. I cite the figures in my paper today by the chief 
engineer of the Bureau of Mines, to the effect that expenditures on 
exploration and development are approximately $5 billion a year. 
This would represent roughly 60 percent, or two thirds of the total 
gross revenue of the petroleum industry. 

Mr. Ixarp. How about the other mine industries? 

Mr. Ranpauu. We don’t have any recent figures. I think that your 
records will show back in 1933 or 1934, that Mr. Donald Callahan, 
who represented the metal industries, had figures to show that in 
Idaho for a period of 15 or 20 years, more money was put into the 
ground than was taken out. I don’t think that that is so true today, 
but I would suggest probably 50 percent. I think the reason it is not 
true today is bee ause of the high costs and you have less inducement to 
spend your money in the search for minerals than there was a few 
years a, 

Mr. Titi L. In the coal industry we have to run pretty fast just 
to stay still, to hold our production at the current low level. I do 
not have any definite data to submit but offhand based on my knowl- 
edge of the industry, I would say that we have to replace about, one- 
twentieth of our existing capacity e each year in order to stay even. 

Now, as a truism, I ‘think it is almost universal in the mining 
industry that the best deposits are always mined first. What we have 
left to develop to replace existing capacity is less desirable for a 
number of different reasons, either it is not so well located, or it is 
more costly, or the recovery processes are more expensive, so that, 
even disregarding the effect of inflation on the replacement costs, 
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we have to spend more each year to replace our existing worked-out 
mines. 

That is particularly true if we are going to expand capacity to 
meet the demands which all of the economists and the prophets tell 
us we must meet in the next decade or so. We have ahead of us an 
explosive growth in population. To maintain the same standards 
of living for that population we have to have a oo expansion of 
our mineral industry, not only in coal, but oil and gas, and the hard 
minerals as well. All of them will have to invest inc cftiilitigty large 
amounts of money just to maintain existing capacity, and much larger 
amounts in order to increase capacity. 

Since I have been connected with the coal industry, the costs of 
installing new mines has risen from $1 to $1.50 per ton ‘of output, and 
$10 or more per ton of annual output. To provide a miner with a 

job requires investment of capital which has increased in this period 
se $1,500 per miner to anywhere from $15,000 to $25,000 per 
miner today. 

I think it is a tribute to the coal industry that in spite of those 
tremendous increases in costs, it has continued to produce the coal the 
country has required and in addition has maintained for the past 
decade practically a level price. It has done that by spending capital 
goods or capital money, and by greatly increasing the output per 
man shift. 

I think the great problem this committee has before it was ably 
stated by one of the members last night to be the problem of capital 
formation. The percentage depletion provisions which have been in 
the code now since 1926 have greatly contributed toward the forma- 
tion of the capital necessary ‘to enable this country to supply the 
basic resources which it needs for economic progress. 

I certainly hope that this committee will not, because of any dis- 
cussions of abstract economic theory, depart from the experience 
which has been gained over the past three or more decades in the 
administration of these provisions affecting the extractive industries. 

Mr. Jackson. I can’t speak for the entire iron ore industry, but 
my firm produces approximately 20 percent of the iron ore from ? 
Lake Superior district, and I can say this: Taking the past 10 yea 
we and our associates have invested several times in the duvcled 
ment of iron ore properties what the net income has been from iron 
ore properties. That is several times. I can also say that as far as 
spending money for exploration is concerned, the amount spent. for 
exploration would about equal—this is exploration both wildcat and 
also exploration in known properties which has not been produc- 
tive—about equal what the net income would be. 

Mr. Ixarp. I have one more question, Mr. Chairman, and then | 
am through. 

I have a report here from an area in Texas, in which I have more 
than a passing interest, which shows that on the basis of the study 
of something like 30,000 producing wells, an examination of tax 
returns of over 252 operators in dealing with about 4,000 properties, 
the effective rate of depletion in that area—and this is north Texas if 
you have not guessed—is 20.1683 percent. I wonder if that is low or 
high when you consider the industry as a whole? 
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Mr. Lampert. Because of the net income limitations with which 
you are familiar, no taxpayer gets 27.5 percent of his gross income as 
an allowance, if 50 percent of his net income is lesser. Because of the 
net income limitation, the average depletion allowance, of course, is 
less than 27.5 percent. I think industry estimates have been that the 
average rate is between 20 and 23 percent. Your own area would be 
just shghtly under the average, Mr. Ikard. 

Mr. Ixarp. It would be just under the average ? 

Mr. Lampert. Yes. 

Mr. Ixarp. I believe that is all for now. 

The Cuatrman. It is quite evident that we will not be able to con- 
clude this discussion by continuing on here without regard to lunch. 
So without objection the committee will adjourn until 2 p-m. today. 

(Thereupon, at 12:45 p.m., a recess was taken until 2 p.m., the 
same day.) 


AFTER RECESS 


The CuatrmMan. The committee will please be in order. 

There are some members of the panel who are delayed in returning, 
but I think that we will proceed. 

Mr. Alger, you may proceed. 

Mr. A1cer. Gentlemen, it is a pity that we do not have more time to 
really go into detail on the full statements that you have offered for 
the compendium, all of which I found very interesting, and I was 
glad to have the opportunity to read them in advance. Several ques- 
tions suggest themselves as a result. 

I have observed in the earlier hearings on minerals depletion this 
year two things seemed to stand out as we study depletion. First is 
the rate or percentage of depletion allowance, and second, the cutoff 
point. I want to ask the panel if there is anyone present, or any 
panel member that disagrees that each mineral needs to be considered 
as a separate and specific industry? Is there anyone who disagrees 
with that? I ask it because I have seen some published statements 
that all depletion should be cut X percent of whatever it is, lumping 
all industries together. 

Having cleared that away, I want to ask several questions, if I may, 
starting with you, Mr. Gonzalez, and referring to your statement that 
you submitted for the compendium. Obviously the difference of 
viewpoints will revolve around the percentage of depletion along 
with the other questions, some of which were brought up earlier to- 
day. You submitted in your compendium, as I recs val, two tests you 
called them, on page 996, of the reasonableness of the present deple- 
tion allowance. One of them came from the cost depletion, and the 
other from the capital gains sale. I wonder if you would explain 
those to me, what you had in mind in outlining the reasonableness of 
the present percentage depletion by those two means. 

Mr. Gonzatez. Well, Mr. Alger, we have to go back to the initial 
concept that Congress had of allowing the developer of new resources 
to use depletion to recover the value of the resources that he had 
brought into existence. If we trace the evolution of the concept of 
depletion from discovery value to percentage, we find that the figure 
of 2714 percent of gross income selected by Congress was a conserva- 
tive measure of discovery value in 1926. 
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When we study the price at which reserves sell in the ground today, 
we again find that this figure of 2714 percent is a conservative ap- 
proximation of the value of oil in the ground, and therefore of the 

‘apital being depleted by production. On that test, therefore, we 

an say that any lower rate than 2714 percent would not take into 
account the full capital value that is actually depleted by production, 

The second test that I said we should consider theoretically is the 
relation between the percentage depletion alternative and the capital 
gains alternative available when selling reserves in the ground. There 
have been an increasing number of s sales of oil properties or oil re- 
serves in the ground w hich indicate that more and more producers 
are finding the capital gains alternative more attractive than per- 
centage depletion. If we were to reduce percentage depletion, then 
of course we would simply accelerate this trend of sales in the ground, 
and when we did that, we would be affecting the supposed tax revenue 
that would flow from a cut in depletion, since the purchaser of the 
property would take cost depletion based on the price that he paid 
for the property. 

Mr. Arcer. Well, those two tests made a lot of sense tome. I was 
wondering if I properly understood them. I don’t know whether the 
other panelists agree or disagree, but if those two tests stand, then the 
present depletion allowance is conservative, would you say ? 

Mr. Gonzatez. Yes, I would. 

Mr. Arcer. Would you go further and say, and I think this is 
correct, that the fact that more capital is going into exploration and 
development than is now represented by depleti ion allowance shows 
that there possibly should bea higher percentage ? 

Mr. Gonzatez. I think there may be a good question as to whether 
a higher rate would serve the public interest by encouraging more 
development of oil and gas, and laying a basis for gr eater economic 
progress. 

Mr. Atcer. You mentioned in your compendium statement and you 
just touched on it earlier today, and it has come up again, the matter 
of the return on investment, or if you please, the profit. Those in oil 
producing States, and this is true particularly in Texas, of course, 
are subject to a lot of jokes on oil profit, and I am sure many people, 
if not in this room, throughout the country, think that oil is an easy 
way to get rich, and anybody in the oil business makes a lot of money. 

Now, you mentioned a chart, and I wonder if you would describe to 
me briefly the significance of this chart, your chart 3, how complete it 
is, and whether it is correct or not. I ask that because I have heard 
that the return in profit is actually less than the figure you give, which 
I think is 14.1 percent. This is on page 1006. 

Mr. Gonzatez. The chart you are referring to is on page 1008, 
dealing with the average rate of return in petroleum, and other indus- 
tries. The statistics I used are those that have been published regu- 
larly over a long period of time by the First National City Bank of 
New York. Other statistical compilations might show slightly differ- 
ent rates of return for the petroleum industry and for other groups of 
industry, but I think that you would find in all of these compilations 
that the aver rage rate of return on petroleum is quite similar to the 
rate on all manufac ‘turing corporations. 
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Mr. Atcer. I am just wondering if any panelist wants to take issue 
with that? I don’t know that the statement was made in any of our 
Senkaien here, that oil was getting an undue return, although 
there seemed to be the feeling by some that there is an unfair tax ad- 

vantage. This might partly lay that to rest, might it not, Doctor? 

Mr. Gonzatez. This would certainly bear on the question of 
whether additional taxes could be levied without affecting the price 
of oil products. If there had been any advantage, the ¢ advant: age has 
been fully passed on to the consumers in the form of prices charged 
for products. oo figures are after taxes. 

Mr. Averr. I did not think it was going to go quite that unchal- 
lenged, but as long as we are ahead, let us leave it ‘there. 

Mr. Gatvry. I don’t want to ch: allenge it, but I am curious for in- 
formation purposes, does the figure, return on net assets, Mr. Gon- 
zalez, relate to net assets per books? That is, would this be the book 
assets 4 

Mr. Gonzaez. These figures are the actual book investments. 

Mr. Gavin. It is customary of course for some of the companies 
to book intangibles, drilling costs, as a capital item, rather than as 
expense items, as they record them for tax purposes. Do you know 
how that factor would be reflected here? Is this a return on the 
intangible drilling costs as a capital item, or as an expense item 4 

Mr. Gonzatez. The practice varies among companies, and some 
companies write off intangibles, and it does not show up in their capi- 
tal account. By the same token, it affects their statement of income 
currently. But these rates of return represent the accounting prac- 
tices actually used in the industry. 

Mr. Garvin. Would it be a fair statement to say, and again I am 
not challenging your figures, because you have the source m: aterial for 
the statistics, but over the long pull the rates of return on capital 
among various industries in the economy would tend to gravitate into 
equilibrium, because if the rate of return on industry X is twice 
that of Y, there would be a gravitation of capital in the direction of 
X until the e: pital returns equate. So that ina long pull, you would 
expect manufacturing and merchandising and all of the other various 
industrial activities to reflect comparable rates of return. Is that 
a fair statement ? 

Mr. Gonzatrz. Yes; I think that you would expect that relative 
to the risks involved, the rates of return in different industries, as- 
suming that they are ‘competitive, would all come toward equilibrium 
level. What this particular chart brings out is that even taking into 
account percentage depletion, and int: angibles, the rate of return in 
the petroleum industry is in equilbrium with other industries, so that 
you cannot expect to raise additional tax revenue from this industry 
without affecting the flow of capital. 

Mr. Srerner. I would agree with the last statement more than the 
first. I also would accept these statistics and I have seen others that 
show very much the same thing. What this means, to me at least, is 
that the industry investment has adjusted to the after-tax rate of 
profits, and if we picked some completely different system of incen- 
tives—say depletion at 15 percent—I would still expect investment 
would again come into a new equilibrium. I would see these data as 
evidence that new investment has gone into the industry. I would 
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not say anything at all on the basis of these figures about the price 
behavior of the industry. That would involve a series of different 
considerations. 

Mr. Areer. The corollary to this would be what would happen to 
these figures, in whatever your thinking is there, if depletion were 
eliminated or cut back appreciably. 

Mr. Sterner. I wri expect if depletion were eliminated or cut 
back, that there would be a smaller investment in petroleum, and the 
remaining investments would be more profitable, to the point where 
the rates of return after taxes would again be equal. This of course 
is the primary function and the primary effect of special tax treat- 
ment—to change the volume of investment in the industry. I think 
it is quite hazardous to draw inferences about what price behavior 
would have to be on the basis of these statistics, because I don’t think 
that that follows. 

Mr. Gonzalez when he says this is a measure of the fact that capital 
has flowed in in response to this incentive, is quite right, but when he 
says that this tells us about what prices would have been without it, he 
is on shaky ground. 

Mr. Gonzatez. Let me point this out to you. Clearly if the in- 
dustry had to pay more taxes, then as you say less funds would flow 
into this industry, the development of new resources would be at a 
slower rate, and supplies would be affected, and unquestionably the 
price would have to respond to the changed condition of supply and 
demand. 

Mr. Srerner. I would say that that would depend on the quantity 
of imports as well, and that is a complicating factor that clearly affects 
the domestic price. 

Mr. Gonzatez. Yes, and the quantity of imports has something to 
do with national security, as we have seen, and my statement with 
respect to the administration’s action in restricting imports for rea- 
sons of national security is important. 

Mr. Menee. I wonder if it has ever been determined by the Depart- 
ment of Defense exactly how much oil the Nation needs for national 
security purposes? 

Mr. Gonza.xez. Well, I cite in my paper the fact that various Gov- 
ernment officials have said from time to time that we should have a 
reserve productive capacity from 1 million to 2 million barrels a day 
of crude oil in the United States for reasons of national security. 

Now, we don’t know the nature of any conflict that might occur, and 
therefore we can’t say precisely what the requirements might be, but 
obviously they could be quite large, so long as our military establish- 
ment runs on fuels. 

Beyond that, even with the changing nature of warfare in an age 
of guided missiles and atomic bombs, we have to bear in mind that 
oil as a means of energy would be extremely important to any eco- 
nomic reconstruction. This has been true in Europe, and it would 
be unquestionably true in the United States. 

Mr. Axcrer. If I may, Mr. Gonzalez, I would like to pass on to 
another question prompted by your statement in the compendium, in 
which you dwell on the burden of taxation overall, and I found it very 
informative to myself, and I wanted to ask you further about that. 
You recited that under one of your tests, 82 cents a barrel, approxi- 
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mately, on a $3 barrel would be all that could be recovered under de- 
pletion allowance, but that the total burden of taxation, if I recall 
your figures, on a $3 barrel would be somewhere in the neighborhood 
of $2.07. Is that correct ? 

Mr. Gonzauez. The figure of $2.07 takes into account, also, gaso- 
line taxes, excise taxes on products, and therefore should not be Prop: 
erly related to the price of crude oil as such. However, it definitely 
has a bearing on the burden of taxation on petroleum producers and 
consumers, and it has a bearing on this economic question of demand 
and supply and equilibrium. 

Mr. Aueer. Thinking of something Mr. Gray said, as well as your- 
self, Mr. Gonzalez, this subject has come up and it is obviously im- 
plicit in what we are talking about: What amount of money are we 
talking about if depletion were cut out? The figure of $775 million 
comes up, or possibly $1 billion. Mr. Gray mentions in his statement 
the need for $125 billion a year Federal expenditures. In any event, 
we are talking about $1 billion if depletion is cut off; is that correct ? 

Mr. Gonza.ez. Actually, that estimate assumes that there would be 
no other changes, and that the only thing that would happen would be 
that we could collect additional taxes without affecting in any way the 
investment in oil and gas properties. This assumption is contrary to 
fact. Therefore, we cannot assume that there would be a net gain of 
even $1 billion from a reduction in taxes. 

Mr. Areer. It is entirely possible that cumulatively it might result 
in much less income to the Government in the future? 

Mr. Gonzaez. Indeed, as I set forth in my paper, it is quite possible 
that the Government revenues, totally, might decrease because of the 
effect of the reduction in the depletion on consumption of gasoline, on 
steel, rubber, and other industries. 

Mr. Ateer. Thank you. I have just one other question, or two more 

questions. I would like to refer briefly if I may, Mr. Gray, to your 
paper. Very frankly, I don’t even know whether I should, because 
you treated the depletion allowance so briefly. You went into other 
things, the entire social features as well. You did mention this public 
poverty and the $125 billion, and I could not figure out here whether 
this included or did not include defense expenditures, and my question 
to you is this: Since we are talking about $1 billion which we might 
get from depletion, where are we going to get the $90 billion increased 
taxation daar your program as submitted to us in your paper? 
_ Mr. Gray. Mr. Chairman, that paper dealt with what I call the 
imbalance between the private and public sectors of our economy, and 
[ took some estimates that had been made recently as to how much we 
needed to spend in the public economy to bring that into some more 
reasonable relationship with the private economy. That is where 
those figures came from to which you refer. 

Now, obviously, in order to do this, the Federal tax system would 
have to undergo a considerable change. This, I take it, is one of the 
really big issues before the committee. How can we in this country 
make our Federal tax system more effective and more just and equi- 
table and how can we enable the Federal Government to meet some of 
these tremendous demands, including national defense and all of the 
domestic demands that are pouring in upon it from every direction? 
lhis is the reason that. I have been concerned not with the depletion 
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allowance in particular but rather with the general problem of tax 
loopholes. 

Mr. Aucer. Had you thought where the money comes from? Would 
you raise the taxes $50 billion a year? 

Mr. Gray. I think that we can make substantial economies, as ] 
pointed out in that article, and we can improve the revenue system so 
as to get a substantial improvement in our net budgetary position. 

Mr. Arcer. I was trying to grasp your idea and in the brief paper 
you presented here you made this statement : 

Should we wonder at the serious financial distress of the Federal Govern- 
ment—its inability to balance its budget, manage the public debt, maintain the 
integrity of the dollar, fulfill its international obligations, and meet urgent 
domestic demands for public capital and social services? 

Would you entrust that Government that you have just criticized 
so strongly with $125 billion yearly expense ? 

Mr. Gray. I think in the long run we are going to have to do it. 

Mr. Aucer. If I may, I want to ask a couple more questions, Mr. 
Menge. 

Has it ever occurred to you the questionableness, if not the fallaci- 
ousness of the example you used on oil wells on page 968? I might ask 
where did you get those figures, and I wish the gentlemen on this 
panel, Mr. Gonzalez and others, would look at the example, and the 
logic that Mr. Menge followed. I find, Mr. Menge, that undoubtedly 
our backgrounds are very different. I see little point of contact be- 
tween you and me as I try to grasp the logic of your entire statement 
and I am just picking out the one example. I wish I had the time to 
go through your whole statement. 

I want you to know that I couldn’t let your statement stand without 
at least taking issue with one point, and certainly this example is one 
that I think must be challenged, because it does not seem correct to me. 

Mr. Mence. Mr. Alger, what point bothers you ? 

Mr. Arcer. Well, for example, this well is going to produce $500,000 
a year, and I suppose it would have to end up being a $10 million or 
$20 million well, and most wells average around $300,000 in their 
entire life, Mr. Menge. That would be the average. 

You have taken $500,000 here and sunk 19 dry holes, accounting for 
$330,000, and that would be $25,000 a shot, which of course is very 
inaccurate, and then you say that one of the holes, the one that hits, 
is going to cost $200,000. Then you go on here and you forget the 
allowables, that only so many barrels a day could be produced by many 
of these wells; you don’t seem to take that into consideration. 

This well produces 500 barrels a day, and that just does not work 
that way. I wonder where 

Mr. Mence. This was not meant to be a case of an actual producing 
well. It just illustrates the fact that under our present tax accounting 
conventions, this is what could happen with a well. 

Mr. Acer. Well, Mr. Menge, I challenge your facts based on this 
and I have little more time to go into it. I am bowing out, and I 
certainly appreciate this opportunity to ask questions. I am a new: 
comer, and so there is a lot that I do not know. 

Mr. Mence. There is a great deal that I do not know myself, I can 
assure you, but I must repeat that it was not meant to convey that 
this is a typical well, or a typical condition. 
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This particular example was given to show that you can take 
duplicate cost deductions, and as I say in my paper some firms would 
not do as W ell as others. 

In fact, in this particular well, the percentage depletion allowance 
used is not even 9 percent, muc h less than 2714 percent. So this is 
simply an example of tax accounting procedures and it is not meant 
to imply that this is an actual account of what would happen with a 
typical well. Iam sorry if I gave that impression. 

Mr. Arcer. I do not want to belabor this either. I could show you 
depreciation I other things here that just do not fit the picture on 
any basis, but I do appreciate your trying to give us the example. 
Thank you. 

Mr. Gonzatez. Unfortunately, the figures chosen are so far from 
reality of the industry—— 

Mr. Menge. Yes, and purposely so. 

Mr. Gonzatez. | think it has served to confuse the committee rather 
than enlighten it, and it illustrates again the need for careful study 
of the facts as they exist, so that we may always be talking about the 
same thing. 

Mr. Mence. That is true, but again I must insist that this was not 
meant to be a | typical well. In no sense did I so state. This is an 
example of the tax accounting procedures, and I purposely made these 
figures such that they could not be identified with any particular well. 

Frankly, any given expense figure that I might attempt to use as to 
a particular well would be much less defe nsible than any figure that 
the industry could furnish. I do not have those figures at my finger- 
tips, as the industry does. 

[ am sure that the industry could give us much better figures as to 
what actually happens with expenses of individual wells, but I wish 
to emphasize again the fact that there are certain costs which are 
deducted twice, and that is all that I meant to convey. 

The CuatrmMan. Mr. Baker will inquire. 

Mr. Baxer. My first question will be addressed to Mr. Labert and 
Mr. Gonzalez, either jointly or separately. 

Is it one of the elements of the justification for a percentage deple- 
tion, particularly as to oil and gas, or let us take oil, to encourage 
new discoveries as a matter of national security? Has that been 
recognized all along, as one of the reasons that Congress placed the 
percent: age depletion at this figure / 

Mr. Lampert. The national security has been one of the prime 
elements, Mr. Baker. As you may know, over 80 percent of the 
pe troleum products used by the United States and its allies in World 
War II came from the U.S. wells. 

I doubt if the United States would be able to supply another war 
in this fashion. But it illustrates the vital significance to our security 
of petroleum in an adequate supply, so that the people in charge of 
our nation’s security have always stressed the importance of a healthy 
domestic oil industry capable of producibility such as Dr. Gonzales 
illustrated of around 9 million barrels a day for our own needs from 
a defense standpoint. 

Mr. Baxer. And the same thing is true of the other section of the 
code, in regard to exploration deductions. 

Mr. Lampert. The two cannot be separated. 
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Mr. Baxer. As I remember the history of the other section of the 
code, on exploration, it was at a time thinking to bring up to date 
over a 4-year period, to encourage new discoveries during that period, 
about the Korean war time. That is my recollection of it. 

Now, the next question, and I am sure I do not think that you are 
going to like it as well as my first question, is this: I too think that 
the first point was one of the strongest justifications for percentage 
depletion, not only as to petroleum, but as to metals and minerals 
in general, and we need it to effectively prosecute a war and defend 
the country. 

Now, as to the second point, wouldn’t it work much stronger and 
produce that result better of having more production within the 
Continental United States in the case of war and in case of world war 
where certainly the history of World War II shows very little petro- 
leum got into the United States and 80 percent of our petroleum was 
produced within the continental boundaries, if the percentage deple- 
tion on oil produced abroad was either withdrawn or lessened ? 

Would that stimulate a great deal more production in the United 
States ? 

Mr. Lameerr. I do not think that it would stimulate production 
within the United States. I think that is a separate question. 

Mr. Baxer. I mean the discovery. 

Mr. Lampert. Development and discovery within the United States 
would be stimulated and encouraged by the application of our provi- 
sions to domestic activities, but the importance of the provision for 
foreign production, as it relates to national security, is that we know 
that global warfare requires strategically located reserves of oil in 
friendly hands. These must be diversified as far as location is con- 
cerned so that the United States and its allies can have vast sources 
of oil to draw on outside of the United States. 

We remember from the last war, transportation was one of the 
serious bottlenecks. Tankers can be sunk by enemy action, and blown 
up, and it is necessary to have diversified areas. 

If we were to cut back the depletion allowance on foreign produc- 
tion, and cut back on the exploration for foreign reserves, this would 
hamper this military need, and these reserves would continue to be 
explored for and developed by foreign and possibly unfriendly powers. 

So it is in the vital interest of security of the United States that as 
much as possible of foreign oil be developed, if not American com- 
panies, by people that are friendly to Americans. 

Mr. Baxer. Another element of justification for percentage deple- 
tion as to not only petroleum, but all minerals, is the historic policy 
which one of the panelists referred to of this Nation in development 
of its natural resources. 

I think Mr. Galvin perhaps referred to that. That goes back even 
to the time of land grants and homesteads. That same premise that I 
have advanced, it seems to me, would apply strongly and naturally if 
the incentive to go abroad which in the case of at least one large com- 
pany, more than half of their production is abroad, was withdrawn or 
lessened. 

As oil people, I think this would apply to some of the metals also, 
wouldn’t it, by natural events, cause a great deal more exploration 
within the United States? 


M 
that 
The 
tinu 

Tl 
dee] 
goin 
thin 
ance 

M 
is 
duce 
abr 
ab ) 

N 
mu 

Bec 
tio! 
inv 
k 
on ¢ 
\ 
on 
to $ 
} 
No 
mu 
I 


4 


du 
7 


fre 
tha 
fre 


do. 


tal 
pa 
ab 


ha 
wl 
pe 


uy 
m 


ex 





INCOME TAX REVISION 525 


Mr. Lampert. It is my understanding that all of the exploration 
that is possible is going on in the U nited States at the present time. 
There is every encouragement and inducement under our law to con- 

tinue this. 

The oil deposits are becoming increasingly difficult to find, and 
deeper to locate, and more c« ostly to develop. While development is 
going on and exploration is going on in the United States, I do not 
think that we can assume that if we were to reduce the for eign allow- 
ance, a great stimulation would take place. 

Mr. Baxer. Do any of the panelists know about how much revenue 
is involved in the percentage depletion allowance on petroleum pro- 
duced abroad? If we had the percentage of saneliivia produced 
abroad, compared to what it is in this country, perhaps we could say 
about how much revenue would be involved. 

Mr, Lampert. I believe that the Treasury estimates reveal that 
much less revenue is involved than would be commonly supposed. 
Because of the existence of very high foreign tax rates, and the opera- 
tion of the foreign tax credits, not very much revenue would be 
involved. 

Estimates have gone from $200 million to $300 million U.S. revenue 
on operations abroad. 

Mr. Baker. That is the amount of percentage depletion allowances 
on petroleum produced abroad; you would estimate that $200 million 
to $300 million would be involved ? 

Mr. Lameert. That is the total revenue from oil operations abroad. 
Now, if the allowance were reduced, it still wouldn’t increase by that 
much; it might be $100 million to $200 million. 

Mr. Baker. Do you know what the percentage now is of oil pro- 
duced by U.S. companies abroad and that produced domestically? 

Mr. Lampert. The U.S. companies produce 56 percent of the total 
free world production outside of the United States. But how much 
that is in barrels per day, I don’t know. 

Mr. Gonzatez. I think I can help you by pointing out the foreign 
free production in the rest of the world is about equal to our own 
domestic production. 

Mr. Baxer. What is your own? 

Mr. Gonzatez. Our own is roughly 7 million barrels a day, and 
taking 56 percent of that figure w ‘ould indicate that American com- 
panies produce something of the order of 3,600,000 barrels a day 
abroad, as against 7 million in the United States. 

Mr. Baxer. Certainly that would coincide with testimony that we 
had several months ago on the reciprocal trade agreements matters, 
where certainly several large companies were producing about 50 
percent of their petroleum abroad. 

Now has that figure gone up a great deal relatively in recent years? 

Mr. Lamperr. Of course, the figures of total production have gone 
up strikingly, but I do not think “that the proportions have changed 
much, Mr. Baker. 

Mr. Baxer. What would you say as to the exploration? Has the 
exploration abroad increased more than at home? 

Mr. Lampert. Well, exploration has increased very drastically. Be- 
tween 1952 and 1957 the American companies exploring abroad in- 
creased from 73 to nearly 200. The countries in which they were 
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operating have increased to every country of the free world where 
there is any indication of a fs avorable structure. 

Mr. Baker. Of course, the reasons that the companies are going 
abroad to produce petroleum is purely an economic reason, that is, 
that they think that they can make more money out of it in Vene- 
zuela or Saudi Arabia than they could in the United States. 

Mr. Lampert. We all know that the great increase in consumption 
of petroleum is going to take place outside of the United States, 

Mr. Baker. How do you know that? 

Mr. Lampert. Proportionately that is true. That is according to 
the way the increase in consumption has risen in the past few years. 
The rest of the world is so far below the United States in standard of 
living and as we have talked about this morning, the direct. relation- 
ship between standard of living and consumption of energy, that we 
look to see the foreign consumption increase at around 9 percent a 
year, whereas the U nited States will increase at maybe 4 percent a 
year. 

Mr. Baxer. That is the very figure I was trying to get at. It is 
about twice as much. I cannot reconcile your revenue figure, though, 
of $100 million to $200 million involved in the percentage depletion 
of petroleum produced abroad, when 50 percent is produced abroad 
and the amount of revenue lost, if you want to use the word “lost” 
in petroleum per year is from $750 million to $1 billion a year. 

You apply that on gross profits, the 2714 percent, and deduct noth- 
ing for the exploration of oil. Why wouldn’t it be nearly $400 
million 2 

Mr. Lampert. It is because the foreign governments have the first, 
primary right to levy a tax on the resources within their jurisdiction. 

Mr. Baker. You said your percentage of depletion without taking 
into consideration the foreign taxes. You are referring then to the 
gross profit; is that right ? 

Mr. Lampert. Yes, sir. 

Mr. Baxer. You do collect those taxes to determine your gross 
profit, and therefore it would reduce to that extent the base on which 
you would apply the 2714 percent. 

Mr. Lampert. With the net income limitation that applies to the 
United States now. 

Mr. Baxer. It says before you apply the 2714 percent; that would 
be true. Before you apply the 2714 percent in the case of oil wells 
and other actual deposits, you cols it to gross income, deducting only 
the amount equal to rents and royalties. That is what the code says. 

So how could you deduct taxes under that section of the code before 
you apply the 2714 percent ? 

Mr. Lampert. Taxes are not deducted in arriving at the 9714 per- 
cent limitation ; only the royalties and rents. 

Mr. Baxer. That is what the code says. I still do not see why it 
would not be around $400 million involved in revenue. 

Mr. Gavin. Well, Mr. Baker, I was going to add it was because 
the tax paid to the foreign government is a direct credit against the 
U.S. tax calculation. It is not a deduction, and therefore it does not 
enter into this computation of net income, but it is a direct credit 
against the tax. 
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Mr. Baxer. I am talking about gross income. You applied the 
9714 percent to gross income, deducting only rents and royalties. 

Mr. Garvin. That is right. But when you come to calculating the 
U.S. tax, you are going to credit the tax paid to the foreign govern- 
ment, and so that will wash out the U.S. tax. That is why his tax 
calculation is not in proportion to the production. 

Mr. Snrrp. Is Mr. Baker not talking about the net allowable per- 
centage depletion on foreign operations, but not the taxes paid to 
the U.S. Government ? 

Mr. Baxer. I am talking, exactly, about the amount lost by the 
Treasury. 

Mr. Garvin. He is trying to determine why the loss to the Treasury 
is not in proportion between foreign and domestic. It is because of 
the foreign credit, I think. 

Mr. Sneep. That is true. I thought he was talking about what was 
actually allowed in his percentage depletion. 

Mr. Garvin. I think he was trying to reconcile the difference in 
the tax revenue. 

Mr. Baxer. All right. 

Then I am going to pass on to Mr. Campbell and Mr. Randall. 

First, Mr. Campbell, I was very much interested in your statement 
about there being no definition of taxable income. If that is true of 
minerals, it is true of everything else, then. The definition of tax- 
able income is gross income minus specified deductions. That is all 
the code says, isn’t it ? 

Mr. Campsety. That is true. 

Mr. Baxer. I am trying to explore that, to see if we could get a 
better definition of taxable income. 

Mr. Campse.t. It is taxable income from the property, with which 
we are concerned. 

The taxable income of the taxpayer, of course, is defined by your 
gross income less your deductions, and subject to your credits. That 
is provided in the code. But the percentage depletion formula is 
limited to not in excess of 50 percent of gross income “from the prop- 
erty,” “Gross income” is defined by statute, and “the property” is now 
defined by statute. 

Then, as to the limitation of 50 percent, it used to be the “net in- 
come” from the property, and now the code reads “the taxable i income 
from the property.” That phrase “taxable income from the property” 
has not been defined in the code, and it is the subject of a considerable 
difference of opinion between the Treasury and taxpayers in specific 
applications. 

Mr. Baxer. It is subject to just about every controversy, taxwise, 
isn’t it? 

Mr. Campsety. Actually, the Treasury tries to throw as many items 
of cost against the taxable income from the property as it can. I have 
had to take one or two cases to the courts involving those very issues. 

The code needs a definition, which would set to rest many of these 
controversies and avoid a great deal of unnecessary — and delay 
in finalizing the tax returns so we know what our tax liabilities are. 

Mr. Baxer. Personally, I think that is the greatest contribution 
that has been made in all these hearings, if we could do that. If we 
could define the term “taxable income” without saying gross income 
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minus personal exemptions, credits, exclusions, percentage depletion, 
and what not, if there was some simpler way—and there may be—to 
define taxable income, it would be well. 

Mr. Camrvect. I have undertaken to offer a suggestion. 

Mr. Baxer. But yours only applies to the minerals industry. 

Mr. Camesett. That applies to the phrase “taxable income from 
the property,” to which the 50 percent limitation applies. In other 
words, I was not trying to define the taxable income in a very broad 
aspect of the tax law, but in a rather narrow aspect of defining the 
computation to which the 50 percent applied. 

Mr. Baxer. I have read that definition in your paper, and it cer- 
tainly seems to me to be a good one. Could that be applied as a sepa- 
rate section of the code, applying to the whole code? 

Mr. Campsety. No; I do not think so. It was not prepared with 
that in mind. 

Mr. Baxer. So we stand just as we started here, with 3 or 4 pages 
of levying tax, with rates, and defining gross income, and then we 
spend 400 or 500 pages of deductions, and at the end of all these 400 
or 500 pages you are supposed to say it is the taxable income to which 
you apply that specified rate. 

That is about what this code boils down to. 

Mr. Campseti. We all know, Mr. Baker, that the tax law has be- 
come more complicated as it has grown older. I know that simplicity 
is something greatly to be desired, but as I tried to point out very 
briefly in my opening remarks, simplicity can be had only at the price 
of inequity. 

We in West Virginia have a very simple tax. We have a tax on 
gross income, and the only exemption is a credit, I think, of $50 or 
something like that. It is very simple and very easy to compute. We 
don’t have any of these problems. 

Mr. Baker. Where is that? 

Mr. Campsery. In West Virginia. 

We do not have any of the problems you have here. But, of course, 
people who lose money also pay the tax; arid that is where the inequity 
arises. 

Mr. Baxer. Would you recommend that here? 

Mr. Campseti. No; I would not. 

Mr. Baxer. As I see the whole trouble, it lies fundamentally in the 
fact that we define gross income, we apply rates to the code, at the end 
of the code, after all these 300 or 400 pages of deductions—and I sup- 
pose there is no way to do it otherwise, but if there were, this commit- 
tee would certainly go down in history. 

Mr. Camesett. I am sure that is a correct statement, Mr. Baker. I 
long since have given up any hopes that the tax code is going to become 
more simple and less complicated. That aim and desire is a laudable 
one, but it is inconsistent with all the manifold adjustments which this 
committee and the Finance Committee of the Senate have had to make, 
to provide a tax climate in which this country can grow and prosper. 

I think the tax committees have done a mighty fine job. 

Mr. Baxer. Some member of the panel, Suebabiiy over there [indi- 
cating], started out with a statement that I am thoroughly in accord 
with—no, I think it was maybe over here—that reducing the rates 
would reduce the complexity of the code. I think that, too. If there 
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was some way to limit some of these 300 or 400 pages and still have 
equity and reduce the rates to get the same amount of money, of course, 
that is our objective, and it would be far better if we are to retain the 
income tax system. 

Mr. Campset. Mr. Baker, I tried to point out that a flat rate of 23 
percent would produce as much money as we are now getting from in- 
dividuals 

Mr. Baker. Would that be on gross income? 

Mr. Campsetyu. No, sir. You wouldn’t have to change another single 
provision of the tax code except just change the rate to 23 percent in- 
stead of 20, and repeal all the excess rates, and you would produce 
exactly the same amount of money from individuals as you now pro- 
duce from all these complex provisions with the progressive rates. 

Mr. Baker. That would still be on taxable income, and you would 
still have all these exclusions. 

Mr. Campsett. Yes; that is true. 

I think, frankly—and I have said this before this committee on 
previous occasions—that the tax rates have passed the point of dimin- 
ishing returns 

Mr. Mason. Long ago. 

Mr. Campsett. Long ago. And that we are living under a system 
of taxation that was designed to deal with an emergency situation, 
with critical conditions, where the public revenue had to be increased, 
and now we are in a peacetime existence, and these emergency rates 
seem to be frozen into our tax structure. 

I think the only way we are going to make any progress is to start 
reducing taxes. My guess is that when you do so, you will increase 
the revenue. 

It is going to take courage, however, to do that, because there seems 
to be an implicit understanding or assumption by everybody that the 
revenue produced is in direct relationship to the rate, and I do not 
believe that is true. 

Mr. Baxer. I am sure you agree, and I believe all these gentlemen 
will agree, with the next step: that the real reason we cannot reduce 
rates 1s because Congress spends too much money. I do not think 
anybody would disagree with that statement. 

What do you think about the principle of a gradual reduction of 
rates, tied completely to a balanced budget ? 

Mr. CampsetL. You are getting into the whole fiscal program of 
the Government. 

Mr. Baxer. I think that would be so. 

Mr. Camrsett. It is a pretty broad subject. 

Mr. Baxer. I will not take time for that today, because I have only 
one other question, and that is all, on exploration, that I would like 
to direct to Mr. Randall. 

The present code section on exploration deduction, I believe Mr. 
Lambert agreed with me, was put in about the time of the Korean 
war, and stimulated discoveries in the United States. For that rea- 
son, maybe, the 4-year period went in there, thinking that at least some 
of the newcomers could catch up in 4 years and level off from there. 

We passed in the House a bill, as you know, that I introduced, 
slightly changing that. The argument made against that, and 
especially on the dollar limitation, is that you can capitalize it. 
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Very briefly, will you state whether that is so or not; what the 
effect of capitalizing would be? 

The Cuarrman. Mr. Baker, before Mr. Randall responds to your 
question, let me announce that Mr. Jackson and Mr. Gray both have 
advised me that they must leave at 3 o’clock in order to return to their 

respective homes. We certainly appreciate you gentlemen being with 
us, and you feel free, when you have to, to leave to catch your planes, 

Mr. Gray. Mr. Chairman, may I say I am sorry to leave the dis- 
cussion, but it is necessary that I catch this particular plane. I am 
very happy to have been here, and I am very sorry I have to leave 
ahead of time. 

The Cuatrman. Proceed, Mr. Randall. 

Mr. Ranpatu. Mr. Baker, I think the question is that if we did not 
have the $100,000 annual writeoff, which now has been changed, I 
think—or at least there have been amendments by the House which 
would permit each taxpayer to have a $400,000 writeoff, and then that 
is the end of it. 

If we did not have an exploration writeoff, we could capitalize the 
exploration expenditures or any excess and recover through depletion. 
However, if you have used percentage depletion, of course, you can- 
not recover it. 

If the venture is unsuccessful, you can abandon it, write it off, if 
you are willing to abandon title to claims. At least that is the usual 
result of our arguments with agents. Our agents will not let us write 
off exploration costs when we pull out of a property unless we give up 
title. 

I understand agents handle it differently in different sections of the 
country. But the real incentive, to the nonferrous metal industry, 
would be a full writeoff of exploration costs. I believe, that is espec- 
ially true of the smaller mine operators. 

You go to a board of directors with a mining venture and that is 
going to involve a million dollars, and you have to tell them, “The only 
way we are going to recover this cost as a tax writeoff is through aban- 
donment.” Of course, you have a difficult time selling that. I know, 
because I have tried it. 

I think if I could go to them and say, “I can write off the explora- 
tion cost as an expense as I go along, and the Government is going 
to participate along with me, and if we make money we will divide 
it with the Government, but they will also divide the losses,” that 
would be a great incentive. 

Mr. Baxer. In the absence of this particular exploration deduc- 
tion, say you spent $10,000 exploring to discover a mineral, and you 
found that, then at best you could only charge off $5,200, couldn’t you, 
52 percent of it? 

Mr. Ranpaty. That is right. 

Mr. Baker. And you could never get back the $4,800? 

Mr. Ranpvatx. That is right. 

Mr. Baxer. Mr. Campbell made a different statement there, that 
the limit on exploration should be removed on minerals, that it is just 
as often a necessary expense as making repairs to a building. 

It would be extremely helpful, as I “gather it, if you were allowed 


to simply deduct all your exploration expenditures, and would greatly 
stimulate any discoveries. Is that true? 


M 
A! 
com 
We 
We 
pro] 
deve 
M 
tion 
M 
$106 
M 
thre 
I 
ing 
wit] 
fail 
I 
hay 
spe 
sin 





INCOME TAX REVISION 531 


Mr. Ranvatw. It certainly would. 

AsI pointed out in my own paper here, in a period of 15 years my 
company has spent around $4 million—and we are a small company. 
We have only about $5 million of current assets in excess of liabilities. 
We have spent around $4 million and we haven’t come up with a single 
property over the last 15 years, except one we bought that was already 
developed by someone else. 

Mr. Baxer. Of course, you get no benefit at all from this code sec- 
tion, this exploration deduction. 

Mr. Ranpauu. No, hardly any. You do not get any place with 
$100,000. 

Mr. Baxer. One other observation, Mr. Chairman, and I am 
through, because this subject is very, very important. 

It seems to me that the rate should be looked into, and I am mak- 
ing that statement advisedly, that I do not see how we could legislate 
without again having the recipient of each of these rates justify or 
fail to justify the particular percentage allowance. 

I think a lot of it is a hodgepodge. 1 ’erhaps some is too low; per- 
haps some is too high. I think that when the time comes to consider 
specific legislation, everyone ought to be in a position to justify every 
single rate that is in here or s show that they cannot justify it. 

That is all, Mr. Chairman. 

Mr. Lasperr. Mr. Baker, were you entirely satisfied in your inquiry 
as to why so much foreign production was within the control of 
American companies, but so little U.S. tax was involved? 

Mr. Baxer. Well, yes. I would say that $200 million would sound 
about right. 

Mr. Lamperr. It is all a matter of the foreign tax credit. The 
United States does not receive a tax from an American company 
doing any activity overseas unless the U.S. rate is in excess of the 
foreign rate. Since foreign rates have risen so high all over the 
world, the U.S. interest, with or without percentage depletion, is 
relatively small, despite the large amount of production. 

Mr. Baxer. Of course, initially you would apply the 2714 percent 
to the gross profits minus rents or royalties, and then a credit against 
that would be the foreign tax you pay, so it would wash out to the 
figure of some $200 million. 

Mr. LAMBERT. That is right. 

Mr. Baxer. That is all. 

The Cuarrman. Mr. Ut 

Mr. Urr. Mr. See I just want to say 1 come from a State 
where percentage depletion is a way of life, and any comment from 
me would be academic. 

The Cuarmman. Gentlemen, I have been listening to all of the 
questions propounded of the panel. I have been listening to all of 
your answers, and I must say that all of you are demonstrating a 
vast amount of knowledge of this particular area 

In spite of all the questions, however, that have been asked, there 
are a few that occur to me. 

First of all, let me see if I understand the purport of the state- 
ments that have been made by all of you, I think, to this point: that 
percentage depletion and exploration and development costs are not 
allowable as business deductions in trying to compute taxable income 
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because we have come up with some magic figure or formula in the 
tax law that is essential in order to properly allocate costs and arrive 
at net income for taxable purposes, that if the depletion allowance 
and exploration and development costs are to be justified, they are 
to be justified on grounds other than the sole representation of cost of 
doing business. 

Is that true? I am thinking in terms of other business expenses, 
This is something different, as I gather from what all of you have 
said. 

The theory of depletion allowance, as I understand, came into the 
law in 1926, in substitution for what was known as the discovery 
allowance. The old provision of discovery allowance operated some- 
what in a confused atmosphere from the point of view of taxation. 

You looked at the asset 30 days after you discovered it, if it hap- 
pened to be an oil well or if it happened to be a coal mine. You 
endeavored to evaluate that particular property and then provide for 
allowances over a period of time that would prevent the taxation of 
a wasting capital asset. 

That program, from the point of view of the administration of the 
law, was found to be almost unadministerable. In the process of 
seeking some other solution to the formula, in 1926 was developed the 
idea initially of the so-called percentage depletion allowance. 

This is what I want your help on. As I understand the theory 
of depletion allowance, we are in this section of the law giving recog- 
nition to the fact, under our tax law, for income tax purposes, that 
we are dealing with a wasting asset. 

Is that the basis? Is that the theoretical basis still for depletion 
allowance, or has the basis for depletion allowance changed in some 
way under our present economy to the point that we have also to 
consider other factors in establishing justification for depletion allow- 
ance ? 

Much has been said this morning and this afternoon about the 
national defense aspects of oil and of some of the metallics, perhaps. 
But that was not one of the considerations that went into the original 
development of the theory of depletion allowance, was it? 

Those of you who recall it, those of you who are students of i 
what was the original theory? Was it because we had exceed in 
the law, Mr. Campbell, that we could not administer, and it appeared 
that this was a good substitute for it, and that it was capable of ad- 
ministration? Was that it? 

Mr. Campsect. Mr. Chairman, the history of percentage depletion 
is outlined very briefly in my paper. 

The Cuatrman. I know. 

Mr. Campsey. The first percentage depletion provision was in the 
first Income Tax Act in 1913. 

The CuHatrMan. Was it the same then as today? 

Mr. Camesett. No. It says the original allowance for depletion 
not in excess of 5 percent of the gross income. That is my memory. 

The Cuarrman. That is right. 

Mr. Campseti. But the depletion allowance was related to the gross 
income of the property in the very first act. 

Then, in the 1913 Revenue Act 
The Cuarrman. Pardon me. 





Let me read it. 
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* * * In the case of mines, 5 percent of the gross value at the mine of the 
output for the year * * *,” 

Mr. CampseELu. That is right. 

So percentage depletion was born with the first revenue act. 

The Crarrman. I realize that. 

It was the original theory that we were dealing with a wasting asset ? 

Mr. Campse.u. I think so, because the value of the mineral in place 
was conceived as bearing a relationship to the price you could get for 
it when you sold it. 

Then, in 1917 or 1918, I have forgotten which—that was during the 
World War I—the discovery depletion provisions were added to the 
code. 

In the first act, 1918, the appreciation in value of developed prop- 
erties which occurred prior to March 1, 1913, was treated as a capital 
asset, and it is still treated in the present revenue laws as a capital 
asset. 

There were tremendous administrative exercises in determining the 
March 1, 1913, valuations, and in determining for newly developed 
properties what were their discovery values. 

I went through some of these exercises, and I can tell you that there 
was nothing more uncertain or more difficult. They became so bad 
that in 1924 the C ongress said that 50 percent of net income from the 
property is the maximum that can be taken in any year as a depletion 
deduction based on a discovery valuation. That was intended to limit 
what the discovery valution deduction could be. 

Then in 1926, in order to get rid of the great complexities—really, 
a guessing match is what it “was—inherent in administering the dis- 
covery depletion provisions, effort was made to try to find something 
that was simple which was related in terms of gross income to the value 
of the mineral after discovery, and which was ‘also related to the deple- 
tion allowances which had been made under the preexisting code 
provisions. 

Congress then, in 1926, fixed the maximum depletion rate for oil 
and gas at 2714 percent of gross income from the property after re- 
viewing the figures of the past allowances. That was made in the ef- 
fort to find a simpler and more easily administered substitute for the 
discovery depletion provisions. 

The discovery depletion provisions were made necessary because of 
what had been mentioned here. A man, or a company, would discover 
a valuable mineral deposit and then if he had to pay the regular rates 
on the profits over and above his cost of discovery, he would have little 
left for himself. So the obvious thing to do was to sell it and pay the 
capital gain rates on the profit realized by sale. 

It was a capital asset because it was an asset which could be devel- 
oped or left undeveloped, as the taxpayer chose—or he could sell it to 
somebody else. Then the purchaser would have a higher basis for his 
depletion allowances, based on cost. So it was felt that the discovery 
depletion allowance would encourage taxpayers to develop their own 
discoveries, not force them to sell their discoveries to other com- 
ps inies—which, incidentally would be a wonderful method for promot- 
ing monopoly ‘of natural resources. And the whole thing would be 
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Then in 1932 Congress extended the provisions to other minerals, 
coal and the hard minerals, and I forget which other ones, and there 
they remained without much change until 19% 51, when other minerals 
were covered in. 

There isn’t any doubt that as complicated as the percentage deple- 
tion provisions of the code now are, they are much more definite and 
certain that the valuation exercises we ‘used to engage in under the 
discovery depletion provisions of the old code, and they eliminate 
many of the inequities as between competing taxpayers which de- 
veloped under the old discovery depletion provisions. 

The Cuarrman. The main point I wanted to get, Mr. Campbell, 
you have made available to me, and that is that all along, in the be- 
ginning, from 1913 down through 1926, there was the thought that 
here is a capital asset that, in the processes of production, we look at 
as a wasting asset, and therefore we allow something more than merely 
the cost of doing business in that given year, in ‘recognition of the 
wasting né ture of the asset. 

That was it, was it not ? 

Mr. Campseti. That is true. I would say that is one of the main 
considerations. These provisions are peculiar to the extractive 
industries. 

The other consideration is that since the percentage depletion as 
such is a substitute for the discovery depletion, there is the element of 
encouraging people to retain that which they found, and to operate it 
as a business of their own rather than to sell that which they found to 
someone else. I think this is a very significant point you made. 

The Cuarrman. Yes, Mr. Lambert. 

Mr. Lampert. Mr. Chairman, in your comments you raise the ques- 
tion whether national defense factors had a very important bearing 
on the early development of this provision. 

I think the record shows that in 1918, they are the end of World 
War I, the United States was woefully short of vital mineral resources, 
and the depletion provisions in the law which you must read had not 
proved enough of an incentive to develop what we needed. That is 
why in 1916 the discovery principle was introduced as a solution to 
what hi ud really not been going well. 

The Cuairman. It was not much of an incentive, Mr. Lambert, at 
that time, because of the corporate tax rate being so low compared to 
what it istoday. I think it was about 13 percent. 

Mr. Campeve.i. No, they were much higher in World War I. They 
were terrifically high. 

The Cuamman. That is true. In 1926, when we adopted the de- 
pletion allowance we now i the rates were lower. I think the 
corporate rate was 13 percent. I don’t know how much inducement it 
was. Perhaps it was some inducement, but it would be less inducement 
than perhaps today. 

Mr. Srerner. Mr. Chairman, I suppose everyone can have their 
own guesses as to congressional intent at an earlier time. My own 

eading of the record shows there were repeated assertions that this 
ee am in 1918 was designed not because these were wasting assets, 
but. because of the need to st timulate their production. 

The CHarrman. From the very beginning, there was the theory 
back of this special allowance that we were dealing with a wasting 
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asset on the one hand, and that there was need, for purposes of our 
own growth or defense, for the stimulation of further discovery, ex- 
ploration, and development. 

Then, that was the theory of it. This is the argument that is still 
made today, in justification for the theory of depletion allowance. 

Without regard to any particular item enjoying depletion allow- 
ance, is there agreement among all of us that depletion allowance is 
now working, as it was initially intended to work, and that it also 
is justified in continuance, for the reasons that initially prompted 
the enactment of the idea into law. Namely, that we are dealing with 
wasting assets; namely, that there is need for further discovery of 
assets. 

What is the thinking of the panel? Do those original points still 
remain in justification ‘for a continuation of the present theory of de- 
pletion allowance ? 

I am not talking about rights or when it should apply or anything 
else, but the basic theory of depletion allowance. Do you all agree 
that the depletion allowance has to be within the tax structure, or 
some other means to compensate for these two things, and perhaps 
for the risks that are involved ? 

What do you say on that, Professor Steiner ? 

Mr. Srerver. | think that raises a question of fact rather than a 
question of our views. It seems to me quite clear that there is some 
incentive to investment in oil and to oil discovery as well as to pro- 
duction, given by this. It seems to me that, following up with what 
Mr. Galvin said earlier, here is the crucial question on which we need 
facts: Just. how much difference does this make? Just how much 
extra oil does this produce? And with respect to a question Mr. 
Menge raised, how important is this to our national defense ? 

I think that is a question we on the panel cannot answer. If we 
are buying reserves we do not need, the benefits will be low. If we 
are buying reserves that are critical to our survival, the benefit is 
very, very large. 

The Catrman. I heard you say that this morning, that we needed 
more study, and all three of you ov er to my right, were in accord. 

What you want, what you suggest, is the need for study of the point 
of whether or not depletion allow: ance, as we now have it, is serving the 
purpose for which it was originally intended. Is that the point? 

Mr. Srerner. I would say so. 

The Cuatrman. And that we do not have sufficient factual informa- 
tion to enable you to answer that question yes or no? 

Mr. Srerver. My own point of view is that one can focus merely on 
the costs and say “this i is terribly expensive,” and “look what we could 
save by cutting it out,” but that this would be dangerous. We badly 
need data on benefits. 

The CHarrman. Are we, in the area of depletion allowance, ac- 
tually dealing in all instances with a wasting asset ? 

Remember that it applies to most everything except air. 

Does any member of the panel say that in all instances we are deal- 
ing with a wasting asset in the application of depletion allowance? 

Mr. Gonzatxez. I think you would have to say that it generally deals 
with a wasting asset. You can take the matter of ; sand and gravel 
and say that, in total, there may be such large supplies that we need 
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not concern ourselves about the depletion of an individual sand or 
gravel pit. Nevertheless, as far as each individual owner and each 
property is concerned, there is the depletion of a wasting asset when 
you produce sand or gravel or any other mineral resource. 

The CHAIRMAN. Is it just an asset. or does it have to be an asset of 
some value, in order for depletion allowance to be justified ? 

If it is a capital asset that we are depleting, and we are wasting away 
a capital asset, should it be for this purpose confined to assets that 
have value? 

Mr. Gonzatez. It has to be an asset of economic value. 

The CHatrman. You would not, then, allow depletion allowance in 
the case of minerals for which there is no value initially until there 
is some processing? Is that your point? 

Mr. Gonzaez. Let us take a specific case. We know that shale oil 
exists in large quantities in the Rocky Mountain States. It is not 
being mined now, because it is not commercially feasible to mine it. 
Therefore, no depletion is taking place and no depletion is being al- 
lowed on that shale oil. 

However, if it becomes commercially feasible to mine shale oil, then 
there will be a value, there will be depletion and there should be a 
depletion provision. 

The Cuatrman. If they develop a process, in other words, for ex- 
tracting the oil from the shale, then the shale itself will have value? 
Is that your point? 

Mr. Gonzatez. Yes, the shale will have value. 

The CHarrman. I am not thinking so much with respect to those 
things that we have not included in depletion allowance as I am think- 
ing of those things that we have included within the provision of de- 
pletion allowance, where there is some question in my mind about the 
original asset, or the capital asset involved, having value initially. 

Mr. Gonzaterz. I believe shale oil is included. 

The CHarrman. Yes, it is, but we don’t have any processes for its 
extraction, and therefore the depletion allowance is apparently not 
being utilized. 

The suggestion is that we make the depletion allowance for shale 
27% percent, and then the process will be forthcoming. We have had 
testimony to that effect before the committee in the past. 

Mr. Mason. Mr. Chairman, would you yield right there on that 
point ? 

The CHatrMan. Yes. 

Mr. Mason. As to the value of the asset, in general, sand and gravel 
have very little value. But if I own a gravel pit or a sand pit, that 
has value to me, and you are taking away the value when you are 
mining it, taking it out. 

So the value of the person who owns the pit is the measure upon 
which the depletion should be allowed. 

The CuHarrman. Or whatever it is worth to the person, not what it 
can besold for. Is that the point ? 

Mr. Mason. No. If you canont sell it for anything, there is no 
value in it. If you can sell it for 10 cents a load, there is that much 
value in it, and of course the depletion allowance is on the 5 cents. 

The Cuarrman. That is what I am getting at. 
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Then, would the panelists agree that you would not allow the idea 
of depletion in instances where the capital asset wearing away does 
not have intial value as it is found or discovered ¢ 

Mr. Sterner. I would disagree much more broadly with what Mr. 
Mason said and what you perhaps were implying. 

It seems to me it is neither its wasting character nor its having 
private value that justifies depletion; it is ; that it has a public value. 
The justification for collective public bodies such as Congress provid- 
ing a special provision, is that there is a value to society of this re- 
source that exceeds that to the individual owner, that there is need for 
more of this particular resource than the market alone will produce. 

This is what brings me repeatedly back to the national security con- 
sideration. If, for example, we were fortunate enough to have 
diamond mines ‘in this count ry, I think one would have a very difficult 
time justifying percentage depletion; that is, depletion in excess of 
the full cost of devslcpeuand on a resource of this sort. 

I myself have never, on this basis of my own thinking about it, seen 
why it was necessary on sand and gravel. Granted it is now built 
into the structure and therefore it is important to the people who re- 
ceive it, this does not seem to me a resource that is scarce with respect 
to national needs, and that therefore justifies special treatment. 

The CuHatrrman. What I am oo, about is the original concept 
of depletion. As pointed out by Mr. Campbell earlier, we were look- 
ing at the gross value at the mine, and at that time, perhaps the items 
that were depletable were such that each of them had a value at the 
mine. But in the process of years we have included items within this 
section on depletion wherein they tell us that a depletion allowance 
at the mine or with respect to the initial asset does not provide any 
tax reduction whatsoever, that we must wait until some of these so- 
called processing steps have been taken with respect to it, in order 
for us to establish first value. 

When we do that, are we actually going beyond the concept that you 
gentlemen have of the depletion justification? I would like particu- 
larly to have those of you who are in the mining business or oil pro- 
duction business to respond to that. And if your answer is that you 
think that it is justified, I would like to know why. 

Mr. Campsevit. Mr. Chairman, I will try to answer that one. 

I think, since the percentage depletion provisions are tied in to gross 
income and do net income, those figures, gross income and net income, 
have to be determined at the point where the mineral does acquire what 
you might call value for the market purposes. 

That is a subject which has an infinite variety of circumstances in 
different minerals. Mineral industries have different practices. I 
understand that out west they have a number of small mines which 
may take their raw ore to one smelter, and it services a large number 
of mines. In the coal industry, the normal procedure is to have the 
preparation plant at which the coal is sized, cleaned, and loaded into 
railroad cars or trucks, at the mine, that is, at the point of production. 

I do not think it is possible to make one general rule to determnie 
the proper cutoff point for all minerals—that is what they call that 
problem: where is the proper cutoff point for determining the allow- 
ance—or to say that what is proper in one industry is necessarily 
pret in the other, or that you must have the same rule in all of 
them. 
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After all, this is a process of nice adjustment to find what is the 
right point which will give a fair allowance to the industry and no 
more than that. 

The Cuarrman. The question of a cutoff point with respect to de- 
pletion allowance, in the instance of a certain mineral, perhaps, can 
be as important or more important than the overall rate of depletion, 
can it not? 

Mr. Campsetu. That is correct; it certainly is. 

The CrHarrman. For example, if there is a mineral that has no 
value to begin with, you cannot fix the value for purposes of deple- 
tion until you find the finished production or reach the finished prod- 
uct and allow a deduction from gross income, in that instance, of 10 
percent. That may well, to that industry, be more of an allowance 
for this purpose than it would be to the oil industry that has 2714 
percent depletion, based upon the crude oil. 

Mr. Campsety. That is correct. 

The CuHatrman. Or if that 2714 percent were based upon what you 
and I buy, the gasoline, I don’t know what the percentage of the 
crude price would be, but it would be greatly more than it is at the 
moment. 

Mr. Campsetu. I understand that that is a subject which is actually 
before this committee now, and that studies are being made to de- 
termine what should be the proper cutoff points with respect to the 
various minerals. 

The Cuatrman. The decision was delayed until we could look at 
this overall problem. 

Mr. Campsett. I am happy to say I don’t know of any controversy 
between the coal industry and the Treasury with respect to that 
problem. 

Mr. Lampert. I am glad to say the oil industry is not involved in 
this controversy. The cutoff point is very clearly set out in the 
regulations. 

Mr. Garvin. Mr. Chairman, there have grown up in the extractive 
industries two general business practices, one to establish at the mine 
or wellhead a market price, because the people who produce the prod- 
uct are not necessarily the same ones who transport and refine it. Of 
necessity there has been a negotiation, a bargaining, and an arrival at 
a price at the mine or wellhead. Thus, the calculation of the per- 
centage on that figure at the mine or wellhead becomes fairly easy for 
those extractive industries. There are others, however, who have not 
developed this practice of establishing a field price or a mine or well- 
nead price. These are cases in which the entrepreneur not only 
extracts but also transports and then processes it into something that 
has value. 

If you once decide that percentage depletion for all of these ex- 
tractive people is necessary as an incentive, I do not think you can 
say that just because the ore, the cement rock or the brick clay or 
whatever it happens to be, does not have a market price, a tradable 
price at the quarry, that is is not entitled to depletion. It is simply 
a mechanical method that has grown up in the industries involved to 
fix the market price after it goes through the processing plant. It 
is simply administrative convenience, it seems to me, to say, “We will 
calculate the depletion on that price when it comes out of the plant, 
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because that is the first time we have people bargaining and negotiat- 
ing for a price. ” 

People complain about the oil industry having the 2714, and some 
others with 15 and 5. Well, that is not a fair comparison. 

As you pointed out the 5 may be calculated or the 15 may be cal- 
culated on the finished brick, or the crayons in the crayon package 
that the school kids buy, or on the cement already in sacks. 

The Cuatan. Or salt in a package. 

Mr. Garvin. Or salt in a package. 

Then, I think you get back to the question of the rate on this particu- 
lar extractive group as being compensatory for the risks undertaken 
by compar ing the dollars of ‘deduction with gross revenues. 

The Cuatrrman. The reason I am asking some of these questions is, 
that I have always thought that the cost of these capital assets that are 
being sold under income tax rates, whatever they are, should be given 
some allowance. I do not necessarily disagree with the theory of giv- 
ing some allowance of that nature through tax law where there is this 
public interest to be served. 

But when this program is used as we have allowed it to be used— 
and I suspect I voted for most of it—to allow a reduction in the amount 
of tax where the public or national interest is not being served, then 
I think we run the risk, of gaining such unfavorable reaction from 
the public that even the justifiable amounts are in jeopardy of losing 
that. exclusion in time. 

There must be, therefore, some overall consideration as we are 
presently giving, in my opinion, to this entire subject matter, in order 
to weed out those things that have crept in, where no public interest or 
national purpose, perh: ups, is to be served, in the hope of preserving 
this theory that has been in the law from the beginning for the benefit 
of those that are justified in having it. 

Would all of you agree? 

(Indications of assent. ) 

The Cuarman. Everybody agrees. 

Would you agree that there are certain things within the depletion 
allowance that do not fit the dese ‘ription of being i in the public interest 
or serving a national purpose ? 

Mr. Camesett. Mr. Chairman, I think the American Mining Con- 
gress made a very carefully prepared statement on this subject. I 
think that represents the views of most of the mining people. 

The CuarrMan. Iam glad to know that. 

Now, let me get back to the specific question of the rate. 

I think it is important that each one of these items not only be looked 
at from the point that we have just discussed, but that it be looked at 
on an individual basis when we consider rates. 

The argument has always been made with respect to oil and gas 
production that the present rate of 2714 percent is justified because of 
the requirements for further explor ation, discovery, development, and 
so on, in the interests of national defense, or ov erall national interest, 
and so on, in addition to the original concept within the law of the 
wearing away of an asset. 

There is no question about the oil that comes from the ground hav- 
ing value and the depletion allowance being applied at that point. 
We do not get into all the applications of it. 
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But let me ask you whether or not there is any inconsistency, as 
some contend, involved in encouraging oil production through these 
more favorable tax provisions that exist with respect to oil and g 
and simultaneously limiting the production from those wells and also 
limiting imports of oil. 

To many people that is a rather inconsistent position that we are in. 

Dr. Gonzalez, I will ask you first, if you will, to comment on that. 

Mr. Gonzatxz. I think your question is directed to the view of some 
people that the extent of prorationing of production in, let us say, 
Texas and Louisiana, is an indication that too much capital has been 
attracted. 

The Carman. I am thinking not only of that point—and that is 
a part of what is involved in this observation—but of those who are 
opposed to the depletion allowance, who write me or who talk to me 
and say they think there is a degree of inconsistency in a tax law that 
provides a greater incentive for further exploration, discovering, and 
development, when at the same time there is a limitation placed within 
the State on the amount of oil that can be processed through existing 
wells, and at the same time, limitations are placed upon the amount 
of oil that can be imported. 

They are led to the conclusion—and I would like your observation 
on the point—that there is less justification than some would assert 
for a continuation of the incentives that are presently within the tax 
law. 

Mr. Gonzauxz. I would like to address myself to that question and 
to bring out some of the points that are set forth in my paper. 

First of all, you are well aware of the fact that under our system 
of government, the States have police power and the power to con- 
serve their resources. Under that police power, they regulate the 
rate of production in order to prevent physical waste, which is highly 
essential to the Nation, and in order to protect the correlative rights 
of individual property owners who are involved in the same field 
and who are competing with each other for the right to withdraw 
oil from the same common reservoir. 

In the exercise of their police power, the various States have adopted 
certain conservation laws and authorized administrative agencies to 
impose regulations on the production of oil and also of gas. 

In recent years these regulations have appeared to call for what 
some people consider a severe curtailment of production. From this 
they have concluded that we have developed too much oil, and there- 
fore, that there is an inconsistency between restricting production on 
the one hand and then giving an incentive through depletion to en- 
courage the discovery and development on the other hand. 

However, as I point out in my paper, this analysis is a very short- 
sighted one, which looks only at the question of temporary productive 
capacity and overlooks the need for this reserve capacity of 1 to 2 
million barrels a day that is considered desirable for national security. 

Furthermore, when we look at the long-term measure of the ade- 
quacy of our petroleum resources, namely, the reserves that we now 
know to exist, we find that this measure is not increasing, and indeed, 
that the relation of our known reserves of oil to our consumption of 
oil in the United States is declining. 


By that standard, we have not attracted enough capital into the 
petroleum industry. 
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Similarly, the restriction of imports is not, as commonly thought, 
due to any belief that the United States has too much oil currently. 
Quite the contrary, the restriction of imports, as clearly set forth 
by the Cabinet committee, was based on concern that we were not 
developing domestic resources at the rate that we should develop them 
for reasons of national security. 

Therefore, imports were restricted in order that they might not 
discourage the rate of development required to maintain the proper 
level of domestic reserves and production. These two policies, then, 
are quite consistent, and they are designed to provide this country 
with adequate supplies, supplies that are considered adequate for our 
national security and economic progress. 

The Cuarrman. Mr. Lambert? 

Mr. Lampert. This excess producability may not be a long-range 
factor, itself. According to forecasts, a bare 7 years from now, in 
1967, the demand in the United States will be 14 million barrels a 
day, approximately twice our current consumption. Whether at that 
time the producability will be 15 or not, I do not know. But I would 
imagine that there will not be any proration, at that time. The de- 
mand is skyrocketing so rapidly and the long-range forecast indicates 
such a heavy consumption of petroleum products that this will not 
long continue. 

The Cuarrman. Mr. Menge? 

Mr. Menor. Mr. Chairman, I would like to point out one particular 
fact regarding a statement by Mr. Gonzalez, that known reserves to 
consumption are presently declining. His conclusion from this is that 
we have not attracted enough capital into the petroleum industry. 

This decline may result from the fact that we are subsidizing the 
consumption of our present reserves, because our depletion allowance 
applies to the drilling of wells which consume present reserves, as 
well as to the drilling of exploratory wells. Thus, on the one hand, 
we are constantly seeking out more oil, and on the other hand, we are 
constantly exploiting the reserves which we find. 

If we continue to pursue this policy, we never will have enough 
reserves. 

Mr. Gonza.eEz. Professor Menge, you draw a distinction between 
exploration and production as though there were some value to be 
derived from simply exploring for resources and then, knowing we 
have them, to hoard them indefinitely without producing them. 

Obviously, it would be equally wasteful to follow such a poiicy. 
The only value of resources is when they are produced and used in the 
economy to generate income. Actually, depletion encourages ex- 
ploration. Once fields are discovered, they are of value only if they 
are developed and if oil is produced from them. 

It wouete foolish to tie up unnecessary amounts of capital simply 
to have large discovered, but undeveloped and unused oil resources. 

Mr. Menar. I quite agree with you, but it would not be foolish for 
purposes of national defense. In other words, this is a problem of 
national defense. If you wish to state that, on a nondefense basis it 
would be foolish for an individual company to go out and discover 
vast reserves and then not to develop these reserves and produce, 
I would agree. But I would maintain that by and large, we can 
depend upon the price system for this. 
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But if national security is one of our considerations, then I do not 
see how we can urge that we should create reserves for national se- 
curity and then at the same time use them up in current production. 

Mr. Gonzatez. Actually, the using up of our reserves does not de- 
plete our resources, as the whole history of the industry shows. We 
have more reserves now than we have ever had in the past. 

What happens is merely that we develop the reserves as we need 
them. You have in mind the idea, perhaps, that the Nation should 
have a stockpile of petroleum. 

Mr. Mence. Yes. 

Mr. Gonzauez. Perhaps so; but if so, this should be financed by the 
Federal Government under ‘ separate program, and this would re- 
quire tremendous quantities of capital and represent a very large 
cost to the taxpayers, when it can probably be handled, and in my 
judgment is being handled, much more economically, through the 
present tax provisions, which provide adequate supplies not only for 
immediate consumption but also for national emergencies. 

Mr. Mencr. I am not so sure that the costs involved would be 
cheaper under the present system. Again, of course, we have no facts 
on this, and this is something that Professor Galvin alluded to pre- 
viously. It would be interesting to know which method of providing 
reserves would be cheaper. 

Mr. Gonzatez. You are aware of the fact that the cabinet com- 
mittee that considered this specifically talked about stockpiling as 
an alternative and came to the conclusion that this was not desirable 
alternatively. 

Mr. Menece. Yes, but I did not see any figures involved in it that 
would indicate to me that this was a cheaper policy. 

The CuarrMan. It is also contended by some that the present theory 
of depletion allowance as it operates is wrong because it is not limited 
in any way to actual values, in the sense that it may go on for a 
period longer than the realization of original values from under 
ground. . 

But should there be any limit placed with respect to the present 
operation of depletion allowance so as to permit the operators merely 
to recapture those values which are wasting away, in the sense that 
maybe the total value, say, is $200,000 but through the operation of 
this depletion allowance through the years, the depletion allowance 
may be applicable with respect to $400,000, or whatever figure you 
want to use. 

Should it be limited in any way to the lesser of the two figures, 
through some device that might be worked out in law. 

Mr. Camprety. Mr. C hairman, are you suggesting that we continue 
to use cost depletion but compute it either on the basis of a fixed 
amount per unit produced or on the basis of a percentage of gross 
and net incomes, as we please, but stop when the cost basis has “been 
met? Isthat right? 

The Cuarrman. I am suggesting that the present depletion allow- 
ance is criticized because it “does not relate in any way to original 
costs or original values, and in the opinion of many it should be 
limited to those or iginal values. 

Mr. Camppeiy. That just gets back to cost depletion. 
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The Cuarrman. Except for this: That you would operate under 
the present system, limited to the results that would perhaps flow 
from cost allowance. 

Mr. Camprett. That is a question only of timing, when you take 
the deduction. 

The theory of percentage depletion is, as we have outlined by exam- 
ining its history, that the capital value of the product is related to 
its sales value. You never know, when you discover production, how 
much you are going to produce from it. If you adopt the idea of 
trying to estimate a discovery value, that is, the present value of 
deposit, which you will deplete down to that value, then you get into 
this tremendous amount of guessing, which is all eliminated by the 
use of percentage depletion, which says that the ultimate capital value 
of your deposit is related to what you can get for the product when 
you produce it and sell it. 

So if you would eliminate the idea that you would continue to take 
a depletion allowance as long as you produce the minerals, then I 
would say that you have got into just another method of computing 
cost depletion, and it would be utterly valueless to the industry. 

Mr. Gonzatez. Mr. Chairman ? 

The Cuatrman. Yes, Dr. Gonzalez. 

Mr. Gonzatez. I would like to call attention to the fact that one 
of the basic problems in the minerals industry is that there is a wide 
variation between the development in individual properties and their 
value. As illustrated by Mr. Randall’s example, a firm may have 
had 10 different ventures on which the firm spent a lot of money and 
only one of which finally ends up being successful. 

The mere fact that the losses on the unsuccessful ones were allowed 
as a deduction does not mean that there was not a cost greater than 
the book cost of the successful property. Every economist knows the 
concept of opportunity costs, and the fact that if you risk money and 
lose it, the tax deduction still leaves you with an opportunity cost 
that you have to get out of the successful ventures to come out whole. 

Therefore, it is the difficulty with trying to get at the cost of each 
successful producing propery that has led Congress to adopt this 
simple administrative concept, first, of discovery value for each prop- 
erty, and then the administratively feasible percentage depletion. 

Therefore, it would not make sense to grant percentage depletion 
limited to cost. 

The CuatrmMan. Does anyone else desire to comment ? 

Mr. Campbell. 

Mr. Campseti. Mr. Chairman, I think I mentioned in my paper the 
fact. that to my knowledge, I do not know of a single coal mine which 
has been uniformly profitable throughout its life. Many of them 
operate at a loss or near a break-even point, and those that are profit- 
able have a good many loss years. 

As you know, you cannot recover any eg from losses; it is 
only from those years when you have profits. I do not know of any 
company that operates only profitable runs. Most companies have 
some mines that are ordinarily profitable, some near the break-even 
point and some that are losing. By limiting the deduction to those 
which are successful and only letting those recoup costs, you would 
make it almost impossible for the india to carry these other mines 
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which do not yield any substantial profit but which do contribute 
very materially to the total output of the country. 

The Cuatrman. In this area, the courts have over the years de- 
veloped the concept of economic interest. 

Have members of the panel made sufficient study of that to tell 
me just how far, without any legislation, this concept might be 
extended ? 

Mr. Sneep. Mr. Chairman, I suppose that is in my area of compe- 
tence as much as any of these issues you have posed have been. It 
seems to me that in the recent Parsons and Huss decisions by the Su- 
preme Court last spring, the area of activities which could be classi- 
fied as an economic interest has been narrowed somewhat. 

The Cuatrrman,. By the court? 

Mr. Sneep. By the court. 

And it seems to me the court may have returned to the position it 
occupied in about 1940 in connection with the Bankline and Elbe Oil 
Company decisions. 

Mr. Campsety. Mr. Chairman, I think suggestions have been made 
to this committee heretofore that the economic interest which would 
justify depletion allowance be defined. 

Obviously, the court has gone too far out on the limb in some of 
their decisions as to where an economic interest, that is, a depletable 
interest, existed. 

The Cuarrman. There is really no end to where that concept could 
take us. 

Mr. Campsein. That is right. And I think most everybody in 
the mining business will agree that there should be some statutory 
limitation placed on it. 

In the Southwest Exploration case, which is one of the leading cases 
on that subject, a landowner through whose land a well went down to 
an offshore oil deposit in California, which deposit was not owned by 
him, was allowed a depletion deduction. In that. particular case, he 
got a rental which was related to the profits of the interprise. But I 
cannot see where that landowner jek any depletable interest in the 
minerals. He had no ownership interest in them, and he had no in- 
vestment in them, yet the court allowed it. 

It has been allowed in too many cases in some of these stripping 
contractor cases, where the contractor had agreed to remove and de- 
liver so much material at a fixed price, and yet he was allowed deple- 
tion, having no ownership in the mineral or any investment in it. 

Mr. Lampert. It is very well established under our law that the 
depletion allowance can only be taken once and can only be divided 
between parties having an economic interest. 

The CuarrmMan. Well, it should only be taken once. That is your 
thought? 

Mr. Lampert. That is right. 

The CuHarrman. If there is a royalty which is included before the 
company takes its depletion, then that royalty is entitled to depletion 
on the amount of the royalty. 

Mr. Lampert. And the operator does not get the depletion on that. 

The Cuamrman. That is right. There is a division of money before 
the application of depletion. 

But under existing law, as I think the Congress intended, there 1s 
only one depletion allowance permitted with respect to each dollar. 
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Mr. Lampert. As you may know, other countries provide for de- 
pletion allowances to shareholders: Canad: a, for instance. 

The CHarrMaAN. | know that. . 

Let me ask now: Dr. Gonzalez, you have gone over this briefly in 
your paper, but I have wondered whethere there is actually an in- 
consistency between the expenditures that are charegable out of income 
in the case of the oil industry and the other segment of the mineral 
industry. In one, the intangible drilling costs are deducted ; the other, 
exploration and deve lopment costs, to a limit. Is the present treat- 
ment between the two inconsistent ? 

I will ask you and Mr. Lambert first and then Mr. Randall. 

Mr. Gonzauez. I think Mr. Lambert would be in a better position to 
answer that question, Mr. Chairman. 

Mr. Lampert. As | reported in my paper, there is some inconsist- 
ency in the tax treatment of exploration and development expendi- 
tures, in that for the most part, exploration costs are capitalized under 
the rules of the Internal Revenue Service and are tied up for many 
years in unamortizeable capital, whereas in the case of intangible 
development costs, there is an option to charge those to expense. 

The two types of expenditure are quite different, and although there 
are many good reasons for allowing the current writeoff of explora- 
tion costs, it is not contended by me or by anyone that I know of that 
they are of the same nature as int: ingible development costs. They 
are a different type of cost. 

The Carman. Now, Mr. Randall, do you want to agree with the 
conclusion that there is an inconsistency in present treatment ? 2 

Mr. Ranpauu. As between oil and nonferrous metals ? 

The Cuairman. That is right. 

Mr. Ranpaut. Briefly, I will tell you what it is insofar as the non- 
ferrous metals are concerned. I am not too familiar with oil. Prior 
to 1951 we could not deduct exploration name Since then, Congress 
enacted a law which gave us $100,000 a yea 

Oil, I guess, is somewhat different, is it sant ? 

Mr. Lampert. Yes. 

Mr. Ranpauu. So if this is an inconsistency, it is an inconsistency. 

The CHarrMAn. Do you think there is an inconsistency # 

Mr. Gatvin. Yes, Mr. Chairman, because the oil industry i is pre- 
cluded from deducting their geoglogical and geophysical costs in con- 
nection with exploration, whereas the other mining groups do have 
this recently enacted limited deduction with respect to exploration 
costs, which seems to me to be an illogical thing. If you decide that 
minerals are necessary and you decide ‘ths at you ought to encourage the 
development of minerals, this administrative requirement of having 
to capitalize exploration costs in the case of the oil and gas industry 
and then deduct the cost when you abandoned the property is just 
not justified in the light of treatment of the drilling costs or in light 
of the treatment of exploration costs in connection with the nonoil 
and gas extraction. 

The Crarrman. Is there any inconsistency between the present 
treatment of intangible drilling costs in the oil industry and the de- 
preciation allowances that we discussed on yesterday, applicable across 
the board ? 

Are intangible drilling costs any different from any other assets, 
the tangible ‘assets that have to be capitalized and depreciated ? 
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Mr. Campsett. Mr. Chairman, intangible drilling expenses, like de- 
velopment expenses, represent nothing ‘but holes in the ground. You 
have nothing to sell there. You have something that you might use 
in production of minerals, but it has no independent or intrinsic value 
whatsoever. 

Mr. Lampert. Wages, fuel, repairs, in connection with the drilling, 
clearing, and cleaning of w ells, and the preparation of wells for the 
production of oil and ; gas. 

The Cuarrman. Wages with respect to any misoperation are an 
ordinary business deduction. 

Mr. Lampert. That is right. 

The CuHarrman. What is the fuel you were talking about ? 

Mr. Lampert. Fuel used in the preparation and drilling of a well. 

The CuHarrman. You mean the fuel you use to drill the well ? 

Mr. Lampert. That is right. 

The CHarrman. The fuel that is used by most any business is a 
business deduction, is it not? 

Mr. Lampert. It is an ordinary business expense. 

The Cuarman. What are some of the other things that are in- 
volved in intangible costs? Are there any that are different? 

Mr. Lampert. The distinction is that wages in connection with the 
erection of a building, for example are capitalized with the cost of 
the building. But wages in connection with the drilling of a well are 
allowed to be expense, because the well itself has no salvage value. 
These intangible costs are not salvagable. They have no utility if the 
well is dry. They cannot be sold or salvaged or in any way realized 
upon by the ti ixpayer if the well turns out ‘to be nonproductive. 

So the chief distinction between this type of intangible cost and the 
intangible cost as incurred by other taxpayers in connection with de- 
preciable property is the intangible nature of these costs and the non- 
salvagable character of these expenditures. 

The CuatrmMan. It is contended, at least it has been contended to me 
by some, that there is duplication in the allowance of intangible drill- 
ing costs and also depletion in the same year. Say—you hit a profita- 
ble well—you begin to produce within the proration provided by the 
State, you have income. Out of that income you deduct your intangi- 
ble drilling costs of drilling the well. Then you deduct your depletion 
allowance ‘against your sales of the crude. 

Is there a duplication of allowances, as contended by some, in that 
operation ? 

Mr. Lameerr. Mr. Chairman, that is a common misconception, that 
simply does not exist under my view. The confusion results from a 
misunderstanding of the two types of capital. The depletion allow- 
ance relates to the w asting asset of the natural deposit, which is cap- 
tured under the processes of development. The intangible develop- 
ment cost is the cost of installing or erecting a man-made facility. It 
has entirely to do with process of emptying the resource as distin- 
guished from the resource itself. 

This misconception of a double deduction, I think, arose from the 
fact that from the early history of our income tax law and regulations 
the Treasury interpreted these expenses, if they were capitalized by 
the taxpayer, as depletable capital, when in reality, by their very na- 
ture, they are depreciable capital. If they had properly been classi- 
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fed as depreciable capital, this misunderstanding never would have 
arisen, because the capitalized depreciables would have been return- 
able through depreciation or expense, under the option, and the capi- 
talized value of the wasting asset would have been returnable as de- 
pletion. But it is incorrect and improper to classify this type of 
apitalized expense as a depletable cost, because it does not become a 
part. of the natural resource. 

The CuarrmMan. Let me ask you and Dr. Gonzalez if it is essential 
to the discovery of additional reserves of oil, say, for the oil industry 
to have the privilege of writing off, as an expense in the first year of 
the operation, these intangible costs that are not permitted as an 
expense with respect to other operations. What you are doing in the 
oil business as you describe it is getting your derrick up, your well, to 
where it will produce. What of the man who goes into the manufac- 
turing business? Is he not doing the building of a plant and putting 
equipment in it? Is that distinction actually essential, and should it 
be continued in the future ? 

Mr. GonzaLez. You are addressing yourself here to the question of 
timing. 

The CHarrMan. That is right. They would be deducted if they 
were capital assets, over a period of years, on the basis of some 
formula of depreciation. 

Mr. Gonzatez. The timing of these necessary expenditures for 
intangible costs? 

The CHarmman. That is right. I had no thought in mind that 
they would not be allowed in time. It is the timing that I am think- 
ing about. 

Mr. Gonzatez. On this question I would like to point out that the 
uncertain life of producing wells, even at the present date, and the 
desirability of prompt development of newly discovered resources 
constitute the principal reasons for continuing this option to 
deduct—— 

The Cuarrman. However, Dr. Gonzalez, that same argument could 
be made and is made, I think, by some people who go into other 
forms of business. There is some degree of uncertainty connected 
with them, as to how long they are going to last. 

Mr. GonzALEz. Yes. 

The CHatrMan. You have some other reason, I am sure. 

Mr. Gonzatez. I would like to point out, however, that in many 
cases of capital investments in other businesses, it is quite feasible to 
borrow a large part of the capital for putting up the facility, because 
the borrower is so certain that there will be an asset that will cover 
his loan. 

In the case of new wells, you ordinarily have to put up other prop- 
erties of greater value than what you are borrowing in order to be 
able to borrow money in order to drill wells. 

I would like to point out that in the large Spraberry Field of west 
Texas, which was developed in recent years, production dropped off 
quite rapidly and a very substantial number of wells have had to 
be abandoned in that field. This is true of many of the wells that 
are classified as discoveries. If the intangibles had been capitalized 
on these wells and then taken as a depreciation, these later develop- 
ments would have meant that you might end up with a property that 
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no longer had any income but still had capitalized intangibles to be 
recovered. 

I believe that the complexities of trying to go the route of depre- 
ciation relative to the present system would complicate the admin- 
istration, and furthermore, that the disadvantages of this change 
would outweigh any costs. 

Mr. Garvin. Mr. Chairman, I think the trend you gentlemen have 
followed in recent years has been to afford taxpayers an opportunity 
to expense or capitalize at their election. You have expanded this 
concept into circulation expenditures and research and development 
expenditures, and a variety of other types of expenditures that might 
be capitalized or, as you have offered the taxpayer now, an opportunity 
to expense. 

Moreover, I think your tendency in recent years in legislative en- 
actment has been to give taxpayers more choice, more elections with 
respect to timing of income and deductions. 

The claim-of-right sections are a good example, back pay and so 
forth. It seems to me that any tinkering with this particular timing 
device would require a reevaluation of your weeks philosophy of 
offering the taxpayers greater flexibility in timing . 

The Coarmman. We have not extended the theory of flexibility to 
such an extent that it would be impractical, in my opinion, to make 
changes in areas where it has been extended. We had considerable 
complaint on the part of a lot of people through the continuation of 
the 5-year amortization in case of other businesses connected with 
national defense needs. 

On the basis of the argument that is made, I am considering whether 
or not the oil industry as a part of our overall national defense, for 
purpose of this question, is different from other business activities, 
and must of necessity have this, as I call it, 1-year amortization in the 
form of the writeoff of intangible drilling costs. 

Certainly to me there is a distinction and a difference in the treat- 
ment here in this particular area with respect to other businesses. 

Mr. Sneep. Mr. Chairman, I would like to point out that there is 
involved another problem than that of timing, and that is the conver- 
sion of ordinary income into capital gain through the use of tangible 
drilling and development deduction. Whenever you permit a 1-year 
writeoff, it is possible to convert what would otherwise be ordinary 
income into capital gain in a subsequent year. 

I think that facet of the problem can not be ignored, although 
essentially, from the standpoint of the man who drills and holds 
on to his property, it is a problem of timing. 

Mr. Gonzatez. I would like to mention that I believe a change 
which would require a writeoff over a particular period would be par- 
ticularly hard on the smaller, independent operators. They might 
have more difficulty borrowing money to finance the drilling of their 
wells if this tax provision were changed, and therefore might find 
it necessary or desirable to sell out their properties to larger 
companies. 

The Cuarrman. Does this apply to the total of the gross income! 
It does not apply to just this one property, does it, this writeoff of 
intangibles? It applies to the overall gross income? 

Mr. Sneep. Writeoff of intangibles is taken on each well that 1s 
drilled during the year. 
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The CuarrmMaAn. I know. That is the amount of your intangible to 
be deducted. But is it deducted only against the income from that 
particular well? ob 

Mr. Lampert. No, it is deducted from any income of the taxpayer. 

The Cuarrman. If the reason for continuing it is concern over 
vhat we might do in the area of the smaller operator, then we could 
do what we have done with respect to exploration and development 
ests and limit the amount of it that could be written off in 1 year, to 
where it would not be written off in total in the case of the larger 
operation—if that is the concern that justifies its continuation. 

Mr. Gonzars. I think that could be done. It would introduce 
another complexity into the system. 

The CuairMAN. That is true. 

Let me ask Mr. Lambert: I guess because vf some questions I had 
asked you earlier, and another member, perhaps, you centered the bulk 
of your remarks on the question of depletion allowance for oil and 
ninerals outside of the United States. Very frankly, I have had very 
great concern about the application of this theory that we have, for 
the reasons for which we have had it here in the United States, to 
operations completely removed from the Western Hemisphere, 
wherein the discovery of oil might well not inure to any national 
interest here in the long run, nor to our own defense, but actually 
might be taken by somebody else and inure to their defense. 

We have a provision in the law already, do we not, that makes a 
distinction between allowances for domestic purposes and for foreign 
purposes ¢ 

Mr. Lampert. I am not sure to what section you refer. 


The Cuarrman. No, I am thinking about the distinction that is 
presently in the law, that certain minerals are given 

Mr. Lampert. The difference of allowance on certain minerals? 

The Cuarrman. That isright. In some cases there is oo 23 


percent domestic and 15 percent for the same minera 
depletion. 

Are you suggesting that that difference is unwise, or were you just 
suggesting this with respect to gas and oil? 

Mr. Lampert. I think it is unfortunate that there should be any 
distinction between the depletion allowance available to any silane 
ifitis produced overseas. The mineral producer, whether of uranium 
sulfur or oil, it seems to me, should have the same incentive to 
discover and develop the resource if it is in the foreign currency as it 
sin the United States. 

The Cuatrman. Mr. Lambert, do we serve the same purpose in 
encouraging capital here to discover reserves and encouraging capital 
insome far removed area to discover the same type of reserve? Ordo 
ve do it for a different reason ? 

Mr. Lampert. I think by and large it is for the same purpose. 
These resources are available to the United States. They help to 
levelop our allies. They develop the economies of the friendly na- 
lions, particularly the underdeveloped countries that we are trying 
tohelp. I think these are purposes of our Government. There may 
% certain distinctions, in that a particular strategic mineral within 
tonfines of the United States may have greater value than one in a 
foreign nation. But by and large, in the case of the oil industry, the 
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foreign deposits are of vital value to the United States, as I mentioned 
to Mr. Baker, and if you allow those to be developed by foreign 
nations and foreign companies, I think it would be a serious detriment 
to the United States. 

‘The CHarrMan. But we encourage the use of American dollars to 
— r, explore, and develop these resources. Then, aftey they do 

presumably in national interest, we say it is contrary to the 
satianal interest for those same resources to come to the United 
States. 

I don’t know whether or not the depletion allowance itself is at- 
tracting capital into the discovery of reserves abroad. But if it is, 
then we are encouraging the use of American capital into something 
that we, on the other hand, say we will not consume nor allow to 
come in, because it is contrary to our national interest. 

To me it seems that there is some degree of inconsistency in the 
position that we take of encouraging this development overseas and 
at the same time saying that it is contrary to the national interest for 
us to enjoy the benefit to be derived from it. 

Mr. Gonzatez. Mr. Chairman, I would like to point out, if I may, 
that the primary place of consumption of foreign oil is really in 
foreign countries. 

The Cuarrman. Would it be if we didn’t limit imports? 

Mr. Gonzatez. Yes, it would be, definitely, because foreign coun- 
tries require rapidly increasing quantities of oil for their economic 
development. 

The Cuatrman. What do you do with this oil that we will not let 
com in and that would cemseda except for thes» voluntary quote? 

Mr. Lampert. It is being marketed overseas. Eighty-one percent 
of the total free world foreign crude production is beng consumed 
overseas. ‘The import restrictions, severe as they are to many com- 
panies, including my own, are a relatively small factor in terms of the 
entire world preduction. 

The Cuatrman. Maybe I should not belabor these things that ap- 
pear to me to be inconsistent, because if we had consistency, I know 
we would go beyond the realm of the tax law. 

Mr. Lampert. One of the primary programs, as you know, of this 
administration and previous Democratic administrations has been the 
encouragement of the export of American private capital, for many 
reasons. ‘This is perhaps the most significant single area where Amer- 
ican capital has been encouraged to venture overseas, for the develop- 
ment of the foreign nations and the raising of the standards of those 
people. 

The Cuarrman. I understand, but what I am trying to find out is 
whether or not the national interest is served through the allowance 
of depletion with respect to the production abroad, to attract pro- 
duction abroad, is something different from the national interest that 
is to be served through the allowance of the same amount with respect 
to domestic production. If the theory for the allowance is different, 
then we might well have a difference in the amount of allowance. 

I am not at all endeavoring to argue with you. I am thinking in 
terms of some of the things that disturb me about different polici les 
of Government that we find in play at the same time. 
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Mr. GonzaLez. Mr. Chairman, we should not forget that it is not 
only American companies that are developing foreign oil resources. 

The CHaArRMAN. But it is the American capital that we are say- 
ing is attracted there. a 

Mr. GonzaLez. Yes, but just a moment. French, British, and many 
other national companies are developing foreign resources. The 
point that Mr. Lambert has made previously is that these foreign 
resources are going to be developed, and that it is to the advantage of 
the United States that American companies should participate in 
the development of those foreign resources. 

The CHarrRMAN. But it is for a different reason, then. 

Mr. Gonzatez. It is for a different reason, to some extent, from 
what we want to do in the encouragement of our own domestic re- 
sources. 

The CHARMAN. It seems a tragedy though, to encourage them into 
the use of moneys to go abroad to do these very laudable things in be- 
half of this national purpose, and then let them find themselves 
trapped behind this wall that is now in existence, and we in the 
United States are limited in the capacity we have to realize the bene- 
fits that are enjoyed. 

Mr. Lampert. But we are realizing the benefits fully when these 
resources are developed by our citizens and sold overseas. We are 
getting profits. 

The CHamrMan. We realize it in the return of profits that inure to 
the development of our whole economy. But I am thinking about 
the desirability of creating incentives, if these are incentives and if 
that is the way they work here at home, why allow the same incentive 
overseas, unless it is for some other reason ? 

Mr. Lampert. I think we do it for the same reason, Mr. Chairman. 
The same incentives exist, the same reason for the incentives exist in 
the case of foreign production. We want to develop the resources, 
we want to compensate for the peculiar risks and the extra costs of 
this risky business, and we want to return the profits. The fact that 
there are incidental benefits derived from this purpose, such as the 
development of foreign nations and their economies and the reduction 
of our foreign aid program, and so on, is something else. It is an im- 
portant factor. But it is not, to me, the prime purpose of this allow- 
ance. The purpose of the allowance is the same as that of the United 
States, and should be the same. 

The CHarrmMan. I am not unmindful of what happened in 1958, 
when we were striving to work out a program for extending the re- 
ciprocal trade agreement within this very committee, and some of 
the argument against the extension of the program was presented 
tous by people in the oil ifidustry who were fearful of unlimited 
competition from overseas. 

If unlimited competition from overseas jeopardizes the oil industry 
it home, apparently it jeopardizes our national interest here at home, 
ind that is the basis of the argument that is made in behalf of the 
depletion allowance. 

am not disagreeing; I am merely asking the question. 

If, then, the importation of this jeopardizes the oil industry here 
ind therefore jeopardizes our national interest, why should we con- 
tinue to encourage, through tax law, the attraction of dollars into 
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that very thing, the fruits of which go contrary to our national in. 
terest ? 

Those are problems that really worry me. I am seeking some help. 

Mr. Gatvin. Mr. Chairman, I understand from talking with some 
of the industry representatives that this trap that you speak of, the 
foreign import problem, of encouraging people to develop resources 
and then discouraging them from bringing them back into this coun- 
try, is a shortrun problem, in that within 5 to 7 years—and these 
gentlemen can certainly attest to this better than I can—they expect 
to be able to use all of the import oil as well as the domestic oil, and 
that the restriction will not be nearly so serious. 

The Cuatmrman. That is a most interesting observation; if that is 
true, we are in a pretty serious situation here at home with respect to 
our reserves. 

Mr. Gavin. I mean the demand will have climbed to such a point 
that we can use the supply at home at about the rate we are now using 
it and at that same time not clamp the lid on the importations. 

Is that it? 

Mr. Lampert. I don’t know how long, Mr. Chairman, the United 
States can continue to consume more than half of the world’s produc- 
tion from 16 percent of its reserves. But I think, in time to come, 
foreign oil is going to play a very important part in our own con- 
sumption. We will do all we can to develop domestic reserves, but 
they may not be adequate for this surging demand. 

The CHarrmMan. I am not arguing against the situation. I am 
trying to find a justification for what appears in my mind to be some 
degree of inconsistency with respect to policies and also with respect 
to provisions of tax law. 

Mr. Lampert. May I revert to this inconsistency you refer to. 

I think if not 1 barrel of foreign oil were imported into the United 
States, there would still be adequate reason for foreign allowance of 
depletion in order to stimulate American companies into foreign 
production. The tremendous growth in-the future in petroleum con- 
sumption is going to be outside the United States. We want to be in 
it, we want to take part in it and derive the profits from it. 

The CuarrmMan. That is for an entirely different reason, however, 
from this other, as I see it. It is not that those reserves might. be 
available for us or needed by us, but we did that in the national inter- 
est of the spread of our own economic sphere of activity. 

Mr. Lampert. That is right. 

The Cuarman. That I can understand. 

Gentlemen, I have belabored this panel longer than I had intended 
to. 

Mr. Ikard, do you have another question ? 

Mr. Ixarp. No; I agree with you. I would like to develop that. 
I would just like to observe that I do not see the inconsistency in the 
situation. But due to the lateness of the hour, I think I will pass, Mr. 
Chairman. 

The Cuarmman. Are there any further questions of the panel! 

Mr. Gonzauez. Mr. Chairman, Professor Menge in his paper refers 
to a statement by the president of the Humble Oil Co. with respect to 
the future development of the domestic reserves. I am sorry that 
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Professor Menge did not carry forward with the quotations from Mr. 
Davis’ paper. which reads as follows: 

It should be emphasized that the prospects for the domestic petroleum industry 
as outlined here could be changed to a disappointing degree by unwise actions 
f the Federal Government, State regulatory bodies, or the industry itself, on 
sich matters as conservation, percentage depletion, and import policy. It has 
taken a hundred years to build the present strength of the domestic petroleum 
industry, and every effort should be made to preserve its vigor. 


Therefore, contrary to the statement presented in Mr. Menge’s 
paper, the development of resources predicted by Mr. Davis will not 
take place if percentage depletion is reduced. 

Mr. Menor. That is exactly where Mr. Davis and I disagree. 

Mr. GonzaLEz. Since you were quoting from Mr. Davis, however. 
| think it was unfair not to quote what he said about percentage 
depletion. 

Mr. Mence. I do not say that he said that this would occur without 
depletion. This is my conclusion, and is so stated. 

The Cuarrman. Gentlemen, let me thank you again, and I really 
mean my thanks, for this very highly enlightening discussion of this 
problem and of the tax law. Thank you very much. You have all 
reflected great credit on yourselves. 

Without objection, the committee will stand adjourned until 10 
oclock tomorrow morning. 

(Whereupon, at 4:35 p.m. the committee was recessed, to reconvene 
at 10 a.m. Wednesday, December 2, 1959.) 
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SPECIFIC ELEMENTS IN THE COMPUTATION OF TAXA- 
BLE INCOME—BUSINESS DEDUCTIONS: GENERAL 
BUSINESS EXPENSES 


WEDNESDAY, DECEMBER 2, 1959 


House oF REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEans, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The CuatrmMAn. The committee will please be in order. 

This morning we continue to look at the specific elements in the 
omputation of taxable income with particular reference to general 
business expenses under the category of business deductions. 

We are pleased this morning ‘that all of the members of the panel 
are present and we appreciate, gentlemen, your contribution to the 
compendium in the statements that you prepared, and we appreciate 
the fact that you are here today. We want to thank each and every 
one of you for your assistance in connection with this study. 

We will ask each member of the panel to briefly summarize the 
points made in the paper for the compendium within 5, 6, or 7 minutes, 
or something like that, and we will recognize the members of the 
panel in the order that. you are seated around the table, beginning at 
my right. 

Our panelists are Mr. V. Henry Rothschild II, attorney, New York 
City; Harry J. Rudick, attorney, New York City; Edward J. 
Schlaudt, of Texaco, Inc., New York; Byrne Litschgi, attorney, 
Washington, D.C.; Henry Cassorte Smith, attorney, New York; and 
Elisha Hanson, of the American Newspaper Publishers Association. 

We will recognize Mr. Rothschild first. 


STATEMENT OF V. HENRY ROTHSCHILD II, ATTORNEY, NEW YORK 
CITY 


The Cuatrman. We appreciate having you with us this morning 
and you are recognized. 

Mr. Roruscuip. Thank you, Mr. Chairman. 

Mr. Chairman Mills and distinguished members of the committee, 
ny name is V. Henry Rothschild and I am a resident of the vill: age of 
Piermont, in Rockland County, N.Y. I am an attorney and my ‘field 
has been principally executive and employee compensation, that is 
to say, pension, profit-sharing, and employee benefit plans. 

I am also a coauthor of two standard reference works in the field 
and have numerous articles that have appeared in publications through 
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business periodicals that have appeared throughout the country. | 


am a lecturer on the subject and I have lectured 
zations, bar associations and schools. 

During the Korean crisis I served first as Chief Counsel and later 
as Vice Chairman of the Salary Stabilization Board, in which capacity 
I became familiar with the compensation practices of our industries 
and or throughout the Nation. 

My subject on which you were kind enough to ask me to talk and 
participate in this panel is travel and entertainment expense as a 
business deduction. 

Mr. Chairman, a recent issue of Life magazine carries a challenging 
article on the differing tax treatment given different forms of payment 
received by Mr. Smith and Mr. Jones, neighbors in a typical Ameri- 
cancommunity. Mr. Smith and Mr. Jones each earn $8,350, but in the 
case of Mr. Jones this amount is all salary, or current income, whereas 
Mr. Smith receives a salary of only $6,000, with the balance in deferred 
or nontaxable benefits, as the result of a retirement plan, expense ac- 
count and so-called fringe benefits. 

As a result, they are $2,350 apart in taxable income. This example 
makes a dramatic and effective case, but there is a fundamental com- 
ment that I would like to make in connection with it. 

My comment is that the Smith company is getting a good deal more 
out of its dollar than the Jones company. Ales, it is probably getting 
a good deal more from Mr. Smith’s services. 

For example, take the case of company lunches. Mr. Smith’s com- 
pany has a company restaurant at which Mr. Smith gets a $1.50 lunch 
for 50 cents. As a result, Mr. Smith has his lunch on the company 
premises 150 times a year, perhaps taking a half-hour or so, and quite 
possibly talking business with a fellow employee. 

If you tax that company lunch to Mr. Smith, putting to one side the 
serious bookkeeping and nuisance problems involved, one of two things 
is probably going to happen. Either (1) Mr. Smith and his fellow 
employees may prefer to take off a social-hour or more for lunch, with 
added costs to the company, which may show up in lower profits and 
loss of tax revenue; or (2) the company will raise Mr. Smith’s sal- 
ary with 52 percent of the cost of the increase borne by the Govern- 
ment, and at least part of the cost of the balance borne by the public. 

Similar extra-company gain can be found in other special benefits 
accorded to Mr. Smith by his company. This is not to say that the 
tax status of company benefits should not be reviewed. The entire 
subject of fringe benefits could well be examined at this time and I 
would be happy to participate in such a review with the object of 
making constructive suggestions. / av 

With regard to expense accounts, an article of mine in the Law 
Journal helped focus attention on this question and has been referred 
to in Senate hearings and in congressional debate. With the com- 
mittee’s permission, I would like to submit the article here to supple- 
ment my paper. 

The Cuamman. Without objection, the article will be included in 
connection with your remarks, Mr. Rothschild. 

(The article referred to follows :) 
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EXPENSE ACCOUNTS FOR EXECUTIVES * 
V. HENRY ROTHSCHILD} and RUDOLF SOBERNHEIMT+ 


EXPENSE account spending, conservatively estimated at five billion dollars 
ayear, has been said to result in an annual tax loss to the federal government 
of one to two billion dollars.1 The expense account will often accord the 


executive a standard of living otherwise beyond his means,” particularly in 
the advertising, television, public relations and other sales and promotional 
fields. The spending encouraged by the expense account makes it an important 





*This article is based upon sections of a forthcoming third edition of WASHINGTON & 
RoTHSCHILD, COMPENSATING THE CORPORATE EXECUTIVE (2d ed. 1951), scheduled for pub- 
lication in 1959 by The Ronald Press Company. 

+Member of the New York and Federal Bars; former Vice-Chairman and Chief Coun- 
sl, Salary Stabilization Board; lecturer on executive compensation and related subjects; 
author or coauthor of COMPENSATING THE CORPORATE EXECUTIVE, DEFERRED COMPENSA- 
TON FOR EXECUTIVES, FINANCING STOCK PuRCHASES BY EXECUTIVES, and other books and 
articles appearing in legal and nonlegal publications. 


++Member of the New York and District of Columbia Bars; Assistant Counsel, Bureau 
ff Ships, Department of the Navy; former Assistant Chief Counsel, Office of Salary Sta- 
bilization; chief research assistant and editor, COMPENSATING THE CORPORATE EXECU- 
tive; author or coauthor of SALARY STABILIZATION UNDER DEFENSE MOBILIZATION, CoL- 
LECTIVE BARGAINING ON STOCK PuRCHASE PLANS: WHAT Price EMPLOYEE STocK OWNER- 
sHip?, and other articles. 


1. Expense Accounts: A $5 Billion Tax Deduction, and Growing, U.S. News and 
World Report, Aug. 16, 1957, p. 83; see Barcella, New Accounting of Expense Accounts, 
N.Y. Times Magazine, April 20, 1958, p. 48, col. 1 (“A Revenue Service spokesman says 
its a very conservative guess that about $5 billion, perhaps even $10 billion, is spent on 
expense accounts annually”) ; Edwards, Life on the Cuff, Today’s Living, March 17, 1957, 
». 4 (quoting a Harvard estimate of $6.5 billion spent by about one million “outside sales- 
men”) ; Havemann, The Expense Account Aristocracy, Life, March 9, 1953, p. 140 (“This 
isthe Age of the Expense Account, an institution which taxation has inflated into almost 
appalling importance”). 

2. See Morcan, Expense Account (1958), a novel about a corporate executive who 
fumes “about his Monday-Friday membership in the aristocracy of the expense account and 
the disparate reality of the weekends which he spent with the payroll peasants and their 
budgets and bills, bargains and bank loans.” Jd. at 18. See Havemann, supra note 1. 


3. Expense Accounts: A $5 Billion Tax Deduction, and Growing, supra note 1, at 86 
(based on checking Diners’ Club bills) ; Gehman, Expense Accounts, Cosmopolitan, March 
7, 1957, p. 44; Osmond, The Corporate Executive and the Business Expense Deduction, 
3 Taxes 68 (1955) (suggesting that expense reimbursement practices of corporations 
represent an attempt to give their executives the benefits of expense deductions more freely 
available to salesmen, independent entrepreneurs and professional men). A link has been 
recognized between large expense accounts—especially for -entertainment—and general 
prosperity, which induces less careful scrutiny of spending. But repeal of the excess profits 
tax, often cited as a stimulus to expense account spending, does not appear to have led to 
its decline. The Age of the Expense Account, 45 Momt. Rev. 283 (1956). 
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source of income for a number of industries and services—among them res- 
taurants, theaters, theater brokers and resort hotels throughout the country, 
Moreover, it has inspired if not engendered its own supporting industry—the 
credit-card club.5 Inevitably, the expense account presents problems of tax 
enforcement made acute by the self-assessment system for reporting income.® 
From time to time, the Treasury Department has adopted measures designed 
to cope with these problems, the most recent of which is a proposed reporting 
requirement for 1958 and subsequent years intended to disclose high expenses." 

This Article will discuss expense account spending, both as a corporate ‘and 
tax matter, and will then suggest a somewhat different approach to controlling 
the expense account. 


THe Expense ACCOUNT IN CoRPORATE PRACTICE 


Except for personnel directly connected with sales, the large, publicly-held 
company employs the expense account primarily for its top executives.’ Its 


4. “In cities like New York, Washington and Chicago it is safe to say that at any 
given moment well over half of all the people in the best hotels, the best nightclubs and the 
best restaurants are charging the bill as an expense account item to their companies... .” 
Havemann, supra note 1, at 140; see Gehman, supra note 3, at 44-45. It has been estimated 
that 30 to 40% of all theater tickets are bought on expense accounts and that 80% of the 
patrons of new, high-priced restaurants are there “on the company.” Expense Accounts: 
A $5 Billion Tax Deduction, and Growing, supra note 1, at 86; see Mannes, Broadway 
Speculations: The Expense Account in Theater, Reporter, April 7, 1955, p. 39 (“Theater 
people estimate that thirty to forty per cent of the New York theater audience is an ex- 
pense-account audience, and that this is the percentage between life and death [for the 
theater]”) ; Thruelsen, Fanciest Vittles This Side of Paris, Saturday Evening Post, April 
28, 1956, p. 35 (describing a $550 expense account dinner at Le Pavillon, a New York 
restaurant) ; compare HawLey, Cash McCa.t 7-8 (1955) (characterizing the fictitious 
Fontainebleau Room in the following terms: “Although the Fontainebleau Room is adver- 
tised as The Mecca of the Gourmet, its successful existence is less an index to the culinary 
prowess of its famous chef de cuisine . . . than to the phenomenon of the unlimited expense 
account, and the tolerance of the Bureau of Internal Revenue in the auditing of accounts 
chargeable as ENTERTAINMENT”). 


5. “One of the stocks I have been recommending is the Diners’ Club. Living on ex- 
pense account is one of the ways smart people have mitigated taxes.” The Investor, Oct. 
1957, p. 11 (quoting Walter Gutman, investment advisor). For the early history of the 
Diners’ Club, see N.Y. Herald Tribune, Nov. 1, 1953, § 2, p. 7, col. 1 (referring to a $25,000 
bill of one executive). Other credit-card clubs include Esquire, Universal Travelcard, 
Gourmet Guest and American Express. 

6. See Smith, Watch Your Expense Accounts, Harv. Bus. Rev., Jan.-Feb. 1958, p. 120 
(expressing concern lest dishonesty in the matter of expense accounts “lead to the even- 
tual breakdown of our federal income tax system—the self-assessment system which, on 
the whole, has worked admirably for more than 40 years at a relatively modest cost of 
enforcement and collection”). 

7. Proposed’ U.S. Treas. Reg. 103, § 19.1, 23 Fep. Rec. 1698 (1958), discussed notes 
106-07 infra and accompanying text. 


8. However, the expense account may be found at all management levels in advertis- 
ing, motion picture, television and related industries. 
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yse to provide for payment or reimbursement of travel and entertainment ex- 
senses is also widespread among closely-held companies whose affairs are often 
interwoven with those of stockholder-executives owning and managing the 
companies without being accountable to third parties.® 

Corporate practice recognizes as properly reimbursable those expenses com- 
ing within the two major categories of travel and entertainment.?? Travel on 
company business includes the cost of baggage handling, tips, hotel accommoda- 
tions and food, and of telephone, telegraph, stenographic and other special ser- 
vices. Entertainment, both of the company’s customers and, less frequently, of 
the executive’s employees and business associates, includes the cost of restaur- 
ants, theaters, sporting events, gifts and, occasionally, the incidental expenses 
of home entertainment.'! Other expenses often reimbursed by the corporation 
are subscription costs for business journals and periodicals, dues of trade and 
professional associations, dues and charges of town and lunch clubs—occasion- 
ally of country clubs as well !*—and operating costs of automobiles and air- 
planes.‘ On the borderline between proper and improper expenses are laun- 
dry and valet charges,’* maintenance fees for yachts used primarily in entertain- 
ing company personnel and the costs of attending a convention, especially when 
it is incidental to a vacation trip or when the executive seeks to deduct the 


“Whether a particular item of expense is a personal expense or an expense of the business 
isin many cases impossible of categorical answer because it is both.”; id. at 152: “[F]or 
all executives in positions of great importance, their business, social, and personal affairs 
are so much intermingled that it is not easy to draw the line between them... .” 


10. The reference here is to general corporate practice, not the tax results of such 
practice, which are discussed in the following sections. Specific items mentioned are based 
on evidence of corporate practice found in authorities cited notes 1-9 supra, and on various 
surveys. See NeunorF, Executive Expense Accounts (Nat'l Ind. Conf. Bd. Studies in 
Bus. Policy No. 67, 1954); Executive Expense Practices, Am. Bus., Jan. 1957, p. 29; 
Executive Expenses Viewed Morosely, Bus. Week, April 10, 1954, p. 47; What Goes and 
What Won’t Go on Expense Accounts, Changing Times, Sept. 1954, p. 39; Reducing Your 
Expense Account Headaches, 43 Moor. Rev. 305 (1954). 


ll. At-home entertainment was not found to be a common occurrence but was reim- 
bursed by about half the companies surveyed by the Conference Board. Neunorr, op. cit. 
supra note 10, at 14. 


12. Two out of three companies surveyed by the Conference Board paid club dues, 
but only in the case of top executives. Jd. at 15. 


13. In the Conference Board survey, mileage allowances were found to range from 6¢ 
to 10¢ a mile, with the usual allowance being 7 or 8¢. Jd. at 10. This survey was published 
in 1954. In 1955, the mileage allowance for government employees using their own cars 
on official business was increased from 7¢ to 10¢ a mile. 69 Stat. 394 (1955), 5 U.S.C. 
§837 (Supp. V, 1958). For the cost of airplane operation, see Management's 10,000 Plane 
Air Fleet, Fortune, Nov. 1953, p. 117. (Piper Tri-Pacer cost 6.4¢ per mile; DC-3 about 
ten times that). 

14. The Conference Board found that most of the companies in its survey paid laundry 
expenses during trips of over a week and valet expenses during trips of over three days. 
NEUHOFF, op. cit. supra note 10, at 10. Compare Executive Expense Practices, supra note 
10 (trips of 7-10 days and 4-7 days, respectively). 
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traveling expenses of his wife.’®> Frequently outside the sphere of reimbursable 
items are the costs of hunting, fishing and other sporting events. 

Corporate practice generally refuses to recognize entertainment, telephone 
and other charges considered personal, barber services, shoeshines, excessive 
taxi fares, cocktails, movies, tobacco and magazines for self-entertainment 
away from home, valet and laundry charges for short trips and, generally, 
overspending for meals, tips and similar items. 

Some corporations have recognized the desirability of an expense clause 
in the employment contract when substantial expenses are contemplated. The 
clause serves not only to avoid the possibility of future controversy and to 
protect the directors from stockholder criticism, but also to simplify the tax 
position of both corporation and executive. A typical clause reads: 


It is contemplated that in performing services hereunder the Executive 
will be required to incur entertainment expense in the interests and on 
behalf of the Corporation and in furtherance of its business. To defray 
such expense the Corporation agrees to make available to the Executive 
sums not to exceed a total of $.... per annum. Subject to such limitation 
in amount, the Corporation at the end of each month during the period of 
this agreement will, upon submission of appropriate bills or vouchers, pay 
all such expense incurred by the Executive during such month, such pay- 
ment to be made either directly to the payee named in such bills or vouch- 
ers, or, to the extent paid by the Executive, by reimbursement of the Ex- 
ecutive. The Executive agrees to maintain adequate records, in such detail 
as the Corporation may reasonably request, of all expenses to be reimbursed 
by the Corporation hereunder and to make such records available for in- 
spection as and when requested by the Corporation. The provisions of 
this paragraph are not intended to apply to traveling expense or to busi- 
ness expense (other than entertainment) incurred by the Executive with 
the specific approval of the Corporation and such expense, as and when 
incurred, shall be separately paid, or reimbursed to the Executive, by the 
Corporation, upon submission of appropriate bills or vouchers and upon 
his maintenance of adequate records, but otherwise without reference to the 
provisions of this paragraph. 


By way of variation, the expense clause may provide for reimbursement of 
all actual expenses or those of a designated nature,!* or for payment of expenses 





15. The Conference Board found that few companies pay the expenses of the wife of 
a top executive on an extended trip even when the wife’s presence ‘is considered a business 
asset.” NEUHOFF, op. cit. supra note 10, at 12. For an example of a contractual provision 
for such payment, see WASHINGTON & ROTHSCHILD, COMPENSATING THE CORPORATE EX- 
ECUTIVE app. K (2d ed. 1951) (hereinafter cited as WaSHINGTON & RorHscHILD) (Uni- 
versal contracts with William J. Scully). For tax treatment, see notes 17, 73-74 infra and 
accompanying text. 


16. See Casey & Roruscuitp, Pay Contracts WiTH Key MEN exh. 165 (1953) 
(hereinafter cited as Casey & RorHscuHiLp) (Pepsi-Cola contract with Alfred N. Steel: 
“All travel and other expenses incident to the rendering of services by the Executive 
hereunder”) ; id. exh. 166 (Universal contract with N. J. Blumberg: “All reasonable 
entertainment and other expenses incurred or expended by him in the performance of his 
duties hereunder for Universal”) ; id. exh. 169 (Loew’s, Inc. contract with William F. 


up to a me 
jetail. 18 ¢ 
annual su 
executive 
of which | 
templates 
tainment, 


Rodgers : 
expenses 0 
survey fou 
genditures, 
executives 
allowances, 

17. Se 
Mayer: ex 
for approp 
Mills conts 
tainment a 
away from 
Id. app. K, 
we CASEY 
wife’s trav 

Ba ¢ 
presentatic 
to the usu 
paid prom 
will prom 
to time of 
for travel 

19. S 
contract 1 
(Loew's, 
traveling 
of the Cor 
se also ] 
Rep. Fors 
tion). 

20. \ 
Love: “Ti 
include tl 
Corporat 
Corporat: 
in Linvil 
Florida, 
maintain 
Love wil 
Corporat 
mitted tc 
aforesaic 
telephon 
necessar 





INCOME TAX REVISION 561 


yp to a maximum figure,’? with or without a requirement for vouchers or other 
ietail."* Or the clause may stipulate payment of a fixed weekly, monthly or 
nual sum.?® Separate provision may be made for specific facilities which the 
executive is to keep at the disposal of the corporation, and for the business use 
{which he is to be paid.2° And though the type of clause set forth above con- 
templates separate payment of business expenses outside the category of enter- 
winment, such a clause may of course limit payment or reimbursement to non- 


Rodgers: “All reasonable and necessary expenses incurred, including living and traveling 
expenses Of such official travel”). In Executive Expense Practices, supra note 10, the 
wrvey found that 55% of the companies surveyed reimbursed executives for their ex- 
gnditures, 37% combined reimbursement with direct payment of expenses incurred by 
executives and only 7% had flat expense allowances; of the companies with flat expense 
allowances, over one half had fewer than 1,000 employees. 

17. See, e.g., Casey & RorHscHILp exh. 167 (Loew’s, Inc. contract with Louis B. 
Mayer: expenditures for meetings and entertainment, whether at home or elsewhere, and 
for appropriate gifts up to $20,000); WasHincton & RoTHscHILp app. E (Burlington 
Mills contract with Herbert M. Kaiser, providing up to $20,000 annually for cost of enter- 
ainment and incidental expenses). When the contract contemplates long periods of travel 
away from home, the executive is sometimes reimbursed for his wife’s travel expenses. 
Id. app. K, § 2 (Universal contract with William J. Scully; travel in excess of two weeks) ; 
we Casey & RorHscHiLp exh. 166. For discussion of deductibility by the executive of his 
wife’s travel expenses, see notes 73-74 infra and accompanying text. 

18. Casey & RoruscuHitp exh. 165 (“The Company will reimburse the Executive on 
presentation of expense accounts for any such entertainment expenses, which are adaptable 
to the usual accounting procedures of the Company”) ; id. exh. 166 (“expenses shall be 
gid promptly as vouchers therefor are presented by Blumberg”) ; id. exh. 167 (Loew's 
will promptly reimburse Mr. Mayer for such expenditures upon the submission from time 
to time of statements therefor”) ; see WASHINGTON & ROTHSCHILD app. B (bills required 
for traveling expense only). 

19. See, e.g., Casty & Roruscuitp exh. 168 (Panhandle Producing & Refining Co. 
contract with Roger Gilbert; $250 per month for entertainment expenses) ; id. exh. 169 
Loew's, Inc. contract with William F. Rodgers: “$200 per week (in addition to the 
traveling expenses, if any, hereinbefore provided), for unusual expenses incurred in behalf 
of the Corporation for which it is difficult or impossible for Rodgers to account in detail”) ; 
se also Paramount Pictures, Inc. contract with Reuben B. Bolstad, Dec. 31, 1945, SEC 
Rep. Form 8K (March 1946) ($75 per week from a subsidiary of the employing corpora- 
ton). 

20. WasHINGcToN & RotHscuixp app. I, J 6 (Burlington Mills contract with J. Spencer 
Love: “It is understood and agreed that the services required of Love .. . by this contract 
include the duty of entertainment which Love . . . shall deem to be in the interest of the 
Corporation’s business . . . . The Corporation also acknowledges that Love . . . with the 
Corporation’s approval, maintains a residence in Greensboro, North Carolina, a residence 
in Linville, North Carolina, a residence in Roaring Gap, North Carolina, a residence in 
Florida, and spends considerable time in New York City, and that he will continue to 
maintain such residences as he considers suitable; that when and while residing thereat, 
Love will be expected, as heretofore, to give all needful attention to the conduct of the 
Corporation’s business, on the basis of which understanding the Corporation shall be com- 
mitted to the payment of all Love’s expenses incident to his travel to and from each of the 
aforesaid points. The Corporation will also maintain, at its own expense, such secretarial, 
telephone, transportation facilities, equipment, and other services at these points as may be 
necessary in the conduct of the Corporation’s business”). 
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entertainment expense.”" In most cases, payment or reimbursement tor trave; 
and similar nonentertainment expense is company practice without specific 
provisions in the employment contract. 

As an alternative to paying or reimbursing expenses, the corporation may 
fix the executive’s salary with a view to his assuming the payment of entertain- 
ment and similar costs. If the executive is to pay such bills himself, a clause 
in the employment contract to that effect, along the following lines, may be help- 
ful from a corporate as well as a tax viewpoint: 


The Company acknowledges that the successful operation and manage- 
ment of its business has required and will continue to require the Execu- 
tive to expend, in the discharge of his duties as general manager and in 
the interests and on behalf of the Company and its business, substantial 
sums for traveling, board, meals and other usual business costs incident to 
relations with company personnel and with persons and representatives 
of companies with whom the Company has or might expect to conduct 
business. For such costs as are readily susceptible to the usual account- 
ing, the Executive shall be reimbursed by the Company upon presentation 
of statements in the manner required by Company policy. For any other 
such costs as are not readily susceptible to the usual accounting, the Exe- 
cutive shall not be entitled to reimbursement, it being understood and 
agreed that his compensation has been determined with a view to enabling 
him to incur and pay costs of this nature on behalf of the Company out of 
such compensation. 


For the controlling stockholder-executive of a closely-held company, this clause 
may not be desirable. By failing to identify the exact portion of overall payment 
representing salary, it leaves unfixed the amount of salary which the company 
can claim as a deduction for reasonable compensation. This uncertainty, coupled 
with the general absence of an arm’s length relationship, renders an expense 
clause less useful to a controlling stockholder-executive than records properly 


substantiating the nature of payments or reimbursements made from time to 
time for specific expenses.” 


Questions relating to the expense clause have arisen primarily in tax cases 
involving either the company’s tax deduction or the executive’s income tax or 
tax deductions. Stockholder litigation has been infrequent.** It should be noted, 


21. See Casey & RorHscHILp exh. 169 (reimbursement for expenses incurred in “of- 
ficial travel” and $200 weekly allowance for “unusual expenses”). 

22. Cf. Rothschild, Compensation and Incentives for Executives, in ENCYCLOPEDIA OF 
Tax Procepures 381, 390 (1956). 

23. In Cohn v. Columbia Pictures Corp., N.Y. County Clerk’s Index No. 9038/1950 
(N.Y. Sup. Ct. 1950), a stockholder’s action against a corporation and its directors was 
based, among other things, on alleged payment by the corporation of: (1) the expense, 
including personnel, food and operation, of a yacht used one summer by the president of 
the corporation; (2) the cost of building and maintaining a projection theater at the home 
of the president; (3) the expense of New Year’s Eve parties at the president’s home; and 
(4) the price of clothes for the president’s wife. In recommending approval of a settle- 
ment of the action, the Referee reported that: (1) “the corporation had a good business 
purpose in chartering the yacht for Mr. Cohn that summer. For the cost of charter and 
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however, that the expense allowance, like any other corporate expense, can be 
criticized as either excessive in amount or wholly improper.** 


INCOME TAX TREATMENT OF ExpENSE AccouNT ITEMS 


The Corporation’s Deduction 


If a corporate executive entertains customers of the company in the interest 
of advancing its business relations, if he travels on company business away from 
the place where his office is located, or if he otherwise properly incurs expenses 
on behalf of his employer, payment of the executive’s bills, either directly or by 
way of reimbursement, is normally deductible by the corporation as an ordinary 
and necessary business expense.*® The corporation may likewise take a deduc- 
tion if, instead of paying or reimbursing specific expenses, it grants the execu- 





maintenance they had him available throughout the summer at a time when he otherwise 
would have gone on vacation”; (2) the president’s personal use of the projection theater 
to entertain some of his personal guests was “inconsequential when compared with the use 
to which it has been put for the benefit of” the corporation, and the $129,000 cost of the 
theater, and the subsequent cost of its maintenance, were “a small enough consideration to 
pay for the extra services rendered by Mr. Cohn in this manner”; (3) three New Year's 
Eve parties, together costing about $9,000, were “necessary and proper in order to foster 
a good relationship between the motion picture companies, the stars, and other persons in 
the industry” ; and (4) the garments made for the president’s wife by the company’s ward- 
robe department were paid for on a cost plus 10% basis, and since they were made only 
“during the slack period . . . idle personnel of the corporation were being used to good 
advantage.” Referees Report Pursuant to Order Dated March 13, 1952, pp. 26-29 (July 
8, 1952). The settlement involved the president’s payment to the corporation of $20,000 
toward a $40,000 bill which had been paid by the corporation to attorneys employed for 
the president in connection with the negotiation of his employment contract. It also au- 
thorized the board of directors to increase the president’s expense allowance to $600 a 
week from the $300 figure which had been paid since 1932. Cf. Heddendorff v. East 
Boston Corp. (D. Mass. 1958), reported in N.Y. Times, June 19, 1958, § 1, p. 22, col. 4 
(stockholder action challenging, inter alia, $106,000 of expenses, including $1,868 for 
liquor, paid by the corporation for its president, Bernard Goldfine). 


24. Charges of extravagant expense account spending have been involved in proxy 
contests. See, e.g., N.Y. Times, March 14, 1954, § 3, p. 1, col. 3, p. 10, cols. 3-4 (New 
Haven R.R.). See also id., April 9, 1954, p. 38, col. 1; Edwards, supra note 1, at 5 (both 
reporting stockholder charges against Lucian W. Sprague, chairman of the Minneapolis 
& St. Louis Railroad, based on alleged corporate payment for “two big, powerful autos, 
a super first-class trip to Europe with Mrs. Sprague, and the cost of a private island re- 
treat, not to mention occasional bills for groceries and flowers”). 

Corporations subject to regulation may also have expense items questioned by regulatory 
commissions. Thus, in fixing the operating expenses for fare-setting purposes, the District 
of Columbia Public Utilities Commission has disallowed travel and entertainment expenses 
of D.C. Transit, Inc., including the cost of a hotel apartment and long-distance telephone 
calls of the company’s president. See Hearings Before the House Select Committee on 
Small Business on Complaints of Small- and Independent-Business Men Operating Sight- 
seeing Businesses in the District of Columbia, 85th Cong., 2d Sess. 91-106 (1958). 

25. Sanitary Farms Dairy, Inc., 25 T.C. 463 (1955) (deduction for safari expenses 


held legitimate) ; Slaymaker Lock Co., 18 T.C. 1001 (1952) (employee welfare expenses 
allowed). 
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tive a fixed expense or per diem allowance for travel and related costs, provided, 
of course, that the allowance is reasonable. The large, publicly-held corporation 
appears to have encountered little difficulty in taking deductions for its em- 
ployees’ entertainment and travel expenses,”® and those relatively few problems 
which have arisen have usually been resolved at the field-audit level.?” 

In the context of the closely-held corporation, on the other hand, the corpor- 
ate deduction is frequently and successfully challenged by the Commissioner.* 
A challenge is made and generally sustained, in whole or in part, whenever the 
expenditure appears primarily to serve a personal rather than a business pur- 
pose,”* as when the corporation pays for a yacht,®° expensive residence,** hunt- 
ing expedition ** or similar luxury.** In special circumstances, however, the 





26. Few decisions have been found involving litigated deductions by large, publicly- 
held companies or their executives. For an exceptional case, see Penn v. Robertson, 29 F. 
Supp. 386 (M.D.N.C. 1939), af’d, 115 F.2d 167 (4th Cir. 1940) (allowing expenses of 
vice-president of American Tobacco Company). 

27. See note 115 infra. 

28. Expense deductions claimed by closely-held corporations are considered the main 
source of abuse. Expense Accounts: A $5 Billion Tax Deduction, and Growing, supra 
note 1, at 88 (quoting Under-Secretary of the Treasury, Fred C. Scribner, Jr.). 

29. See, e.g., Wm. T. Stover Co., 27 T.C. 434, 440-41 (1956) (yacht used for personal 
pleasure of company’s principal stockholder-executive, as well as for business entertain- 
ment) ; C. & C. Beverage, Inc., 13 CCH Tax Ct. Mem. 649, 652-53 (1954) (country club 
dues of president when desire to play golf was main motivation of membership, even though 
some company customers belonged to the club and others were entertained there) ; Fried- 
lander Corp., 19 T.C. 1197, 1210-11 (1953), rev’d on other grounds, 216 F.2d 757 (Sth Cir. 
1954) (rotary club membership dues of company president which he had previously paid 
for twenty years out of his personal funds) ; James Schulz, 16 T.C. 401, 406 (1951) (enter- 
tainment held to exceed business needs since company had more orders than it could fill); 
Fred W. Leadbetter, 39 B.T.A. 629, 634 (1939) (cost of five automobiles maintained for 
personal use of executive and his family) ; cf. Sam Rosania, Sr., 15 CCH Tax Ct. Mem. 
580, 586 (1956) (use of corporate auto for president’s personal needs treated as giving 
president $500 additional taxable income). Decisions involving the right of a sole proprie- 
tor, a partner or one engaged in professional practice to deduct entertainment expenses are 
relevant to the closed corporation’s right to deduct. See Richard A. Sutter, 21 T.C. 170 
(1953) (various categories of physician’s entertainment expenses disallowed in whole or 
in part). But see Olivia de Havilland Goodrich, 20 T.C. 323, 331-32 (1953) (actress's gifts 
to business associates who would not accept compensation for services held deductible busi- 
ness expenses). 

30. American Properties, Inc., 28 T.C. 1100 (1957) (expense of racing boats found 
sole stockholder’s personal hobby) ; Wm. T. Stover Co., supra note 29, at 440-41 (cabin 
cruiser) ; Thomas W. Briggs, 15 CCH Tax Ct. Mem. 440, 447-48 (1956) (yacht main- 
tained by taxpayer and his corporation) ; Richard A. Sutter, supra note 29, at 174 (yacht); 
Hal E. Roach Studios, 20 B.T.A. 917 (1930) (yacht used partly for business and partly 
for pleasure). 

31. Lanteen Medical Laboratories, Inc., 10 T.C. 279, 288-90 (1948) (ranch with land- 
scaping, imposing dwellings and golf course). 

32. Richard A. Sutter, 21 T.C. 170 (1953). But cf. Sanitary Farms Dairy, Inc., 25 
T.C. 463 (1955) (cost of safari allowed as advertising expense). 

33. £E.g., Paul E. Jackson, 13 CCH Tax Ct. Mem. 1175, 1178 (1954) (mink coat for 
advertising executive’s wife) ; Haverhill Shoe Novelty Co., 15 T.C. 517 (1950) (wedding 


of treasurer’s daughter); see Jacobs, Glamorous Fringe Benefits, 36 B.U.L. Rev. 151 
(1956). 
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corporation may establish that all or part of a luxury expenditure serves an ex- 
dusive corporate purpose.** Even when the corporation is entitled to some 
jeduction—absent exact accounts distinguishing between personal and busi- 
ness costs—the Tax Court is free to substitute its judgment for the tax- 
sayer’s in apportioning the expenditure between deductible and nondeductible 
amounts.®® 

When a corporate disbursement is disallowed as a business expense deduc- 
tion, complete loss of the deduction is possible whether the corporation is pub- 
licly or closely held. Theoretically, a company’s direct payment or reimburse- 
ment of an executive’s personal expenses would appear to be tantamount to 
additional compensation taxable to the executive and deductible by the com- 
pany. In one case, involving a closely-held company, the court so held with 
respect to the disallowed portion of a reimbursement for entertainment and 
travel expenses.*® As a practical matter, however, a disallowed expense deduc- 
tion will usually not be allowed as a deduction for additional compensation ;** 
nthe case of a closely-held company, it more often is considered a distribution 
in the nature of a dividend—taxable to the executive but not deductible by the 
corporation.*® 





34. E. E. Dickinson, 8 B.T.A. 722 (1927) (yacht used for entertainment of business 
customers held a business asset) ; cf. Sanitary Farms Dairy, Inc., 25 T.C. 463 (1955). 
Proof of the executive’s dislike of the specific luxury involved may help convince a court 
that it serves an exclusive business purpose. See Johnson v. United States, 45 F. Supp. 377 
S.D. Cal. 1941), rev'd on other grounds, 135 F.2d 125 (9th Cir. 1943) (membership in 
Los Angeles country club). 

35. One half of the deductions claimed for the use of yachts were allowed in Wm. T. 
Stover Co., 27 T.C. 434, 440-41 (1956) ; Thomas W. Briggs, 15 CCH Tax Ct. Mem. 440, 
447-48 (1956). In Richard A. Sutter, 21 T.C. 170 (1953), one fourth of the deductions 
were allowed on facts deemed less favorable to the taxpayer. See also George A. Searight, 
9CCH Tax Ct. Mem. 731 (1950) (deduction reduced from $10,301 to $444.42). Compare 
authorities cited note 87 infra. 

36. W. Horace Williams Co. v. Lambert, 56-2 U.S.T.C. J 9839 (E.D. La. 1956), aff’d 
sub nom. Williams v. United States, 245 F.2d 559 (5th Cir. 1957) (disallowing executive's 
ieduction claimed for travel and entertainment equal to his expense allowance but unsub- 
stantiated by detailed records, and charging amount to him as income). 

37. See Joseph Morgenstern, P-H 1955 T.C. Mem. Dec. {| 55086 (depreciation of 
automobile maintained by corporation for benefit of principal stockholder-executive held 
not intended or treated by corporation as compensation to executive) ; cf. Marvin T. Black- 
well, 15 CCH Tax Ct. Mem. 962, 968-71 (1956) (corporation failing to raise argument 
that disallowed expenses were additional compensation) ; Hal E. Roach Studios, 20 B.T.A. 
17 (1930) (same). But see Rodgers Dairy Co., 14 T.C. 66, 73 (1950) (amount disallowed 
as automobile expense would represent additional compensation to executive who had per- 
sonal use of automobile). See note 115 infra. 

38. See B. F. Crabbe, 14 CCH Tax Ct. Mem. 1305, 1308-10 (1955) (disallowed travel 
expense reimbursement held dividend to president of closely-held corporation) ; Louis 
sreenspon, 23 T.C. 138, 148-52 (1954), aff’d, 229 F.2d 947 (8th Cir. 1956) (corporate ex- 
penses in improving stockholder-executive’s farm, which was his home but little used for 
business entertainment, held nondeductible by corporation and in nature of corporate dis- 
tribution taxable to executive as income) ; cf. Byers v. Commissioner, 199 F.2d 273, 275 
8th Cir. 1952); 58th St. Plaza Theatre, Inc. v. Commissioner, 195 F.2d 724 (2d Cir. 
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The Executive’s Tax Status 


Receipt of Income 


If expenses incurred by an executive are proper business expenses of his cor- 
poration, their payment by the corporation clearly does not constitute compen- 
sation to the executive, whether corporate payment is made directly or is re- 
imbursed to the executive who initially made the payment.*® To qualify for this 
treatment, however, the executive must be able to demonstrate that the ex- 
pense paid or reimbursed was a business expense of the corporation—not an 
expense of his own. Adequate recording of expenses by the corporation indicat- 
ing amounts and corporate purposes, and reimbursement based upon the pres- 
entation of adequate bills or vouchers, will of course facilitate this aim. If the 
executive is to be reimbursed for the partial use in company business of a home, 
club, automobile or airplane, an appropriate formula should be evolved to sub- 
stantiate the cost attributable to such use.#° Absent verifying records of this na- 


ture, expenses reimbursed to the executive may be taxed to him wholly or par- 
tially as income.** 


As distinguished from payment or reimbursement of specific expenses, a flat 
expense allowance must be reported as gross income in the executive’s income 
tax return ; business expenses paid by him from the allowance may then be de- 
ducted in computing adjusted gross income.*? Although such expenses might 


1952) ; Flora Regensburg, 1 CCH Tax Ct. Mem. 925 (1943), aff’d, 144 F.2d 41 (2d Cir.), 
cert. denied, 323 U.S. 783 (1944). But cf. Joseph Morgenstern, supra note 37 (nondeductible 
payment by corporation not treated as dividend to stockholder-executive). 

39. The amounts so paid or reimbursed to the executive need not be included in his 
gross income. Eitingon-Schild Co., 21 B.T.A. 1163, 1175-76 (1931) ; Julius Forstmann, 6 
B.T.A. 21 (1927). For a nominal exception in the case of traveling expense, see note 103 
infra and accompanying text. 

40. The difficulties involved in allocating business and personal costs without ascer- 
tainable formulas leave the courts with little evidence on which to base their decision. See 
Willard I. Thompson, 15 T.C. 609 (1950); McDonald, Travel and Entertainment Ex- 
penses, in ENCYCLOPEDIA OF TAX Procepures 451, 460 n.19 (1956) (collecting cases). See 
also the contract clause quoted note 20 supra. For suggestions about records that should 
be kept and workable formulas, see Dendy, How To Get the Maximum Deductions From 
Compensation, N.Y.U. 8TH Inst. on Fep. Tax. 1052, 1055 (1950) ; Green, How To Handle 
Expense Accounts of Corporate Executives, 8th id. at 564, 566-68; Hayes, Deductions for 
Travel and Entertainment Expense, 4 ArgTHUR YounG J. 1 (1957) ; Hemmings, Technical 
Rules Underlying Current Furor Over Deductibility of T & E Expenses, 8 J. TAXATION 
2 (1958) ; Osmond, The Corporate Executive and the Business Expense Deduction, 33 
Taxes 68 (1955); Perkins, Recommendations for Preventing Disallowance of Expenses 
for Travel and Entertainment, 4 J. Taxation 10 (1956); Stuart, Social Club Dues and 
Expenses, 31 Taxes 69, 71-72 (1953). When the use of facilities is contemplated and no 
formula for payment is feasible, payment for the facilities has been combined with reim- 
bursement for entertainment expense. See WASHINGTON & ROTHSCHILD app. E; cf. Parker, 
A Check List of Deductions for the Professional Taxpayer, 29 N.Y.S.B. But. 141 (1957). 

41. B. F. Crabbe, 15 CCH Tax Ct. Mem. 216, 219-21 (1956) ; B. F. Crabbe, 14 CCH 
Tax Ct. Mem. 1305, 1308-10 (1955) (same for different years) ; Victor Cooper, 8 CCH 
Tax Ct. Mem. 689, 697 (1949). 

42. See Proposed U.S. Treas. Reg. 103, § 19.1, 23 Fep. Rec. 1698 (1958) ; cf. Walter 
I. Geer, 28 T.C. 994 (1957) (Georgia state court judge’s contingent travel allowance of 
$200 per month held income). See also U.S. Treas. Reg. 118, § 39.23(a) (2) (1953). 
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reasonably be considered unreimbursed employee expenses deductible only from 
adjusted gross income on the theory that the corporation, having designated 
an enlarged area of executive responsibility, is merely providing additional 
salary with which the executive may perform his expanded function, the Tax 
Court has preferred to view the transaction as a prepayment for corporate ex- 
penses that the executive is expected to incur. Again, the burden rests with the 
executive as taxpayer to prove that he incurred the expenses in the company’s 
interest and that the amount deducted corresponds to his actual disbursements.** 

Expenditures involving transactions that are illegal, improper or otherwise 
against public policy should not be deemed “ordinary and necessary” busi- 
ness expenses.** Entertainment of or gifts to a public official should thus be 


43. Walter I. Geer, supra note 42; Ned Wayburn, 32 B.T.A. 813 (1935) ; Green, supra 
note 40, at 566. An unqualified commitment to pay a specific expense allowance with no 
requirement of an accounting makes it necessary for the corporation to include the expense 
allowance in its information returns. U.S. Treas. Reg. 118, § 39.147-2 (1953) (forms 1096 
and 1099) ; see Mim. 5947, 1945 Cum. Butt. 235. As to social security taxes on expenses 
advanced or reimbursed, see U.S. Treas. Reg. 106, § 402.227(b) (2) (1940), as amended, 
T.D. 5502, 1946-1 Cum. Buti. 250, 253, T.D. 5566, 1947-2 Cum. Butt. 148, T.D. 5805, 
1950-2 Cum. Butt. 112; U.S. Treas. Reg. 107, § 403.227(b) (2) (1940), as amended, T.D. 
5502, 1946-1 Cum. Butt. 250, 254, T.D. 5566, 1947-2 Cum. Butt. 148, T.D. 5805, 1950-2 
Cum. Butt. 112, T.D. 5905, 1952-1 Cum. Butt. 173, 183-84; see also Mim. 6547, 1950-2 
Cum. Butt. 113. In the case of executive compensation, the amounts subject to these taxes 
are relatively so small that they are significant, apart from bookkeeping, only in special 
circumstances, as when the executive is first employed toward the end of the year. 


44. For cases disallowing expenditures as per se illegal, see R. E. L. Finley, 27 T.C. 
413, 423-24 (1956) (liquor purchased for business entertainment in prohibition state) ; 
Fred D. Newman, P-H 1952 T.C. Mem. Dec. § 52267 (cost of whisky samples given to 
employees of state liquor store in violation of state law) ; Lorraine Corp., 33 B.T.A. 1158, 
1166 (1936) (liquor purchased for entertainment purposes during Prohibition). Expendi- 
tures not illegal in themselves are generally disallowed when their deduction would frus- 
trate national or state policies. See Commissioner v. Heininger, 320 U.S. 467, 473 n.8 
(1943) (citing cases). For applications of this rule in particular contexts, see Wm. T. 
Stover Co., 27 T.C. 434, 443-45 (1956) (disallowing deduction for compensation paid state 
hospital director as consultant by taxpayer who sold supplies to the hospital); see also 
Duval Motor Co., 28 T.C. 42, 54 (1957) (disallowing cost of gift certificate given to state 
highway patrol director by dealer selling cars to the highway patrol) ; Cecil I. Haas, P-H 
1953 T.C. Mem. Dec. {| 53322, at 1007 (holding expenditures for the entertainment of pub- 
lic officials to be contrary to public policy and therefore nondeductible). In order for ex- 
penditures to be disallowed as against public policy, the federal or state policy must be 
sharply defined. Compare Lilly v. Commissioner, 343 U.S. 90 (1952) (allowing optome- 
trist’s deduction of payments to physicians referring their patients to the optometrist, 
where state statute enacted after payments had been made prohibited such conduct), with 
Textile Mills Securities Corp. v. Commissioner, 314 U.S. 326 (1941) (upholding Treasury 
regulation disallowing deduction of lobbying expenses although Congress had not declared 
such expenditures illegal). When federal tax law recognizes as a “business” an activity 
illegal under state law, legitimate expenses of that business are deductible. See Commis- 
sioner v. Sullivan, 356 U.S. 27 (1958), affirming 241. F.2d 46 (7th Cir. 1957) (rent and 
wages of bookmaker). 

On the relationship of deductibility and public policy generally, see Comment, The Effect 
of Lilly on the Disallowance of Expense and Loss Deductions Deemed Contrary to Public 
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disallowed as a tax deduction, whether claimed by the executive making the 
disbursement or by his employer. 


Deductions from Income 


Individual or Corporate Deduction? An executive, by virtue of his position, 
may make expenditures which he considers to be ordinary requirements of his oc- 
cupation and for which no reimbursement is contemplated or received. Since a 
corporate executive is usually deemed in the “trade or business” of being an 
executive,*® compensation received from his employment is income from a trade 
or business, and ordinary and necessary expenses required by his employment 
are deductible as business expenses.*® But it is equally well-established that 
the executive as taxpayer may not take deductions belonging to another tax- 
payer—the corporation which employs him.‘7 What will ultimately be held to 
be the executive’s business expense and what the corporation’s cannot always 
be known in advance; and a shadowy borderland remains in which a business 
expense deduction may be lost both by the corporation and the executive. The 
corporation cannot take the deduction except as a salary payment for the obvious 
reason that it did not incur the expense. The executive may be denied the de- 
duction if he cannot persuade the tax authorities or the courts that the expense 
was one which he was required or expected to bear by reason of his position as 
a corporate officer.*® 


Policy, 41 Marg. L. Rev. 305 (1957) ; Notes, 51 Corum. L. Rev. 752 (1951), 38 Va. L. 
Rev. 771 (1952). 


45. See Folker v. Johnson, 230 F.2d 906 (2d Cir. 1956) (corporate executive held in 
“trade or business” for loss-carryback purposes) ; Samuel H. Ranson, Jr., 11 CCH Tax 
Ct. Mem. 699, 701 (1952) (same); see also Schmidlapp v. Commissioner, 96 F.2d 680, 
681-82 (2d Cir. 1938) ; cf. Anders J. Lagreide, 23 T.C. 508, 512-13 (1954) (teacher held 
engaged in “trade or business” for loss-carryback purposes). 

A corporate executive has been allowed to deduct compensation paid for legal or other 
professional services on the ground that he is engaged in a trade or business. Hochschild 
v. Commissioner, 161 F.2d 817 (2d Cir. 1947) ; Foss v. Commissioner, 75 F.2d 326, 327-28 
(1st Cir. 1935). See also Cohn v. Columbia Pictures Corp., N.Y. County Clerk’s Index 
No. 9038/1950 (N.Y. Sup. Ct. 1950) (allegedly improper payment by corporation of ex- 
ecutives’ legal expenses). But cf. Fred F. Fischer, 1947 P-H T.C. Mem. Dec. § 47131 
(expenses held those of corporation, not of executive) ; Hal E. Roach, 20 B.T.A. 919 
(1930) (same). 


46. Schmidlapp v. Commissioner, supra note 45. However, expenses incurred in or- 
ganizing a business by one who later becomes an executive in that business are not de- 


ductible. Frank B. Polachek, 22 T.C. 858, 862-63 (1954) ; Morton Frank, 20 T.C. Sil 
(1953) ; Dwight A. Ward, 20 T.C. 332, 343-44 (1953). 


47. E.g., compare Hal E. Roach Studios, 20 B.T.A. 917 (1930), with Hal E. Roach, 
20 B.T.A. 919 (1930). Cf. authorities cited note 48 infra. 

48. Rev. Rul. 502, 1957 Int. Rev. Buti. No. 43, at 15; see Penn v. Robertson, 29 F. 
Supp. 386 (M.D:N.C. 1939), aff’d, 115 F.2d 167 (4th Cir. 1940) (annual travel and enter- 
tainment expenses of vice-president of American Tobacco Co., averaging $13,500, held 
deductible since in proper relationship to salary average of over $450,000) ; Hal E. Roach, 
supra note 47. See also Schmidlapp v. Commissioner, 96 F.2d 680 (2d Cir. 1938) ; Cohan 
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When the executive receives a fixed expense allowance to cover a stipulated 
type of expenditure, he can more readily prove the expenditure to have been on 
behalf of the corporation. Here, clearly, the corporation expects, if it does not 
require, that the executive make the stipulated expenditure in discharging the 
duties of his office. Although expenditures like luncheons purchased by a sales 
executive for customers may be in the corporation’s interest, the corporation 
has relieved itself from incurring them by asking the executive to do so. Such 
payments will in appropriate circumstances be deductible by the executive as 
necessary and ordinary expenses.*® In the absence of a flat expense arrange- 
ment, a corporate resolution © or policy statement ©! will go far toward meeting 
the executive’s burden of proof.5? Without such corporate expressions of execu- 
tive responsibility, the executive may find that expenses which he considered 


vy. Commissioner, 39 F.2d 540 (2d Cir. 1930) ; Lempert, Who Can Deduct a Business Ex- 
pense?, 11 Tax L. Rev. 433, 436-41 (1956) ; Note, 66 Harv. L. Rev. 1508, 1509-11 (1953). 

49. “Reimbursement for such expenses to the corporation officer . . . would tend to 
indicate that they are a necessary expense of his office.” But “the presence of such evidence 
does not conclusively determine that the expenses are deductible ....” Rev. Rul. 502, 1957 
Int. Rev. Buty. No. 43, at 15, 17. See Arthur Brookfield, 15 CCH Tax Ct. Mem. 247 
(1956) (deduction allowed to extent of entertainment expense reimbursement but denied 
for expenses in excess thereof) ; Green, supra note 40, at 565-66; Lempert, supra note 48, 
at 437. It has been said in justification of denying the deduction, that the government 
should not reimburse the executive indirectly, when the employing corporation has refused 
to do so directly. Nathaniel J. Hess, 24 B.T.A. 475, 479-80 (1931). Cf. Harry Boverman, 
10 T.C. 476, 477-81 (1948) (insurance manager denied deduction for prizes awarded agents 
because prohibited by his employment contract). 


50. An example of such a provision, in the form of a resolution of the Board of Direc- 
tors, follows: 


RESOLVED, that the Board recognizes that the successful operation and management of 
the Company’s business has required and will continue to require [name] to expend, 
in the discharge of his duties as [position], substantial sums for the entertainment of 
various persons and representatives of companies with whom the Company has or 
might expect to have business relationships. For any such entertainment expenses 
which are not susceptible to the usual accounting, [name] shall not be entitled to re- 
imbursement, it being understood that his compensation has been determined with a 
view to enabling him to incur such type of expense on behalf of the Company out of 
such compensation. 


51. See Casey & RoTHSCHILD exh. 170 (Time, Inc. memorandum to salesmen: “Time 
salesmen are paid high salaries because selling is not a routine job. ... There are many 
expenses incidental to selling which the salesman is not expected to recover from the Com- 
pany on top of his salary’). 

52. Rev. Rul. 502, 1957 Int. Rev. Buti. No. 43, at 15, was issued in response to a 
request for advice as to whether a corporate resolution or other statement embodied in the 
minutes would meet the executive’s burden of proving travel or entertainment expenses to 
have been necessary and ordinary expenses of his business as a corporation executive. The 
quotation therefrom in note 49 supra applies to a “resolution requiring the assumption 
of such expenses by” the executive. However, the absence of such evidence is not con- 
clusive. For other acceptable evidence of a corporate policy requiring executives to meet 
entertainment expenses from their own pockets as a function of their corporate office, see 
Albert L. Sanderson, 16 CCH Tax Ct. Mem. 105 (1957) (salary of vice-president in- 
creased to enable him to pay club dues in accordance with trust company’s personnel policy). 
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incidental to his employment are not deductible on his income tax return,™ 
Morever, if the employing corporation has a reimbursement policy for the par- 
ticular kind of expense which the executive has incurred, a deduction by the 
executive may be barred if he has failed to seek reimbursement. By providing 
for reimbursement, the employing corporation has assumed responsibility for 


the expenditure and has, in effect, denied that the executive was required to 
bear it out of his own pocket.®* 


Personal or Business Expense? As a general rule, the expenses of an execu- 
tive for travel, for entertainment, for services which are necessary and ordinary 
incidents of his “business” as a corporate executive, are considered business 
rather than personal expenses of the executive and hence deductible by him, 

Expenses for travel and transportation include not only unreimbursed 
amounts spent in connection with trips away from home © but also local trans- 


53. Samuel Saffan, 16 CCH Tax Ct. Mem. 822 (1957) (cost of using own automobile 
in corporate business by officer-stockholder disallowed) ; William and Jeanne Auerbacher, 
15 CCH Tax Ct. Mem. 1147, 1150 (1956) (incidental effect on morale of department store 
buyer’s gifts to employees working under her, not required by store policy, was insufficient 
business reason to constitute gifts a business deduction) ; Harry Kahn, 26 T.C. 273 (1956) 
(travel and entertainment expenses incurred by substantial stockholder in year when cor- 
poration had a loss) ; Arthur Brookfield, 15 CCH Tax Ct. Mem. 247, 253 (1956) (club 
dues) ; Charles N. Kimball, 14 CCH Tax Ct. Mem. 1011 (1955) (disallowing office and 
travel expenses of president of gold mining company); Jacob M. Kaplan, 21 T.C. 134, 
145-46 (1953) ; James M. Hawkins, 20 T.C. 1069, 1075 (1953) ; Andrew Jergens, 17 T.C 
806, 811 (1951) ; Wilbur H. Clayton, 7 CCH Tax Ct. Mem. 349 (1948) (cost of entertain- 
ing employees to allay their discontent disallowed) ; Cecil P. Stewart, 5 CCH Tax Ct. Mem 
229, 233-34 (1946) (entertainment expenses incurred by corporation’s president disallowed) ; 
Hal E. Roach Studios, 20 B.T.A. 917 (1930); Abraham W. Ast, 9 B.T.A. 694 (1927); 
Franklin M. Magill, 4 B.T.A. 272 (1926). See also A. Augustus Low, 3 CCH Tax Ct 
Mem. 859 (1944), aff'd sub nom. Low v. Nunan, 154 F.2d 261 (2d Cir. 1946) (unpaid 
corporate officer held not engaged in business and hence not entitled to business deductions). 

When the expense is incurred by the executive of his own accord to maintain good 
relations with his subordinates or to hire a personal assistant to render business services 
directly to him, not the corporation, the executive may take a business expense deduction 
for the amount thus spent. William and Jeanne Auerbacher, supra; Harold .A. Christen- 
sen, 17 T.C. 1456 (1952) (field manager entertained salesmen supervised by him) ; John 
Sidney Thompson, 9 CCH Tax Ct. Mem. 694 (1950) (salary of assistant employed and 
paid by president whose compensation consisted of commissions). Cf. Arthur Brookfield, 
supra (district sales manager denied deduction since, contrary to Christensen, he could 
not show dependence of his compensation, including participation in bonus plan, upon efforts 
of sales force he supervised). But see James D. Robinson, 45 B.T.A. 39 (1941) (em- 
ployee’s service rendered to corporation). 

54. Horace E. Podems, 24 T.C. 21 (1955) (Internal Revenue agent denied deduction 
for automobile expense for which the government would have reimbursed him on submis- 
sion of appropriate request; difference between the actual cost of his travel and the re- 
imbursement which he could have received allowed). 


55. E.g., Mary Sachs, 11 CCH Tax Ct. Mem. 882, 885 (1952) (expenses allowed in 
full) ; see Frank L. Kluckhohn, 18 T.C. 892 (1952) (expenses allowed in part, taxpayer 
having lost his records). The executive’s traveling expense to and from his place of busi- 
ness is generally not deductible, even though his home may be in a suburb or in another 
city. Commissioner v. Flowers, 326 U.S. 465 (1946). When the employing corporation 
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portation costs ; both are deductible from the executive’s gross income and are 
thus available to him in addition to the standard deduction.®* Such expenses are 
deductible, furthermore, whether public transportation facilities or the execu- 
tive’s own automobile or airplane is used.®’ Hence, so long as disbursements are 
made only for items which are reasonably necessary to fulfillment of business 
purposes,°® the executive will be relieved from tax on all amounts expended 
during travel. But when some of the expenses incurred during business travel 
are traceable to nonbusiness motives, the Commissioner will deny a deduction 
for at least those expenses. Costs of business travel will not be held nondeduct- 
ible simply because some opportunity exists for recreation, such as sightseeing 
or nonbusiness entertainment, in connection with the trip; but the cost of these 
incidental personal activities should be separately allocated and will be nonde- 
ductible.5® On the other hand, if the primary purpose of the trip is personal, as 
for a vacation, its entire cost will be nondeductible, even though some business 
activities, such as attending lectures or visiting a company plant, may occur 
during its course.® 


With regard to business entertainment, deductible expenses have included the 
cost of food and liquor,*! tickets for theater performances and other public enter- 


has two or more places of business and the executive travels between the one where his 
home is located and another, his traveling expenses may be deductible. Joseph H. Sher- 
man, Jr., 16 T.C. 332 (1951). As to whether such travel “while away from home,” Int. 
Rev. Cove or 1954, § 162(a) (2), is limited to overnight travel, compare the Commissioner’s 
view in Your Feperat Income Tax Forms 6 (1957), with Chandler v. Commissioner, 226 
F.2d 467 (1st Cir.), reversing Douglas A. Chandler, 23 T.C. 653 (1955). For a similar 
decision, see Emmert v. United States, 146 F. Supp. 322 (S.D. Ind. 1955). See also Car- 
roll B. Mershon, 17 T.C. 861 (1951) ; Kenneth Waters, 12 T.C. 414 (1949), both decided 
under the 1939 Code. The Commissioner, contrary to the foregoing decisions, adheres to 
the view that travel “while away from home” means travel overnight. See Comment, 36 
B.U.L. Rev. 139 (1956). The actual cost of local business transportation, whether by pub- 
lic or private facilities, is deductible by the executive from his gross income. Int. Rev. 
Cone or 1954, §62(2)(B). 

56. Id. § 62(2); Rev. Rul. 502, 1957 Int. Rev. Buti. No. 43, at 15. An example of 
local transportation costs are cabs to and from the airport. 

57. Lang v. United States, 134 F. Supp. 214 (N.D. Ga. 1955) ; John A. Lovelady, 15 
CCH Tax Ct. Mem. 1498 (1956) ; William and Jeanne Auerbacher, 15 CCH Tax Ct. Mem. 
1147, 1151-52 (1956) (semble) ; Marvin T. Blackwell, 15 CCH Tax Ct. Mem. 962, 968-71 
(1956) (automobile expense, including insurance, allowed in part) ; Seymour Wetzler, 11 
CCH Tax Ct. Mem. 1001 (1952). Many of these cases involve partial disallowances of 
deductions claimed for automobile expenses based on findings that personal use was greater 
than that claimed by the executive. 

58. For a discussion of the requirement of “reasonableness” as applied to travel, see 
McDonald, supra note 40, at 455-57. 

59. Rev. Rul. 168, 1956-1 Cum. Butt. 93, at 93-94. 

60. Jd. at 94. When the executive travels on business but is accompanied by his family, 
he can charge hotel accommodations at the single rate to business expense. [bid. See Mc- 
Donald, supra note 40, at 457. For deductibility of travel costs of a wife accompanying her 
husband-executive to conventions or on business trips for the purpose of rendering business 
services to him, see notes 73-74 infra and accompanying text. 

61. Cf. Louis Reinheimer, 16 CCH Tax Ct. Mem. 56, 60 (1957) ; Richard A. Sutter, 
21 T.C. 170 (1953); Charles S. Guggenheimer, 18 T.C. 81, 85-86 (1952); Harold A. 
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tainment,®? and gifts to business associates or employees.®* Also held deductible 
have been the cost of dining clubs, payments made for country club member- 
ships,** and expenses of maintaining seasonal residences, yachts,®° hunting 
lodges 86 and other facilities used for business entertainment.® Sustaining the 


Chetsitiicen. 7 = nc. 1456 (1982) ; aiden: supra note 40, at t 70 nn. n.19- 20 (collecting cases). 
But cf. R. E. L. Finley, 27 T.C. 413, 423-24 (1956) (illegal liquor purchase disallowed as 


deduction) ; Rev. Rul. 307, 1955-1 Cum. But. 22 (same; citing Lilly v. Commissioner, 
343 U.S. 90 (1952) ). 


62. Maurice E. Harvey, 12 CCH Tax Ct. Mem. 1358, 1362-63 (1953) (Kentucky 
Derby, football games, Mardi Gras in Mobile, Alabama) ; Harold A. Christensen, supra 
note 61. 


63. Marvin T. Blackwell, 15 CCH Tax Ct. Mem. 962, 972-73 (1956) ; Olivia de Havil- 
land Goodrich, 20 T.C. 323, 331-32 (1953) ; Harold A. Christensen, 17 T.C. 1456 (1952), 

64. Johnson v. United States, 45 F. Supp. 377 (S.D. Cal. 1941), rev’d on other grounds, 
135 F.2d 125 (9th Cir. 1943) ; Charles S. Guggenheimer, 18 T.C. 81, 85-86 (1952) (both 
involving lawyers) ; see also Albert L. Sanderson, 16 CCH Tax Ct. Mem. 105 (1957) 
(trust company vice-president) ; Kenneth Blanchard, 12 CCH Tax Ct. Mem. 550, 557-58 
(1953) (physician). The Tax Court tends to disallow a deduction for club dues unless a 
demonstrably successful business purpose or a requirement of membership imposed by the 
employing corporation is shown. bid. (physician’s club dues deductible only to the extent 
that business use of club specifically shown) ; Norman M. Hussey, 11 CCH Tax Ct. Mem. 
141 (1952) (partial deduction allowed to lawyer demonstrating use of club to build prac- 
tice). See William and Jeanne Auerbacher, 15 CCH Tax Ct. Mem. 1147, 1151 (1956) 
(holding that petitioner cannot argue generally, but must show whom he entertained at 
club) ; Arthur Brookfield, 15 CCH Tax Ct. Mem. 247, 253 (1956) ; Mary Sachs, 11 CCH 
Tax Ct. Mem. 882, 890 (1952) (initiation fee paid to club may also be held nondeductible 
as in the nature of capital expense). Dues to business organizations, such as chambers of 
commerce, are generally deductible. See, e.g., Smith-Bridgman & Co., 16 T.C. 287 (1951); 
see also Mary Sachs, supra at 890. But see Arthur S. McKenzie, 11 CCH Tax Ct. Mem. 
437, 438 (1952) (chamber of commerce dues not considered a proper business expense of 


a Veterans Administration clerk-typist). See also Osmond, supra note 40, at 70-71 n.23; 
Stuart, supra note 40. 


65. Wm. T. Stover Co., 27 T.C. 434, 440-41 (1956); Thomas W. Briggs, 15 CCH 


Tax Ct. Mem. 440, 447-48 (1956) ; Richard A. Sutter, 21 T.C. 170 (1953); Charles J. 


McLannan, 4 CCH Tax Ct. Mem. 672 (1945). 


66. S. P. McCall, 13 CCH Tax Ct. Mem. 446, 450 (1954); Walter O. Kraft, 8 CCH 
Tax Ct. Mem. 606 (1949). 


67. Thomas W. Briggs, 15 CCH Tax Ct. Mem. 440, 448, 452 (1956) (corporation 
with headquarters in Tennessee allowed 50% of deduction claimed for rent of New York 
City apartment used for entertainment of customers, press and employees). But see Estate 
of Edwin Raymond Fisher, 11 CCH Tax Ct. Mem. 607, 610 (1952) (disallowing, as per- 
sonal expense, deduction for additional rental of higher-priced apartment to which cor- 
poration’s customer-relations man moved, ostensibly to better entertain actual and prospec- 
tive customers, notwithstanding taxpayer’s motive) ; Cecil P. Stewart, 5 CCH Tax Ct. 
Mem. 229, 232-33 (1946) (disallowing expense deduction for loss on stock in co-operative 
apartment building claimed to be used for entertaining customers). 

Other deductions of varied character arising from the variety of business life have been 
allowed from time to time. See, e.g., Arthur Brookfield, 15 CCH Tax Ct. Mem. 247, 254 
(1956) (subscription to technical journals). To deduct the cost of clothing, a clear busi- 
ness purpose for its purchase must be shown. Wilson John Fisher, 23 T.C. 219, 225 (1954) 
(musician playing at hotels); Olivia de Havilland Goodrich, 20 T.C. 323, 329 (1953) 
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latter category of deductions has, however, proved difficult, since facilities such 
as clubs, yachts and summer homes are not often exclusively maintained for busi- 
ness use. Executives involved in such cases have tended to disregard their per- 
sonal use in preparing their returns or have overestimated their business use.®* 
From the difficulty of determining the relative quanta of business and personal 
use, especially in instances where the taxpayer’s ownership of the facility ap- 
pears dependent on the indirect public subsidy inherent in a tax deduction, arise 
many of the contested, often sensational, tax cases. 

The personal-business dichotomy, epitomized by the yacht cases, has been 
the basis of controversy in homelier contexts. Thus, the Tax Court has ques- 
tioned the extent to which ordinary living expenses incurred in connection with 
business entertainment or travel can be deducted.® Here, it is apparent that the 
business deduction reduces the burden of expenses, all or patt of which must 
otherwise have been incurred by the taxpayer as a personal expense. Every 
executive and his family must eat ; but should the entire cost of a dinner, often 
more elaborate than usual, become a tax deduction because a business guest is 
entertained at the table? Or should the deduction be limited to the amount at- 
tributable to the guest’s share of the meal or to the shares of both the guest and 
the executive? Or should a deduction for the host be limited to the difference 
between the cost of his ordinary dinner and the more elaborate dinner of which 
he partakes because of the business guest? To dismiss the whole matter as de 
minimis is to blur the distinction between personal and business expenses to the 
point where a substantial portion of the executive’s daily living expenses may 
become tax free by way of the business entertainment deduction.” As a practi- 


(motion picture actress). A taste for expensive clothing cannot be indulged. William and 
Jeanne Auerbacher, 15 CCH Tax Ct. Mem. 1147, 1150-51 (1950); Paul E. Jackson, 13 
CCH Tax Ct. Mem. 1175, 1178 (1954). Office expenses, which clearly are deductible, 
seem to have caused little litigation. See Parker, supra note 40. But see Paul Bakewell, 
Jr., 23 T.C. 803 (1955) (lawyer’s hearing aid not a deductible business expense). 

68. See, generally, cases cited notes 64-66 supra. 

69. Richard A. Sutter, 21 T.C. 170 (1953). Emphasizing the presumption that per- 
sonal living expenses apparently remain nondeductible under Int. Rev. Cope or 1954, 
§ 262, so as to prevent taxpayers from shifting their burden of paying personal expenses 
to the public, the Tax Court said: “Running through most of the contested items is the 
stubborn thread of a single problem which has never apparently been squarely and ex- 
pressly passed upon. . . . When a taxpayer in the course of supplying food or entertain- 
ment or making other outlays customarily regarded as ordinary and necessary includes 
an amount attributable to himself or his family, such as the payment for his own meals, 
is that portion of the expenditure an ordinary and necessary business expense on the one 
hand or a nondeductible personal item on the other?” 21 T.C. at 173. The Tax Court 
concluded that meals at home for oneself and one’s dependents remain a nondeductible 
personal expense, notwithstanding the presence of business guests. It would follow that 
the expense of meals away from home, even when involving a business engagement, should, 
at most, be deductible only in the amount greater than the cost of ordinary meals at which 
no business guest is present. The entire cost of the luncheons at chamber of commerce 
meetings was disallowed in Sutter. 

70. See Morcan, Expense Account passim (1958), discussed note 2 supra. But cf. 
Bryson & Lerevre, TAX ASPECTS oF Executives’ CoMPENSATION 16 (Practicing Law 


Inst. 1955). 
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cal matter, a Tax Court decision raising these questions has remained more of 
a warning than a real limitation on deductions.™ 

The final category of business deductions involves services for which the tax- 
payer is required to pay out of his own pocket. Examples are telephone calls, 
telegrams ** and stenographic assistance on a business trip. Since secretarial 
services are costly, the executive may prefer to have his wife accompany him 
on the trip in order to serve as a stenographer, typist or social secretary. If bona 
fide business services of this kind are rendered by the executive’s wife, the cost 
of her travel may be deducted as a business expense.** The wife’s services, 
however, are usually nominal ; and expenditures incurred by the executive in 
taking her on a business trip are ordinarily held to be personal and nondeduct- 
ible, even though the wife helps to entertain business customers or otherwise 
proves incidentally useful.** The test appears to be whether the wife has dis- 
charged a function for which the executive would otherwise have had to pay. 

Questions of Proof. Assuming that the executive has incurred business rather 
than personal expenses for which he can claim a deduction on his income tax 
return, he still must be prepared to prove the actual amount of the expenses and 
their payment in the tax year for which the deduction is claimed. Especially in 
closely-held corporations, where absence of effective corporate control over the 


71. For an application of the Sutter principles, see Charles O. Gunther, Jr., 13 CCH 
Tax Ct. Mem. 984, 991 (1954). 

72. Ernest Huddleston, 13 CCH Tax Ct. Mem. 395 (1954) (allowing a truck driver 
deduction for one half of the cost of a telephone which his employer required him to have 
in his home) ; Julius C. Henricks, 8 CCH Tax Ct. Mem. 993 (1949) (cost of telephone 
calls and telegrams of an advertising solicitor held deductible). 

73. Rev. Rul. 168, 1956-1 Cum. Butt. 93; Rev. Rul. 57, 1955-1 Cum. But. 315; ¢f. 
Walkup Drayage & Warehouse Co., 4 CCH Tax Ct. Mem. 695, 703 (1945) (corporation 
allowed to deduct expenses of president’s wife, formerly his secretary, who accompanied 
him on business trip). “There was a time when a man took along his secretary on a busi- 
ness trip and said she was his wife. . . . Nowadays, for income tax expense reasons, he 
takes his wife and says she’s his secretary.” N.Y. Times, Feb. 16, 1958, p. 9, col. 6 (quot- 
ing the Journal of the British Income Taxpayers’ Society) ; see Bougher, Deductibility of 
Expenses of Wife on Business Trip, 10 Bus. Law. 54 (1955); Livingston, Wives Can 
Be Deductible, Washington Post, May 2, 1956, p. 27, cols. 3-4. 


74. Mere typing of an occasional business letter or attendance at business luncheons 
and receptions with her husband is not sufficient business purpose to justify a deduction. 
These incidental services do not establish a business need for her presence at conventions 
or other business engagements of her husband away from home. See Rev. Rul. 168, 1956-1 
Cum. Butt. 93; Rev. Rul. 57, 1955-1 Cum. Burr. 315. For Tax Court decisions dis- 
allowing a wife’s travel expenses on the same theory expounded by these rulings, see 
B. F. Crabbe, 15 CCH Tax Ct. Mem. 216, 219-21 (1956) ; Axel S. Stokby, 12 CCH Tax 
Ct. Mem. 761, 766 (1953). Compare ibid. with John C. Thomas, CCH BTA Mem. Dec. 
10622-A (1939) (allowing travel expense deduction for wife acting as husband’s singing 
coach and foreign language elocution teacher on tours). See Andrews, Whose Income Tax 
Are You Paying?, Am. Mag., Feb. 1954, pp. 21, 105 (former Commissioner of Internal 
Revenue writes that wives may be included as part of a business expense at “a dinner for 
promotional purposes to which other wives are invited” but that clothes for such a dinner 
would not be deductible). 
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taxpayer's expenditures casts suspicion on claimed deductions, proof of business 
travel or entertainment is often so vague as to raise a serious question whether 
the claimed expense was actually incurred or, if incurred, whether it served a 
business purpose. When only nebulous taxpayer records indicate the business 
purpose supporting the deduction, it will be disallowed on audit and the dis- 
allowance will be sustained on appeal."® In the case of the closed corporation, 
absent carefully prepared records, only the general testimony of the stock- 
holder-executive will normally be available to substantiate the facts on which 
the deduction is based, and evidence insufficient to establish the executive’s 
{eduction is also insufficient to sustain a corporate deduction.”® 

The quantum of evidence that will be required to sustain the taxpayer’s bur- 
den of proof cannot always be anticipated. But the executive can follow simple 
practices which will aid his case before the taxing authorities.” From a travel 
itinerary showing places visited and modes of travel, transportation costs can 
be reconstructed. Hotel bills, if preserved, will indicate not only the cost of 
the lodging but also incidental charges for telephone calls, room service and, 
in many instances, the hotel’s restaurant charges. If credit and “club” cards 
are used in charging expenses, bills rendered by the “clubs” may show the 
amounts spent by the executive as well as the time and place of the expenditure. 
The cost of gas and oil consumed in travel by private automobile can be calcu- 
lated with reasonable accuracy from records of mileage traveled. 

While documentary evidence of this type will provide the strongest support 
for claamed deductions, the Commissioner has recognized that absolute cer- 
tainty is unattainable and that a taxpayer cannot be “required to secure, retain, 


and produce receipts for each meal and for each night’s lodging.” Accordingly, 
the “Revenue Service allows considerable latitude with respect to recordkeep- 
ing or evidence tending to prove [travel and entertainment] . . . expenses.””® 
For example, the Commissioner will apparently consider a diary-type expense 
log as probative of travel and entertainment expenses incurred by the execu- 
tive."® Details of engagements noted in business diaries or desk calendars and 
memoranda dictated while facts are fresh in mind will also help to substantiate 


ae 


75. E.g., Dave Rubin, 26 T.C. 1076, 1081-82 (1956) ; M. L. Cottingham, 15 CCH Tax 
Ct. Mem. 987, 991 (1956) ; Gordon Pascal, 15 CCH Tax Ct. Mem. 434 (1956); B. F. 
Crabbe, supra note 74, at 219-21. 


76. See M. L. Cottingham, supra note 75, at 991-92; B. F. Crabbe, 15 CCH Tax Ct. 
Mem. 216, 219-21 (1956) ; Oscar J. Cahn Corp., 13 CCH Tax Ct. Mem. 195 (1954) (tax- 
payer claimed deduction of $73,798.51; Commissioner allowed $19,164.51 which the Tax 
Court increased to $36,000) ; cf. Proposed U.S. Treas. Reg. 103, § 19.1-4, 23 Fep. Rec. 1698 
1958) (calling for “approximations based upon reliable secondary sources”). 

77. See U.S. Income Tax Form 2106 (Official Worksheet) ; Lasser, TAx Arp REcorps 
AND APPOINTMENT Book (1958). 

78. Rev. Rul. 497, 1954-2 Cum. Butt. 75, 76. 

79. See Rev. Rul. 195, 1954-1 Cum. Butt. 47; Hayes, Deductions for Travel and 
Entertainment Expense, 4 ArtHur Younc J. 1 (1957); Perkins, Recommendations for 


Preventing Disallowance of Expenses for Travel and Entertainment, 4 J. Taxation 10 
(1956). 
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the deduction and its amount. Credible oral evidence of expenses will be ac- 
cepted and, if the amounts appear reasonable, the deduction will be considered 
established.®° 

Besides offering testimony of particular expenditures, morever, the execu- 
tive may be able to establish a deduction based on his average travel costs over 
a period of time or the average cost of entertaining in an ordinary manner! 
Testimony as to business travel costs generally, however, will not be accepted by 
the Tax Court, even in statistical form.8* Nor will the Tax Court view as ade- 
quate evidence checks drawn by the executive of a close corporation against the 
corporate treasury in round amounts, with a cryptic notation on the stubs such 
as “travel expenses.’’®? Here, the executive can at least seek to establish total 
expenditures by returning the amount drawn from the corporation but not 
spent, or by obtaining reimbursement for expenditures in excess of the amount 
advanced by the corporation.™ 

When travel or entertainment involves use of facilities owned by the execu- 
tive or maintained by him for general use, records should indicate not only the 
total expenditure but also the facts which support apportionment between busi- 
ness and personal use.*° Under the rule of Cohan v. Commissioner,® a deduc- 
tion for business expenses which have unquestionably been incurred will not 
be entirely lost for failure to prove their exact amount. But the deduction may 
be lost to a large extent since the taxing authorities tend to allow less to the 
taxpayer than the amount claimed by him.*" 


Other Forms of the Expense Account: “Perquisites” of Office 


Discussion of the expense account has thus far been concerned primarily with 
expenses paid or reimbursed in cash. A less tangible but often equally import- 





80. Rev. Rul. 195, 1954-1 Cum. Butt. 47. 

81. John A. Lovelady, 15 CCH Tax Ct. Mem. 1498 (1956) ; Charles O. Gunther, Jr., 
13 CCH Tax Ct. Mem. 984 (1954) (daily total travel cost). 

82. Charles O. Gunther, Jr., supra note 81, at 990 (estimate of $16.50 per day based on 
article in Baltimore Sun about average daily travel cost of executives held no substitute 
for cost records or estimate of taxpayer’s actual expenses). 

83. E.g., B. F. Crabbe, 15 CCH Tax Ct. Mem. 216, 220-21 (1956). 

84. See Siegfried v. United States, 55-2 U.S.T.C. J 9531 (N.D. Okla. 1955) (reim- 
bursement received by insurance executive reporting travel cost to corporate employer on 
monthly vouchers specifying categories of transportation, hotel, food and miscellaneous 
held not to constitute income). See also Perkins, supra note 79, at 11-13. 

85. See Richard A. Sutter, 21 T.C. 170 (1953) ; cf. Thomas W. Briggs, 15 CCH Tax 
Ct. Mem. 440, 447-48 (1956). 

86. 39 F.2d 540 (2d Cir. 1930). 

87. For a table illustrating application of the Cohan rule by the Commissioner and 
the Tax Court in twenty-nine decisions, see INSTITUTE FoR BUSINESS PLANNING, ACc- 
COUNTING FOR TRAVEL AND ENTERTAINMENT EXPpeENsEs § 2 (1958). For decisions affirm- 
ing the Commissioner’s allocation of expenses, see Wm. T. Stover Co., 27 T.C. 434, 436-37, 
440-41 (1956) (upholding Commissioner’s 50% disallowance of cabin cruiser expenses) ; 
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ant form of expense account is the benefit received in kind—for example, the 
yse of a company car and chauffeur, or an airplane,®* or an apartment or estate 
owned or maintained by the company.®® The company will often operate a din- 
ing room for executives where meals are served without charge or at cost.*° 


— 


Richard A. Sutter, 21 T.C. 170 (1953) (affirming Commissioner’s 75% disallowance of 
caimed operational expenditures for boat); Charles S. Guggenheimer, 18 T.C. 81, 85-86 
(1952) (20% of claimed deduction for travel and entertainment expenses allowed by Com- 
missioner and affirmed by Tax Court); see also B. F. Crabbe, 15 CCH Tax Ct. Mem. 
216, 219-21 (1956) ; Anne Klein Ansley, 12 CCH Tax Ct. Mem. 1110, 1114, 1116 (1953). 
For decisions taking an intermediate position between the minimum allowed by the Com- 
missioner and taxpayer’s claimed deduction, see Frank L. Kluckhohn, 18 T.C. 892 (1952) 
(Commissioner’s allowance of one half of general travel expenses in connection with lec- 
tures and disallowance of entire cost of trip to Australia; modified by Tax Court under 
the Cohan rule to allow as deductions two thirds of general travel costs and 70% of ex- 
pense of Australian trip); see also Albert L. Sanderson, 16 CCH Tax Ct. Mem. 105 
(1957) ; Louis Reinheimer, 16 CCH Tax Ct. Mem. 56, 60 (1957); William and Jeanne 
Auerbacher, 15 CCH Tax Ct. Mem. 1147, 1151 (1956) (Tax Court allowed in lieu of 
$2,303.36 claimed, nominal $100 deduction for unspecified business entertaining at club) ; 
Arthur Brookfield, 15 CCH Tax Ct. Mem. 247, 254 (1956) (Cohan rule applied to de- 
duction claimed for cost of technical magazines) ; Norman M. Hussey, 11 CCH Tax Ct. 
Mem. 141 (1953) (Tax Court allowing $600 of $895 claimed by taxpayer as deduction for 
club expenses). 

88. In 1953, company-owned airplanes outnumbered those of scheduled airlines seven 
toone. N.Y. Times, July 19, 1953, § 3, p. 1, cols. 6-7, p. 5, col. 1. See id., Aug. 1, 1954, 
§ 1, p. 87, col. 7 (business planes numbered 21,500, almost seventeen times those operated 
by domestic airlines) ; Burcess & NeunHoFF, MANAGING CompANY AIRPLANES 3 (Nat'l 
Ind. Conf. Bd. Studies in Bus. Policy No. 65, 1954). See also N.Y. Times, July 6, 1952, 
p. 5, col. 2 (describing plane fleet of Parker Pen Co.). 


89. See Chandler v. Commissioner, 119 F.2d 623, 626-28 (3d Cir. 1941) (executive 
occupying with his family a rent free lodge owned by corporation of which he was the 
sole stockholder held to have received compensation in an amount equal to the lodge’s 
rental value). But see Richards v. Commissioner, 111 F.2d 376 (Sth Cir. 1940) (rental 
value of corporate premises occupied by chief executive and his wife—together the sole 
shareholders—held to constitute a gift from the corporation to the husband, the court 
emphasizing that under Louisiana law families often place title to property in a corpora- 
tion to facilitate transfer to children after parents death). See discussion of the employer 
convenience rule note 90 infra. 


90. For a discussion of such arrangements, see Wilson John Fisher, 23 T.C. 219 
(1954); Canary, Fringe Benefits to Employees, in ENcyCLopepIA oF Tax PRocEDURES 
465, 466-67 (1956) ; cf. Everett Doak, 24 T.C. 569 (1955), rev'd, 234 F.2d 704 (4th Cir. 
1956) (involving a self-employed person rather than an employee). “ “The Hanover [Bank] 
provides [free] meals for its employees because of the crowded conditions in public restau- 
rants and the unsatisfactory consequences to both the bank and its staff, and in the interests 
of health.’” N.Y. Times, July 8, 1957, p. 35, cols. 2-3. 

If meals and lodging are furnished solely for the convenience of the employer, their 
value is not taxable to the employee. Int. Rev. Cope or 1954, § 119. See Note, 42 CorneELL 
L.Q. 433 (1957) ; Comment, 53 Micu. L. Rev. 871 (1955). However, if the cost of meals 
and lodging is taken into account in setting the pay of employees, or if employees not 
furnished meals or lodging receive higher salaries, the value of meals and lodging is taxed 
as compensation. Herman J. Romer, 28 T.C. 1228, 1240-42 (1957) ; Int. Rev. Special Rul- 
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The corporation may also offer recreational facilities,*! grant free medical exami- 
nations,®* provide the use of lunch and country clubs, sell its own products at 
a discount ®* or pay expenses at resort hotels used for rest or recuperation.” 
A benefit of this nature is generally thought of as a “perquisite” accruing to an 
executive by virtue of his office or position—by definition, ‘a gain or profit in- 
cidentally made from employment in addition to regular salary.” A cash expense 


ing, in 5 CCH 1951 Sranp. Fep. Tax Rep. § 6191. Sometimes, the value of meals and 
lodging may be considered part taxable compensation and part tax free. Hazel W. Car- 
michael, 7 CCH Tax Ct. Mem. 278 (1948) ; Olin O. Ellis, 6 T.C. 138 (1946). In deter- 
mining whether meals and lodging are compensation, the provisions of the executive's 
employment contract are not conclusive. Int. Rev. Cope or 1954, § 119. 


91. See N.Y. Times, Oct. 2, 1955, § 3, p. 1, col. 8, p. 9, col. 2 (describing Union Car- 
bide’s many company-sponsored activities). In 1955, company and employee outlays for 
company-sponsored recreational programs amounted to one billion dollars. Jd., April 17, 
1955, § 3, p. 4, col. 3; see id., Nov. 12, 1956, p. 47, col. 3, p. 48, col. 2 (“Today there is 
hardly a large concern that doesn’t have [an industrial recreation program] . . .”). See 
also Slaymaker Lock Co., 18 T.C. 1001 (1952) (allowing deduction for cost of improving 
land and buildings donated by the company to foremen’s association, to be maintained by 
the association as recreational facility for all employees of the company). 


92. Many companies now offer their executives periodic health examinations. Bosses’ 
Health, Bus. Week, Oct. 17, 1953, p. 135. Socony-Vacuum Company, for instance, provides 
for semi-annual examination for all top executives over sixty, with more widely-spaced 
examinations for younger executives. Jbid. See SourHERN NaTuRAL Gas Co., 1956 An- 
NUAL Report 24. Lukens Steel Corporation requires a medical examination as an incident 
of promotion to a top position. Fortune, Aug. 1957, p. 92. See also Wall Street Journal, 
April 2, 1956, p. 1, col. 6 (describing spread of executive health plans) ; Symposium, Safe- 
guarding Executive Health, 46 Moor. Rev. 58 (May 1957). 

An important problem raised by these medical examination plans is disclosure of results 
to the employing corporation. In the normal doctor-patient relationship, such disclosure 
would appear in violation of professional ethics. However, until recently at least, executives 


seem to have been willing to have their physical condition disclosed to their superiors. 
Bosses’ Health, supra. 


93. “In practice, cash discounts to employees, even though they are sufficiently large 
to form a part of the wage pattern, are not reported as taxable income. However, in 
theory they probable are taxable and there are, of coursé, many other fringe benefits that 
would meet the same standards.” Employee and Executive Compensation Arrangements, 
in TAX PLANNING IN Business Poticy 28-29 (Proceedings of the Am. Inst. of Account- 
ants 1955 Tax Conf. for Executives, 1956). 


94. Large-scale advertising by health resorts and hotels, emphasizing the alleged tax 
benefits of their use by executives at company expense, prompted the Internal Revenue 
Service to issue a ruling explaining that no business or medical expense deductions for 
such expenditures were allowable, either to the company or the executive. Rev. Rul. 130, 
1957-1 Cum. Butt. 108. Conventions are often held at resort hotels and sometimes on 
cruises. See N.Y. Times, Oct. 18, 1953, § 3, p. 1, col. 6; see also id., Oct. 23, 1953, p. 36, 
cols. 2-3, p. 38, cols. 4-5; id., Oct. 20, 1953, p. 41, cols. 6-7, p. 44, col. 3 (annual convention 
of Savings Bank Association of New York held on cruise to Havana). In 1957, Commis- 
sioner Harrington directed agents to give attention to “the use of alleged branch offices 
established in resort cities for the sole purpose of sending business executives to such cities 
for vacations.” What’s Happening in Washington, Prentice-Hall Accountant’s Weekly 
Rep., July 8, 1957, § 2, p. 2. 
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allowance may similarly be viewed in some businesses and incident to some po- 
sitions as less of a business necessity than a perquisite.®5 

The same corporate and tax principles discussed in connection with payment 
or reimbursement in cash appear applicable to this type of benefit. Thus, to the 
extent that the executive’s use of facilities made available by the company is 
solely for business purposes or for the company’s convenience, the benefit to 
the executive is analagous to the benefit received from direct corporate payment 
of properly incurred business expenses. This established, it is reasonable to 
conclude that the executive realizes no taxable income. On the other hand, if 
his use of such facilities is found to be for personal rather than business pur- 
poses or for both purposes equally, the value of such use constitutes taxable 
compensation.** Even so, if the use for personal purposes is occasional or inci- 
dental only, it may be deemed de minimis.** Moreover, it may be argued that a 
specific perquisite, such as a recreational facility, is in the nature of a gift.*® 

For the company, expenses of this nature are generally deductible either as 
ordinary and necessary business expenses or as compensation, subject in the 
latter case to the limitation of reasonableness. 

In recent years, corporations have sent executives to management training 
courses, of which those at the Harvard School of Business are perhaps the best 
known. Corporate funds expended for such a purpose would clearly be a proper 
business expense of the corporation. Similarly, any reimbursement of expenses 
made to the executive would not be taxable income to him. With regard to 
expenses incurred by the executive for which he is not reimbursed, a business 
deduction by him should be recognized on the principle that he was required 
to attend the course in order to retain the position which he occupied.” 

Other forms of perquisite involve provisions—sometimes incorporated in 


95. “In the process of liberalizing expense handling, several companies tell us that 
they have reached the point where they catalog expense accounts with other fringe benefits.” 
Executive Expense Practices, Am. Bus., Jan. 1957, p. 30. 


96. Mintz, Executive Expense Accounts and Fringe Benefits: A Problem in Manage- 
ment, Morality, and Revenue, 1 J. TAxation 2 (1954). 


97. See Rodgers Dairy Co., 14 T.C. 66, 73 (1950) (executive’s personal use of cor- 
porate automobile held “‘so small that [it] . . . may be disregarded” in determining cor- 
poration’s right to deduct car maintenance and operating expenses) ; cf. Penn v. Robert- 
son, 29 F. Supp. 386 (M.D.N.C. 1939); 1.T. 3015, XV-2 Cum. Butt. 136 (1936). See 
also McDonald, Travel and Entertainment Expenses, in ENCYCLOPEDIA OF TAX PRocEDURES 
451, 457 n.9 (1956) (“The courts tend not to concern themselves with ‘nice’ questions of 
theory in connection with expenditures which are patently moderate”). 

98. See Slaymaker Lock Co., 18 T.C. 1001 (1952). 


99. See Note, 66 Harv. L. Rev. 1508, 1510 (1953); cf. Coughlin v. Commissioner, 
23 F.2d 307 (2d Cir. 1953) (allowing expenses of attorney attending tax institute). For 
employer reimbursement practices, see Practices of 100 Companies Compensating Manage- 
ment Employees for Certain Expense Considered Beneficial to Company Work, 39 Mcmr. 
Rey. 459 (1950). Only 44% of the companies included in this survey then compensated 
their executives for all expenses incurred by them in attending training courses. 
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the employment contract!®—for vacations,!®! absence because of illness and the 
like. These are often less susceptible to adequate corporate and tax control than 
expense accounts paid in cash. 


THE PosITION OF THE TREASURY DEPARTMENT 


The Treasury Department has been keenly aware of the problems posed by 
expense accounts. In the past, considering the solution to rest primarily in 
enforcement, it has periodically announced vigorous enforcement campaigns,’ 
The great expense of a campaign sufficiently comprehensive in itself to be both 
thorough and dissuasive for the future has proved prohibitive. Accordingly, the 
Treasury Department has from time to time considered other measures. The 
most recent of these derives from a nominal provision of many years standing 
requiring that an employee report on his own tax return the receipt of amounts 
reimbursed for travel.'°* This requirement was little known and rarely ob- 
served. 


In 1957, the Treasury Department proposed expansion of the regulations to 
include reporting of all payments received by an employee as reimbursement of 
expenses. In conjunction with the new regulation, the Department published 
an income tax form which would have required total reimbursed expenses to be 
reported in the employee’s gross income and claimed business expenses to be 


100. See Wasuincton & ROTHSCHILD app. K, Jf] 4, 5; see also Casey & RoruscHip 
exh. 171 (Lerner Stores contract with Benjamin J. Timoner granting the right to receive 
“reasonable vacations and subject to absences on account of temporary illnesses”) ; id. exh. 
172 (Universal Pictures Co. contract with Edward Muhl affording executive “leave of 
absence for a consecutive period of four (4) weeks” with continuing compensation, but 
denying him the privilege of taking other employment during vacation period without 
employer’s consent). As to provisions for continued salary payments during illness or 
disability, see id. exh. 176 (Noma Elec. Corp. contract with Henri Sadacca, providing for 
continuance of salary during sickness or partial disability) ; id. exh. 186 (Deep Rock Oil 
Corp. contract with W. H. Garbade providing for $15,000 per annum for ten years payable 
to executive if disabled while employed). 


101. Cf. McCoy-Brandt Mach. Co., 8 B.T.A. 909 (1927) (allowing payment of vaca- 
tion expenses to skilled labor in short supply as an ordinary and necessary expense deduc- 
tion). For the view that the payment of such expenses would not have been held taxable 
to the employees in that case, see Canary, supra note 90, at 473. 

102. See N.Y. Herald Tribune, May 25, 1952, § 2, p. 10, col. 1 (“income tax authorities 
have announced a crackdown on entertainment expense deductions”) ; N.Y. Times, Nov. 
10, 1953, p. 54, col. 3 (Commissioner Andrews “says agents will check carefully deductions 
made for entertainment”) ; id., April 25, 1952, p. 32, col. 4 (“Tax agents have been ordered 
to impose full income levies on any expense allowances that appear to be hidden salaries”) ; 
see also U.S. News and World Report, July 9, 1954, p. 96 (interview with Commissioner 
Andrews). For announcements of prior campaigns, see Mintz, supra note 96, at 2; Os- 
mond, The Corporate Executive and the Business Expense Deduction, 33 Taxes 68 (1955). 


103. U.S. Treas. Reg. 111, § 29.23(a)-2 (1943), as amended, T.D. 5458, 1945 Cum. 
Butt. 45. 
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deducted with appropriate itemization.‘ Strong protests from many quar- 
ters'°° led to abandonment of this requirement and to a proposed Treasury 
regulation which, in substance, would require detail only in cases in which a 
flat expense allowance is paid and no accounting of expenses is submitted to 
the employer. The regulation would add little of substance to present re- 
quirements and, in fact, may repeal the long-standing nominal requirement of 
reporting amounts reimbursed for travel.4°* Currently, the Treasury Depart- 
ment proposes to inaugurate new measures to improve enforcement and has 
indicated that it will welcome suggestions for a constructive program. The 
problem, as stated by Dr. Dan Throop Smith, Deputy to the Secretary of the 
Treasury, has been one of preventing the abuse of expense accounts on the one 
hand and avoiding unnecessary harassment on the other.?® 


A SUGGESTED PROGRAM 


That the expense account has been abused in all fields, not excluding the aca- 
demic profession, no longer seems open to question, though disagreement exists 
over the extent of the abuse. Among the various remedies that have been 
suggested, the following are typical : 

1. Abuse of the expense account has been described as chiefly the by-prod- 
uct of high taxes which tend to make criminals of everyone. If tax levels were 
reduced to reasonable levels, the argument runs, the abuse would largely dis- 


104. 1957 U.S. Tax Form 1040, line 6(a); GENERAL INSTRUCTIONS, PUBLICATION 3, 


at 6 (1957); see Int. Rev. News Release IR-204, in 5 CCH 1957 Sranp. Fep. Tax Rep. 
{ 6932: “The new line will enable the Service to give attention to thase returns where 
deductions for expenses appear to be disproportionate in relation to the employee’s income 
and occupation, and thus aid in detection of abuses that have arisen in this area.” After 
the form was distributed, the Internal Revenue Service announced that it would not be 
applied “retroactively” to 1957. 1957 Int. Rev. Buty. No. 48, at 83; see U.S. News and 
World Report, Dec. 6, 1957, p. 97. 

105. See id., Nov. 22, 1957, p. 33 (referring to the “nation-wide furor” stirred up by 
the new income tax forms). “You have no idea of the pressure that was brought on the 
Service from people who get expense-account money.” /d., Dec. 6, 1957, p. 97 (quoting 
an official of the Internal Revenue Service) ; see also Wall Street Journal, Feb. 14, 1958, 
p. 1, col. 1, p. 11, col. 1. The requirement that expenses be included in gross income was 
also attacked as unconstitutional. See, e.g., 15 THe Tax Barometer No. 475 (1958). 

106. Proposed U.S. Treas. Reg. 103, § 19.1, 23 Fep. Rec. 1698 (1958). 

107. Cf. U.S. News and World Report, March 7, 1958, p. 86: “The new policy is 
likely to prove easier on taxpayers than the one that was in force before the furor arose 
over line 6(a).” 

108. SEMINAR OF THE TAX INsTITUTE, THE EFrecr or Tax Poticy ON EXECUTIVE 
AND WorKER COMPENSATION (Princeton, N.J., May 19, 1958) ; compare Address by Under- 
Secretary of the Treasury Scribner, Tax Executives’ Inst. Meeting, Feb. 17, 1958. 

109. Compare SANveRs, EFFecTs oF TAXATION ON Executives 152 (1951) (“That 
there are abuses is certainly true, though very little that looked like abuse has appeared 
in this inquiry”), with Smith, Watch Your Expense Accounts, Harv. Bus. Rev., Jan.-Feb. 
1958, pp. 120-21. See Note, 38 Va. L. Rev. 771 (1952). 
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appear.44° With respect to this point, it should perhaps be observed that abuse 
of expense accounts is not solely the result of taxes—witness the expense ac. 
count’s historic name of “swindle sheet.” 


2. At the opposite extreme are suggestions that the Code be amended to 
eliminate entertainment as a tax deduction. Assuming that it is possible to 
distinguish entertainment expense from related costs incidental to travel, the 
denial of a tax deduction for entertainment would appear to be inconsistent with 
the concept of an income tax based on net income after expenses.!? 


3. A middle course is now being followed by the Treasury, consequent to its 
abandonment of the new reporting requirement. In the case of the large pub- 
licly-held company, the Treasury proposes to rely heavily on the accounting and 
accountability of the employee to his employer, with occasional governmental 
spot checks. In the context of closely-held smaller companies, present Treasury 
practice calls for continued emphasis on enforcement. 


There is no doubt that the problem of controlling the stockholder-executive 
of the closely-held company whose affairs are identical with those of the com- 
pany which he manages must necessarily be met by enforcement.™* A very 
different problem is posed for other companies. The large, publicly-held com- 
pany, subject to supervision by a variety of government agencies and sensitive 
to its position in the eye of public interest and attention, audits expense accounts 
of its executives with greater care than the smaller company.!* Insurance com- 
panies and public utilities are under the active supervision of regulatory or rate- 
making agencies, and audit their employees expense accounts with still greater 


care. And banks that are strictly controlled and independently audited review 
expense accounts with the greatest care of all. 

If all corporations could be made as sensitive to the need for thorough in- 
ternal audits as are national banks and some publicly-held companies, the prob- 
lem of expense accounts would be reduced to manageable proportions. How can 


110. See Livingston, Wives Can Be Deductible, Washington Post, May 2, 1956, p. 27, 
cols. 3-4 (“The best relief from tax amorality is lower taxes. That would take the in- 
centive out of fudging accounts ...”); cf. Wormser, The Third American Revolution: A 
Reform Movement Gone Wrong, 39 A.B.A.J. 389, 438 (1953) (“The unrealistic attempts 
to equalize us by taxation have made criminals of countless Americans” ). 

111. See Smith, supra note 109, at 122, not favoring this course but stating: “We have 
no right to a tax on net income. The government could, if it wished, revise corporate and 
individual income taxes to make them apply on gross income.” By recommendations of 
the King Committee, see H.R. Rep. No. 2518, 82d Cong., 2d Sess. 29-31 (1952), legislation 
was proposed to prohibit deductions of expenses not substantiated by accurate records, 
see H.R. 7893, 82d Cong., 2d Sess. (1952). 

112. Cf. McDonald, supra note 97, at 463-64 (“Strict record requirements as an essen- 
tial to such [travel and entertainment] deductions might be the very path to satisfactory 
justification of all that the Treasury Department is now seeking to limit’). 

113. See note 9 supra and accompanying text. 

114. See SANDERS, op. cit. supra note 109, at 154 (concluding that “the big public com- 


panies are more rigorously policed, and their accounts are subject to more internal and 
external scrutiny ...”). 
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corporations best be made responsive to this need? How can inadequate audit- 
ing of expense accounts or overlooking careless and irresponsible use of the 
expense account privilege be made disadvantageous to the employer corpora- 
tion? How can the corporation’s directors, who are ultimately responsible for 
expense account audits, be given an incentive to ensure that the expense ac- 
counts of all employees are reviewed with care? A relatively simple answer to 
these questions may lie in disallowance of a corporate tax deduction for expenses 
deemed personal to a corporate employee. 

At the present time, expenses improperly paid or reimbursed to the execu- 
tive of a publicly-held company, or to a nonstockholder executive of a closely- 
held company, may be disallowed on audit of his personal tax return and taxed 
to him as additional compensation. With rare exceptions, however, wrongly 
paid or reimbursed expenses cannot properly be disallowed as employer tax 
deductions since, if not deductible as expenses, they constitute deductible com- 
pensation."45 The disallowed expenses are usually found on audit of a corpora- 
tion’s return; but, except in the case of closely-held companies, correlation be- 
tween audits of the corporation’s return and the returns of its executives has 
been difficult—at least up to now. 

If the field agent auditing the return of the corporation were authorized to 
disallow as a corporate deduction payments to employees for personal expenses, 
these payments would become more than twice as expensive to the corporation. 
The possibility of such a disallowance might itself operate as a stimulus to more 
effective controls within the corporation.2!6 

Further, employers should be required to file information returns pertain- 
ing to certain expenses of employees. For example, an employer should have to 
disclose expenses paid or reimbursed in the aggregate over a designated amount 
and, irrespective of value or amount, also report specific facilities, such as 
ranches, apartments or airplanes, made available only to a single executive or 





115. Company payment or reimbursement of an executive’s personal expenses (for 
example, of rent for an apartment used by the executive apart from his work) would 
appear tantamount to additional compensation taxable to the executive and deductible by 
the company. See notes 36-38 supra and accompanying text. As a practical matter, in the 
case of publicly held companies, some field agents have disallowed the corporate deduction 
of personal items without seeking to tax the executive upon the company’s payments. Their 
analysis appears to end with the statement that the payments were not normal or necessary 
expenses of the corporate business. 

In the case of the closely-held company, improper payments by the company for the 
benefit of a stockholder-executive may be held dividends and hence nondeductible by the 
company. See cases cited note 38 supra. Moreover, when an executive is unable to prove 
the expense item, a close corporation with no independent records will often find it dif- 
ficult to substantiate the contention that the payment is deductible as compensation. See 
P. S. Thorsen & Co., 15 B.T.A. 1281 (1929) ; Frishkorn Real Estate Co., 15 B.T.A. 463, 
466 (1929). See also Donald V. Smith, 6 CCH Tax Ct. Mem. 548, 561 (1947) (fixed 
expense allowance found not “reasonably equivalent” to unitemized but estimated ex- 
penses ). 

116. As one commentator put it, “a conscience works best when somebody peeks over 
your shoulder.” Livingston, supra note 110. 


48820 O—60 
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group of executives. A suggestion made by J. S. Seidman is that corporations 
be required to state, in a separate line of the corporate return, aggregate expen- 
ditures for travel, entertainment and promotion, with a separate schedule for 
all payments to insiders. 

Proposals such as these will not be popular. They raise problems of their 
own and call for refinement to avoid practical problems and undue bookkeep- 
ing expenses. Nonetheless, thinking should be directed toward requiring infor- 
mation from and imposing penalties on the agency that improperly pays, rather 
than concentrating solely on the individuals that receive. 


SUMMARY 


Methods of paying or reimbursing expenses incurred by executives vary 
from company to company but may be divided into three general categories. 

The first embraces payment of a flat allowance from which the executive is 
expected to pay expenses incurred by him as an employee of the corporation. 
For tax purposes, such an allowance has been treated much the same as salary, 
except that the corporation does not have to withhold income taxes or make 
social security payments on it.'117 The company must nevertheless report the 
allowance on its information return,!% and the executive must include in his 
income tax return the amount of the allowance, even though he may then de- 
duct his expenses.’’® The allowance assures the executive a fixed amount 
from the company, and its evidentiary value as a corporate declaration that ex- 
penditures made by the executive constitute business necessities of the corpora- 
tion helps him to establish tax deductions for his expenses. To the extent 
that the executive’s expenses exceed his allowance and are not reimbursed by 
his corporation, however, he may encounter difficulty in having the excess de- 
ductions allowed on his own return. 

The second category consists of reimbursement upon appropriate account- 
ing by the executive, either up to a fixed amount provided for by contract or 
of designated expenses as incurred. Provision for such expenses may be made 
in the employment contract or may be a matter of company practice or oral 


117. The definition of wages from which income tax is to be withheld excludes reim- 
bursement or advances for travel and other necessary and ordinary expenses when paid 
separately, when their amount is stated separately, or when paid together with wages sub- 
ject to withholding. U.S. Treas. Reg. 120, § 406.207(c) (1953). The value of meals and 
lodging is subject to withholding if in the nature of compensation. U.S. Treas. Reg. 120, 
§ 406.207(a) (5) (1953). Wages subject to the Federal Insurance Contributions Act, in- 
corporated into Int. Rev. Cope or 1954, § 3101-25, are defined in the same manner as 
wages subject to withholding, U.S. Treas. Reg. § 31.3121(a)-1 (1956). See U.S. Treas. 
Reg. § 31.3121(a)-1(h) (1956) which is identical with U.S. Treas. Reg. 120, § 406.207 (c) 
(1953), in regard to amounts paid as reimbursement or as advances for travel and other 
expenses. See also note 43 supra. 

118. U.S. Treas. Reg. 118, § 39.147-2 (1953) ; see U.S. Treas. Reg. 111, § 29.147-2 
(1943), as amended, T.D. 5313, 1944 Cum. Butt. 308, 309, T.D. 5480, 1945 Cum. Bul. 
234, T.D. 5687,:1949-1 Cum. Butt. 9, 33 (forms 1096, 1099). 

119. See Proposed U.S. Treas. Reg. 103, § 19.1-3, 23 Fep. Rec. 1698 (1958). 
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understanding. The expenses may be paid directly by the corporation or re- 
imbursed by the corporation to the executive. As distinguished from the flat 
expense allowance, expenses so reimbursed need not be reported by the execu- 
tive on his tax return.120 

The third category is payment of expenses out of the executive’s agreed 
compensation. A clause contemplating this handling of expenses, either in the 
employment contract, by memorandum or by policy statement, may be desir- 
able for an executive incurring expenses which he expects to claim as a deduc- 
tion on his own return.}2! 

In England, high taxes have led to the increasing use of perquisites as a 
form of tax evasion.!*2 This practice is considered to be a cause of deteriora- 
tion in public moral standards. A similar deterioration, affecting both public 
and private life, is said to have flowed from abuse of the expense account in 
the United States.128 

Efficient management generally recognizes that lax use of expense accounts 
and free spending of the expense dollar result in careless handling and unre- 
strained consumption of company money generally. But no effective control 
of expense accounts has yet been devised. In the final analysis, what the 
executive believes to be the attitude of his company toward large expenses 
is the major factor and deterrent.’** Although some corporations—princi- 
pally large publicly-held ones—are subject to stringent policing of expenses, 
others are relatively free from external control. 

A solution to the expense account problem may lie in stimulating all em- 
ployers to audit their employees’ expense accounts more carefully. Suggested 
for consideration is the disallowance of corporate deductions paralleling busi- 
ness expenses claimed by employees but found to be personal, together with 
a requirement that the corporation file information returns for expenses of 
certain types and in excess of a designated aggregate amount. 


CONCLUSION 


The loose use of expense money, with continued treatment of the expense 
account as the proverbial swindle sheet, can no longer be condoned as a 
peccadillo. The Treasury Department is keenly aware of the problem, but its 
efforts at regulation have met with stubborn resistance both from the luxury 
services sustained by the expense account and from individuals who find the 
account essential to their accustomed scale of living. 





See ibid.; text at note 106 supra. 
See note 53 supra and accompanying text. 
See Gorer, Pinch on Britain’s Upper Middle Class, N.Y. Times Magazine, Aug. 
26, 1956, p. 13, col. 1; Jessup, Britain’s Road Back, Fortune, May 1950, pp. 80, 85. 
123. See, generally, authorities cited notes 1-6 supra. 
124. “Spending habits of the men at the top set an example for the entire organiza- 
tion... .” Executive Expense Practices, supra note 95, at 32; cf. Livingston, Adams’ 
Plight: Symbol of Our Amoral Times, Washington Post, June 20, 1958, p. B9, col. 4. 
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Pointing out that there is no simple answer to any complex issue, Secretary 
of the Treasury Anderson recently declared that solution of such issues today 
requires “new thinking, hard and inquiring; new questioning, not about the 
variations of an existing pattern, but about the possibilities of starting 
new .... 12° The expense account presents a complex issue. Its abuse is lead- 
ing to the disintegration of-our self-assessment system of taxation and is under- 
mining confidence in the integrity not only of our tax administration but of the 
government as a whole.'*6 The palliatives of enforcement will no longer serve. 
What is needed is an imaginative and comprehensive program derived from 
the new, hard and inquiring thinking called for by Secretary Anderson. 


125. Commencement Address of Hon. Robert B. Anderson, Williams College, June 8, 
1958. 

126. “A society depends on the standards which men in power, men in high places, 
men in the professions impose on themselves. When Government officials, professional 
men, and corporation officials engage in self-serving practices and use the expense account 
to raise their standards of living at taxpayer expense, they bring down on themselves not 
only censure but, ultimately, the structure which has put them where they are—on top. 
If they shrink from paying taxes, if they condone misapplication of the expense account, 
why shouldn’t everyone?” Livingston, supra note 124. 
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Mr. Roruscuitp. There is some disagreement among members of 
this panel as to the existence of a real expense account problem. Cer- 
tainly the published statistics are based on bare estimates, and hearsay 
rather than true research. 

That applies as well to the statistics cited in my article. I myself 
have seen no evidence of expense account abuse in the large publicly 
held companies. The cases of which we know involve the closely 
held company or the individual businessman who is even more hard 
pressed by high taxes. 

On the other hand, these cases are so flamboyant and resultant ex- 
pense account publicity has been so sensational that in my view a 
fresh new program is indicated to prevent a breakdown in our self- 
assessment system. 

It is, I think, a question of good morality rather than tax money. 
But that question can affect our entire tax structure. I want to point 
out that this is an old problem; it is a problem that has been with us 
since the days of the expense account of the Roman Senator. Like 
sin, the swindle sheet has always been with us. Like sin, the problem 
cannot be legislated out of existence. 

A fresh new enforcement program, rather than new legislation, 
can remedy expense account abuses. For such a program, the Treas- 
ury needs adequate personnel. It needs a well considered publicity 
campaign designed to bring the lavish expense account spender into 
disrepute. 

I recommend two additional enforcement measures (1) that em- 
ployers be asked to file information returns disclosing expenses paid 
or reimbursed over a designated amount, or of a designated nature, 
such as for ranches, yachts, company airplanes; and (2) a provision 
which would disallow as a corporate deduction amounts paid to em- 
ployees for purely personal purposes. 

With these implements, and the personnel, supported by public 
opinion without fear or favor, and with this committee as watchdog, 
[ am confident that a normal pattern of compliance could be estab- 
lished and maintained within 1 year. 

Thank you, Mr. Chairman. 

The Cuarrman. Thank you. 

Our next panelist is Mr. Rudick. We are pleased to have you 
with us today, and you are recognized. 


STATEMENT OF HARRY J. RUDICK, ATTORNEY, NEW YORK CITY 


Mr. Rupick. I am an attorney from New York City and I am 
ilso professor.of law at New York University. I have been asked 
to speak on the subject of general business expenses, particularly en- 
lertainment expenses. 

All legitimate costs of earning or developing taxable income should 
be deductible. The problems are (a) those of definition; that is, 
what is legitimate; and (4) those of timing; that is, the taxable year 
or years in which they should be allowed. 

With this prefatory statement and the general statement that busi- 
ess practices ought to be accepted for tax purposes whenever they 
are adopted for reasons of expediency and efficiency rather than for 
tax avoidance, I turn to the category of entertainment and travel 
expenses. 
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Here the problem is simply one of abuse. Incidental entertainment 
is a common and productive event in business life, and there should 
be no question as to the deductibility of legitimate entertainment ex. 
penses. The difficulty is in drawing the ‘line between what is and 
what is not lagitimate. 

When a taxpayer employs the expense account technique as a 
subterfuge to defray personal expenses, it is not merely that he un- 
fairly reduces his tax burden and shifts the avoided tax to other 
taxpayers—lI do not think that the amount shifted is significant—but, 
and this is far more important, he lowers the level of tax morality. 

Except insofar as withholding of tax at the source on wages is re- 
quired, our tax system is largely a system of self-assessment and, as 
has happened in other countries, if taxpayers gener ally form the 
notion that tax avoidance and che: ating are accepted practices, our 
system will break down. 

It is well known that one of the most prevalent tax avoidance 
techniques is the expense account. That is why it is particularly 
important to do something about the problem. But we must also 
be practical about it. 

We should not try to make taxpayers account for every penny of 
expense allowance, nor should minimal amounts be questioned. We 

cannot expect employing businesses to keep minute records of their 
plague expenses, nor to pay for the auditing which would be 
required to establish detailed control of expense accounts. 

My suggestions in this area are as follows: 

(1) Where an employer maintains entertainment or recreational 
facilities separate and apart from the premises where commercial or 
industrial activities take place, such as hunting and fishing camps, 
private yachts, et cetera, the return of the employ. er should be required 
to separately show the cost of maintaining such facilities, and records 
should be required to be kept available for inspection by revenue 
agents showing the names of the persons availing themselves of these 
facilities, the periods of their occupancy and the business and family 
relationship of such persons to the employer. 

We should be able to proceed on the assumption that business is 
done on the basis of the quality of the products and services bought 
and sold, rather than primarily on the social amenities; and “the 
the taxpayer can show that the benefits that can be reasonably antic- 
ipated from the establishment and maintenance of the facilities 
is commensurate with the costs of maintaining them, such costs should 
be disallowed. 

There is some doubt as to whether the maintenance of such facilities 
is an ordinary business practice, and I do not think that there would 
be any serious dislocation of the economy if the cost of maintaining 
them were disallowed in toto. 

(2) Where the employee renders to his employer a reasonably 
detailed account of his entertainment and travel expenses, the re- 
imbursement to him should, as at present, be treated simply as a cash 
transaction for tax purposes; that is, the employee reports no income 
and claims no deduction. 

However, where the aggregate amount of travel and entertainment 
expenses incurred by an employee in any one taxable year of the 
employer, whether paid directly by the employer or by way of re- 
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imbursement to the employee exceeds, say, $5,000—and this figure 
could be less if the Treasury thought it should be less— the employer 
should be required to keep reasonably detailed records of the amounts 
spent by or reimbursed to such employee, and to file with his or its 
return a list of the persons whose aggregate entertaining expenses 
exceed the stated sum and the extent of the excess. This would call 
attention to and thus discourage gross abuses and facilitate scrutiny 
where it is needed. 

(3) Asa ee where the employee does not account to his em- 
ployer for travel and entertaining expenses, the amount paid to him 
a account of such expenses should be treated as additional compensa- 
- to him, both by employer and employee, and the employee should 
be allowed only such deductions as he can substantiate under the usual 
burden-of-proof rules. 

(4) Entertainment and recreational facilities maintained at 
premises where regular industrial and commercial activities of the 
employer are carried on should not give rise to any increase in income 
of the employees availing themselves of such facilities, and the cost 
of maintaining them should be deductible by the employer. 

Thus, free lunches or game rooms supplied to employees on premises 
connected with the usual industrial and commercial activities of em- 
ployers should not be counted as compensation nor as part of the 
$5,000 limit referred to in (2) above. 

The costs of general employee or customer entertainment, for 
aun the cost of holding an annual dinner for employees or the 
cost of maintaining a hospitality booth or suite at an mlatie’ associa- 


tion meeting, should be deductible as at present and should not count 


as part of the $5,000 limit referred to in (2) above. 

Admittedly, the adoption of rules such as those suggested above 
would not eliminate all expense account abuses, but it would at least 
curb gross abuses without great cost or inconvenience to either tax- 
payers or the Treasury. Moreover, I do not think that statutory 
amendment would be necessary. Appropriate Treasury regulations 
could do the job. 

In short, it seems to me that the wisest approach is stricter enforce- 
ment and better enforcement procedures in the interest of maintain- 
ing tax morality. I would like to take another moment to add that 
the unnecessary and unwise—in my opinion—range of progression in 
the upper individual tax brackets contributes significantly to the prob- 
iem of entertainment and travel expenses. 

Suppose the partners in a stock brokerage firm are in the 90 percent 
bracket; if they spend $1 on entertainment of a customer, it only 
= them 10 cents on the dollar. But if they were in the 60 percent 
bracket, the cost of the entertainment would be four times as much, and 
[ think that they might think twice before they spend it. 

Or suppose a corporate executive who is in the 90 percent bracket 
and who owns a house in the country finds his bracket has been reduced 
to 60 percent. I think that he would then be less likely to suggest 
to his employer corporation that instead of giving him a raise, ‘they 
should supply and maintain for him a city apartment. 

I am not saying that reform of the upper bracket structure would 
eliminate completely the abuse in the field of entertainment and travel 
expenses, but it would certainly make it much smaller. 
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Thank you. 
The Cuarmman. Thank you, Mr. Rudick. 


Mr. Schlaudt, we are pleased you could be with us today and you 
are recognized. 


STATEMENT OF EDWARD J. SCHLAUDT, TEXACO, INC., NEW YORK 
CITY 


Mr. Scuiaupr. I am an attorney with Texaco in New York City. 
I have been asked to discuss the question of expense account abuses. 

If I interpret the statements and remarks of my colleagues cor- 
rectly, there seems to be a very large area of complete agreement 
among us, and a very small area where the disagreement is one of de- 
gree rather than of substance. 

We all seem to be agreed that no changes are required in the provi- 
sions of the Internal Revenue Code relating to expense account deduc- 
tions. I get the impression that most of us feel that any changes 
would be undesirable. In other words, we all feel that to the extent 
there is any problem, it can be handled administratively and does 
not require congressional action. 

The area of disagreement seems to be as to whether there actually 
is any problem. I take it from Mr. Smith’s paper that he feels there 
is a real, serious problem of expense account abuse. The other panel 
members, with the exception of myself, do not expressly commit them- 
selves as to whether they believe a problem really does exist. 

Instead, they more or less assume that even though they have no di- 
rect personal knowledge of such abuses, there must be a problem or 
we would not be here talking about it. But that is where I disagree 
completely with the rest of my colleagues. 

On the basis of my own experience, which after all is the only thing 
I have to go on, I refuse to believe that there is any really significant 
expense account abuse merely because there have been some loose 
charges and lurid magazine articles in the last few years. 

In nearly 20 years of corporate law practice, both as a private prac- 
titioner and as a corporate staff attorney, I have yet to see any sig- 
nificant expense account abuse by a successful corporate executive. 
Now, I cannot say that there may not be a handful of isolated cases 
where abuses do exist. I can only say that from 1,000 or more execu- 
tives that I have known, from 100 or more companies, I have never 
known of one of them who lived extravagantly or who made any 
money off an expense account. 

To the contrary, by far the great majority of them lose a certain 
amount of tax paid money out of their own pockets every time they 
take a business trip or do any business entertaining because they bend 
over so far backward in making out their expense accounts. 

Today’s business is so competitive that every executive is well aware 
that a penny saved means just as much on the profit and loss state- 
ment as does-an extra penny of sales revenue. Consequently, expenses 
are scrutinized carefully. Usually expense accounts go through as 
many as five different examinations: First, by the employer's super- 
visor or department head or superior; second, by the comptroller's 
department; third, by the company’s own tax department ; fourth, by 
the company’s independent auditors; and, finally, by the Internal 
Revenue agent who audits that company’s return. 
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In addition, today’s stockholders frequently demand accountings. 
If they see that their company’s executives are living too plushly, pres- 
ent- day stockholders waste no time in voicing discontent, usually 
audibly at the next meeting. 

Add on top of this the “fact that the executive himself knows full 
well that his department cannot make its best showing if he permits 
expense account padding. The end result of all of this restraint 
is that in my experience and in my opinion, expense account oe 
just does not exist among responsible personnel of successful com- 
panies. One thing you can be sure of is that if a junior executive is 
ever caught padding his expense account, he does not become a senior 
executive of that company. 

Finally, it is my opinion that no changes are necessary in the rele- 
vant provisions of the existing Internal Revenue Code. The existing 
provisions contain three separate requirements for determining the 
deduct aa of expense account items: 

1) The item must be reasonable in amount. This provision 
ional izes the Internal Revenue Service to disallow luxury-scale 
expenses which are unreasonable in the light of surrounding cir- 
cumstances. 

(2) The item must be ordinary and necessary. This provision 
permits disallowance of items which, although reasonable in 
amount, are so far out of the ordinary course of business as to fall 
into the category of the unnecessary. For example, it is routine 
for actors, boxers, and so on, to have managers and busjness agents 
but if a lawyer in private practice tried it, his costs would be 
disallowed. 

(3) It must be a business expense. No matter how reasonable, 
and how ordinary and necessary an item may be, if it is a personal 
expense rather than a business expense it is not an allowable de- 
duction. 

Frankly, I know of no additional limitations or restrictions which 
could be imposed without destroying the whole basic tax concept that 
the reasonable, ordinary, and necessary costs of doing business are 
deductible in arriving at taxable net income. To go further would 
be to impose a tax on gross receipts rather than profits, 

The CuatrmMan. Thank you, Mr. Schlaudt. 

Our next panelist is Mr. Litschgi. 

Mr. Litschgi, we are pleased to have you with us this morning and 
you are recognized. 


STATEMENT OF BYRNE LITSCHGI, ATTORNEY, WASHINGTON, D.C. 


Mr. Lrtscuet. I am Byrne Litschgi, an attorney in Washington. I 
was interested in going over the papers of my fellow panelists to find 
out that we all seemed to agree on a solution, but not all of us were 
sure there was a problem. Scsmntentine I feel that there is a problem, 
and I disassociate myself with my brother here on that score. 

It seems to me that over the years, with the increase of rates, there 
has been a deterioration of the mor ality of some taxpayers in the use 
of expense accounts or, particularly in my case—my subject was en- 
tertainment expenses—in the handling of those. 

It seems to me that in the lower tax rates the decision was not as 
difficult, but now with a higher rate, and particularly in the executive 
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levels, it is very difficult to decide that this is not a business expense, 
I do not think it necessarily means that these people are dishonest, 
but there is a natural tendency as you go along in life to feel that 
more of your activities are engaged for the business that you engaged 
in. 

However, and to go back to my prepared summary for the commit- 
tee, it is unfortunate in this country that deductions for legitimate 
entertainment expenses have been equated with “swindle sheet” opera- 
tions. The hue and cry which has been raised against the availability 
of entertainment expenses as a deductible expense is obviously mis- 
conceived. 

Such a characterization of entertainment expenses does not take into 
consideration the basic principle upon which the income tax laws of 
the United States are based; namely, a self-assessing system of taxa- 
tion. It is important here that the the system not make the decision 
for the taxpayer. The taxpayer should still be able to decide in his 
mind what is a business expense and what entertainment is for that 
purpose. 

It is the next step that we feel that the Treasury should look into. 
That is, of course, the enforcement part of it or the policing of the 
initial decisions. 

As a practical matter, this principle of self-assessment was no doubt 
motivated by the virtual impossibility of investigating the income 
and expenses of each of the millions of taxpayers who filed returns 
each year. In brief, our system of taxation depends on the honesty 
and integrity of the American taxpayer. 

If there are taxpayers abusing this system and by their use of enter- 
tainment-type expenses meeting personal living outlays, then an en- 
forcement problem arises for the Treasury. Numerous techniques 
have been suggested in recent years to meet this problem. Among 
these are a percentage limitation of gross income being permitted as 
entertainment expense deductions—naturally this is arbitrary and 
harmful to some and helpful to others—the denial of all such expense 
deductions where the cost incurred for the benefit of the particular 
taxpayer is also included in the deductions, and here you are enter- 
taining a customer, but not there yourself, and tt seems to me a little 
foolish result. Finally, there is the denial of all entertainment ex- 
penses as deductions for tax purposes. 

Steps such as these do not seem to get to the heart of the problem. 
which is that there are legitimate entertainment-type expenses 1n- 
curred which are ordinary and necessary in the pursuit of a trade or 
business. The problem is to ferret out the illegitimate expenditures 
and deny these for tax deductions. 

How can this be done? This is a matter of disclosure required un- 
der our self-assessing*tax system. Such disclosure should be sup- 
ported by effective reporting requirements and the taxpayer should 
have to substantiate the deduction claimed for entertainment expenses. 

It is difficult to see how taxpayers, other than on a recordkeeping 
basis, could object to disclosing these facts. If the expenditure was 
ordinary and necessary in the trade or business—which is what the 
statute says—the taxpayer would have no problem taking his deduc- 
tion. The problem for the individual entrepreneur is more difficult, 
but here again, it is a matter of substantiation by him that the expense 
was ordinary and necessary in his trade or business. 
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Basically, therefore, any resistance to disclosure by the taxpayer 
of the receipt of money for these expenses should be overcome by re- 
porting requirements of the Treasury Department in order to preserve 
the integrity of our self-assessing tax system. 

Now, there are numbers of ways in which this could be done. It 
was suggested yesterday to me in a discussion that maybe the old W--2 
should have another line on it, amounts paid to individuals included 
there, so that the auditing revenue agent could look immediately and 
see the income part in the sense of wages or salary, and then show 
amounts paid to him for other purposes. 

This would be a disclosure that could be compared with the return 
to see whether the other deductions on the return fit the pattern of 
this particular taxpayer and whether further checks should be made. 
There are numerous ways it could be done. 

I think the Treasury could accomplish this, and I do not think that 
there is any need for any change in the law, Mr. Chairman. 

Thank you. 

The CHarrman. Thank you, Mr. Litschgi. 

Mr. Smith, we are pleased to have you with us this morning and you 
are recognized. 


STATEMENT OF HENRY CASSORTE SMITH, ATTORNEY, NEW YORK 
CITY 


Mr. Sairu. In general, I do not think that there is a large measure 
of disagreement among the members of the panel. My own views 
come closer to those of my brother on the left than any of the other 
panelists. 

I feel perhaps we have understated the evil here, which I think has 
become a problem as the rates become higher. I respectfully draw 
to the particular attention of the committee exhibit A to my printed 
statement, showing the various types of abuses which have grown up 
and which are set forth in an article I wrote a year and a half ago 
for the Harvard Business School. 

However, in my opinion, it would be almost completely unrealistic 
and unfair to eliminate by legislation or by placing a maximum limi- 
tation on the deduction for business entertainment and transportation 
expenses, which I believe have become a necessary part of our business 
economy. 

But I do believe that we cannot continue to countenance the current 
practices which have increasingly been so abused to such an extent 
that perhaps our system of self-assessment which has worked so well 
might conceivably fail. 

I do not think that there is any need for further legislation on the 
question of what are responsible and necessary business expenses. I 
think if we adopt the rationale of the Supreme Court in the well- 
known case of Welch v. Helvering and make certain changes which I 
will indicate in a few moments, we can go far in solving the problem. 

I think it would be too difficult to administer a statute such as the 
one that was introduced in the Senate last spring which would take 
certain types of business expenses and say, “You cannot do this. You 
cannot take off the cost of going to a night club.” Where are you 
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going to draw the line between a night club and an expensive restau- 
rant ¢ 

It is in the area, I believe, of substantiation of entertainment and 
other like business expenses where the real problem lies. If you were 
to talk with the head audit man in various district directors’ offices in 
and around New York and Newark and Brooklyn, you would find that 
that is where the problem lies, and that is the most difficult area from 
the standpoint not only of man-hours spent on audits but from the 
standpoint of coming to a correct decision. 

Specifically, I would overrule legislatively the rationale of the land- 
mark decision of George M. Cohan v. The Commissioner, which coun- 
tenances estimations of expenditures as distinguished from “paper 
proof” that they were in fact made. In that case it was held that 
the Internal Revenue cannot completely disregard oral proof of ex- 
penditures, which rule has, in my opinion, resulted in vieatl “padding” 
and other fraudulent practics. I would, therefor, advocate a statute 
which would require—except in the situation where the present regu- 
lations permit the allowance of an employee’s expenses where he is 
required to account for them—the substantiation of entertainment, 
travel, gift, and like expenses by receipted invoices, canceled checks— 
made out to other than “cash’—memorandums, diaries, and books of 
account, although not necessarily double-entry books of account, bear- 
ing evidence that they have been contemporaneously maintained. 

In other words, it would put on the taxpayer the burden of proof. 
The Supreme Court in New Colonial Ice Company v. Helvering said 
all deductions were a matter of grace. If that is sound and they are 
a matter of grace, it seems to me not to be asking too much of the tax- 
payer to keep adequate records. 

The Cuatrman. Thank you, Mr. Smith. 

Mr. Hanson, we are pleased to have you with us today and you are 
recognized, sir. 


STATEMENT OF ELISHA HANSON, GENERAL COUNSEL, AMERICAN 
NEWSPAPER PUBLISHERS ASSOCIATION 


Mr. Hanson. My name is Elisha Hanson, and I am a lawyer in 
Washington. I think the invitation was extended to me because | 
do happen to represent a client who is greatly interested in the problem 
of advertising deductions. 

Now, differing from some of the members of this panel, my client 
feels—and I join in his belief—that the law should be amended so as 
to provide that all expenditures for advertising by persons, companies, 
or corporations engaged in business be made deductible as business 
expenses. 

Advertising is nothing more nor less than a form of important 
information. Under the present regulations of the bureau, as upheld 
by the Supreme Court in the recent Cammarano and Strauss cases, 
advertising can save the life of a business. It is not an ordinary and 
deductible expense according to that, if those in authority in our Gov- 
ernment happen not to be too interested in the life of the business. 

Now, I have had a good deal of experience in the past with the 
question of placing burdens on the dissemination of information. | 
had the privilege of arguing that question in the Supreme Court of 
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the United States in 1935, with the resulting decision in the now cele- 
brated Louisiana newspaper case, nullifying the notorious Louisiana 
news tax. 

In that case, Mr. Justice Sutherland, in an opinion for the entire 
Court, pointed out that taxes on dissemination of information were 
one of the fundamental causes of the American Revolution, and our 
forefathers opposed that type of tax. They battled against them 
what they described as taxes on knowledge, which type of taxes con- 
tinued in England for more than a century after our Declaration of 
Independence. 

As Mr. Justice Sutherland said, “In the adoption of the English 
tax on advertising, revenue was of subordinate concern.” I insist 
that under the interpretation of the Treasury regulations, revenue is 
not of a major concern in these preposterous taxes on advertising 
expenditures, but a subordinate concern and aimed at some other 
purpose than obtaining revenue. 

A businessman knows how to advertise his business and how to get 
his message to the public, and he should not be censored by any Gov- 
ernment agency, in our opinion. As I have pointed out in my state- 
ment: In 1942, when the country was engaged in a war for self-pres- 
ervation, the Secretary of the Treasury was having a great deal of 
dificulty in persuading the citizens to buy bonds. Advertisers and 
those who carry advertising in the press and over the radio were urged 
to do something about it. 

An advertising council was set up and, as a result of that council’s 
efforts, the war financing program was made a tremendous success 
when it was facing failure. 

Now it is inconceivable to me that if that hadn’t been done it would 
have failed in the long run, but again it did work. Under the exist- 
ing Treasury regulations, had the Treasury taken a position at that 
time or the Internal Revenue Service that that advertising to save the 
life of the country was not an ordinary and necessary Tesinées ex- 
pense, no one would have had credit for the expenditures made. How- 
ever, they called it institutional advertising, and deemed it appro- 
priate, and allowed the deductions. 

Now, I cite in my statement two other cases, both of which were 
presented to this committee back in the late 1930’s. One was the 
case of the drought-stricken cattle farmers, where the Government 
went in in one year and bought thousands of head of cattle and de- 
stroyed them and paid the farmers a small price. The next year the 
drought was just as bad, and the farmers were in just as great. dis- 
tress, but they thought there was a better method and that was to 
persuade the people of America to eat more beef. 

or went to the trade associations in the food business and per- 
suaded them to carry on an “eat more beef” campaign, and the result 
was that that year the sale of meat went up 38 percent and the Govern- 
ment bought only 5,000 head of cattle as against 214 million or more 
the pree eding year. 

Similarly in New England in the great hurricane of the late 1930's, 
the first and worst one to hit it, although we have had some others 
since, it struck the day the applegrowers were going into their fields. 
It knocked every apple off of the trees in New England, in certain 
areas. The applegrowers were helpless and they were hopeless, but 
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remembering what had been done in the beef campaign, they appealed 
to the food distributors, and on the evening of the hurricane, the ad- 
vertising began to go out in the evening newspapers and over the radio 
and the distributors sent their people out in the fields to help the 
applegrowers pack and classify their product, and they distributed in 
such a way that the president of the Massachusetts Horticultural As- 
sociation, testifying before this committee, simply said that the ad- 
vertising of these food distributors and the help they gave had saved 
the appelgrowers of New England. 

Yet, a cynical interpretation of the regulation might have held that 
that was not an ordinary and necessary expense of the people who 
saved somebody else. We have it every day in the newspaper business. 
Every emergency, locally, regionally or nationally, is a cause for ad- 
vertising for help. 

True, that advertising is treated as institutional advertising, but I 
do refer to other fields where it is not. One was in the case of Cam- 
marano and Strauss, where the business those people were engaged in 
happened to be a liquor business, which is always a political football, 
and they spent their money to inform the public about an effort to 
make a business theretofore legal, illegal. Because that was in the 
nature of initiation, the Treasury Department ruled they were trying 
to influence legislation and disallowed the claimed deductions, 

The Supreme Court upheld the decision, that those expenses to 
save business life were nondeductible. 

Without taking any position on the quarrel between publicly owned 
and privately owned electrical utilities, we have the same situation 
there, only it is twofold. Their expenditures to inform the public as 
to what they do as made by the privately owned utilities are not al- 
lowed as ordinary and necessary business expenses, nor are they al- 
lowed as expenses in fixing rate bases by the Federal Power Com- 
mission, which also got into the act. 

On the other hand, the publicly owned utilities can spend the tax- 
payers’ money to whatever extent they want for advertising their 
services, and promoting their services, and they are not faced with a 
tax problem. 

Now, as I say, we hope that this committee will give serious con- 
sideration to removing this particular phase of discretion from the 
Treasury, and provide that it shall be treated as an ordinary and 
necessary business expense, leaving to the judgment of the advertiser 
what he thinks is necessary to promote his business and sell his 
product. 

Thank you. . 

The CuHarrman. Again I want to thank you gentlemen for being 
with us this morning and for your summations of your statements 1n 
the compendium. 

Are there any questions by members of the committee ? 

Mr. Mason. Mr. Chairman, I have a question. We have had wit- 
nesses before this committee in other fields of taxation besides busi- 
ness expense, and most of them felt that if we lowered the tax rates 
to somewhat reasonable rates, it would do away with most of the prob- 
lems that we have to face. 

I wonder in this field of general business expenses if the corpora- 
tion rate were lowered from 52 to 40 percent, so that a man would have 
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to pay 60 cents out of his own ~ ‘ket, and Uncle Sam 40 percent, and 
if the individual rates were changed from 15 to 50 percent, would 
that not do away with three-fourths of the headaches in connection 
with these business expenses ? 

Anyone on the panel may answer. 

Mr. Roruscui. I would agree that the reduction of tax rates 
would alleviate a large part of the problem. We do know, of course, 
that this problem is not entirely a tax problem. It goes back to the 
old days of the salesman long before we had a high tax rate. 

As I indicated in my paper, it has historical precedent, but I think 
that the degree of the problem is the result definitely of high tax 
rates and I will just give one example. 

We all know that when you bring a man’s tax return and he sees 
what he has to pay, he will often call on his accountant and say, “Joe, 
can’t you do something about this situation ?” 

Joe will say, “Well, perhaps you underestimated your entertain- 
ment and business expense. 

So that is really where your impetus comes and it does come in that 
particular sense. I do agree with you, sir. 

Mr. Lirscuer. I was going to say, Mr. Mason, I am not sure that 
the reduction rate would solve the problem. It would reduce it by 
degree because the percentage of revenue lost would be reduced, but 
I am afraid some of these problems have been with us and are in- 
grained in the structure now of the business operations and I am not 
sure that the reduction rate will solve them. 

I think it will take more than that. 

Mr. Rupick. I think it will go part way toward solving them, but 
not all the way. 

However, I would not reduce the corporate tax. I am all in favor 
of reducing the individual rate of tax, especially in the higher brackets 
and middle brackets. 

Mr. Mason. If I am a corporation and I know that Uncle Sam is 
going to pay the major share of it, I am going to be rather liberal, 
maybe, but if I am a corporation and I have to pay the major share 
of the expenses, I am going to be a little bit more careful, am I not? 

Mr. Rupicx. I happen to believe that the corporation tax generally 
speaking, has now reached the point where it is imbedded in the price 
structure and whatever the corporation has to pay ultimately is passed 
on to the consumer. 

Mr. Mason. Would you not all agree that it at least to a degree 
would solve our problem. 

Mr. Rupicx.. Yes, sir; I would. 

The CuHatrman. Mr. Forand. 

Mr. Foranp. Gentlemen, I am very much interested in what all 
of you have said, the various points you have raised. 

But one in particular was raised by Mr. Hanson that commands 
my attention. That is the Guards of expenditures for advertis- 
ing in the case of initiative and referendum. 

It has been my experience, and I have been in public life 37 years, 
seeking office most of the time, that when the voters go to the polls 
they will vote for candidates, but in nearly 50 percent, and sometimes 
more than 50 percent of the cases, they will ignore the initiative and 
referendum because they do not know what it is all about. 
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For that reason I think that the point made by Mr. Hanson relative 
to the information being imparted to the people in regard to these 
cases, whether they apply to liquor or any other thing, is one that is 
worthy of very, very serious consideration. 

Now, the Cammarano and Strauss cases, I believe you cited. | 
don’t know what the Strauss case was, whether that had to do with 
liquor—— 

Mr. Hanson. The same thing in a different State. 

Mr. Foranp. Am I right in understanding that in the Cammarano 
case, for instance, this was the case of a wholesaler that was to be 
put out of business if the State took over the dispensing of liquor 
in the State of Washington ? 

Mr. Hanson. I think you are correct, sir. 

Mr. Foranp. Whether it be liquor or anything else, do you not a 
that any business concern should do all it can to inform the public a 
to what would happen to that business should a referendum ini 
initiative be voted upon one way or the other ¢ 

Mr. Hanson. I tried to make that point in my statement, Mr. 
Forand. Iam sorry if I did not. 

Mr. Foranp. I thought that is what you were putting across to us. 

I, for one, believe that if I were running a business, I would do 
everything possible to protect it and I would feel that the expendi- 
tures were deductible because they are, in my mind, a part of my 
business expense. 

Mr. Hanson. Precisely what we believe. 

Mr. Foranp. Does any other member of the panel care to comment 
on that particular point / 

Mr. Rupick. I disagree with Mr. Hanson’s viewpoint. 

I do not think that a taxpayer should be allowed to persuade the 
electorate to save his business at other taxpayers’ expense, at the 
general expense of the taxpayers. 

There is nothing to prevent him from putting the advertising in. 
He simply does not get a deduction for it. 

I think it is a mistake to say there is a tax on advertising. The 
proposed regulation simply says, “You can advertise. There is nothing 
to stop you from advertising, but you don’t get the deduction.” 

Where are you going to draw the line if you start this? 

Supposing certain dr ug companies get together and advocate repeal 
of the law restricting sales of narcotics and advocating that narcotics 
be allowed to be sold freely. Are you going to allow that as an 
ordinary deduction ? 

Mr. Foranp. Under the circumstances is it all right to deduct ex- 
penses incurred on behalf of the Government, such as Mr. Hanson 
has cited in the case of the sale of bonds and things of that sort? 

Mr. Rupicx. Yes; they are not trying to influence legislation there. 
It is called institutional advertising. 

I don’t think there is too much difficulty in drawing the line be- 
tween what is true institutional advertising and what is really propa- 
ganda and attempts to influence legislation. 

I think that the electric company that Mr. Hanson talked about, 
I think when it gets to the courts, if it gets to the courts, most of it 
will be allowed on he ground that it is institutional advertising. 

Mr. Foranp. It should be properly allowed ? 
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Mr. Rupick. Yes. 

Where it is institutional advertising it should be allowed. Where 
it attempts to exert influence by urging voters to vote for or against 
something, then I don’t think it should. 

What would you do about lobbying expenses in general? If you 
allow advertising propaganda, why not lobbying expenses / 

If you allow that, you will have to hire extra receptionists to line 
the people up in your office who come calling on you. 

Mr. Foranp. Does anybody else care to comment on that ¢ 

If not, that is all I have, Mr. Chairman. 

The CHarrMAN. Mr. Byrnes will inquire. 

Mr. Byrnes. On this question of business deductions and so forth, 
following up the comment of my colleague, Mr. Mason, does anybody 
know whether any check was made to see what the general business 
deductions, let us say, for entertainment, was during the period of ex- 
es profits tax and any change from that when the excess profits 
tax went off ? 

As I recall, I had the impression at that time that those companies 
it least who saw themselves in the excess profits tax area became a 
little more lavish in a lot of their expenditures, business expense area, 
advertising for one, entertainment for another, and all these other 
things. 

Has anybody made a study to see what the situation was as far as 
individual firms or groups of firms after the excess profits tax went 
off ? 

Mr. Rupicx. I don’t think there is any doubt, but what expendi- 
tures of that kind dropped off once the excess profits tax was re- 
moved. 

Mr. Byrnes. You do not have any figures? 

Mr. Rupicx. No. 

Mr. Byrnes. It seems to me that that would be a method of maybe 
getting some idea of the effect of rates on this problem and also 
the extent to which business expenses are controlled by the tax factor 
rather than basically the business factors. 

[ take it that the panel is pretty well agreed at least as far as the 
entertainment field, travel and all the normal business expenses that 
we have as possibly being padded that that basically is an enforce- 
ment problem; is that corect, that that is not a matter of legislation ? 

Nobody really suggests defining what is and what is not by legis- 
lation. 

Mr. Lrrscue1. Mr. Byrnes, I considered making suggestions along 
that line. After working on that a while I concluded it would be 
nore harmful to do that than it would be helpful. 

Mr. Byrnes. I would like to go to this Cammarano situation for 
just a minute. 

Did I not understand that the American Bar Association, or some 
committee, did have before it the question of recommendations in this 
area for change at one time? 

Mr. Hanson. If the Bar Association has, Mr. Byrnes, I don’t know 
about it and I think I would have heard of it although I don’t read 
all the literature from them. 

But various sections of the Bar Association have made to Treasury 
Department and the Internal Revenue Service, and this committee, I 
think, recommendations on various phases of the tax structure. 
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Mr. Byrnes. I am talking about this matter of advertising and 
going to the general area that you complain of, the court decisions in 
the Cammarano case. 

Mr. Hanson. I don’t know that they have done it and I think | 
would have heard it. 

Mr. Byrnes. As I take it, one of the problems here results from this 
line of decisions in that you have a situation where one group, one side 
of the question in many cases, has the capacity to advertise without 
any tax factor being involved while for others the tax factor comes 
into play is that correct? 

Mr. Hanson. That is correct, but that is not the whole problem, sir, 

It is somebody else trying to determine for the people engaged in 
a business what they should or should not do in the ordinary conduct 
of their business, whether it has to do with saving the life of the busi- 
ness as in the Cammarano and Strauss cases and possibly in the pub- 
lic utility field, but not to the same extent in that field yet. 

Also they come in to say you should not advertise this or you are 
talking too much advertising, sell some other products, you should 
promote something besides through advertising. 

It gets into policy, the determination by someone not connected 
with the business. 

That. is what we do not like about the present situation. 

Mr. Byrnes. I think, Mr. Hanson, you draw the distinction in the 
matter as it relates to advertising and as it relates to lobbying, for 
instance, the point raised by Mr. Rudick. 

Mr. Hanson. Yes, but I wish sometime the Congress would pass 
a lobby act which people could understand. I see nothing wrong, 
sir, in lobbying. 

You gentlemen up here are entitled to information. The people 
who are engaged in business are entitled to furnish that information 
to you. 

Now, you were speaking about the American Bar Association. I 
think a couple of years ago either the regulations or the law were 
changed so that persons appearing before your committees, actually 
requested appearance before your committee, could deduct their ex- 
penses. 

Prior to that, however, they were charged with trying to influence 
legislation and could not deduct their expenses whether they came on 
their own initiative or by your invitation. 

Now, if they have a problem to present to you, I don’t think they 
should stand around and hold their hands and try to get an invitation. 
I think they ought to give you the information. 

Mr. Scuvavupt. As for the difficulty in drawing a line between in- 
fluencing legislation and advertising for information purposes, I 
think that is well illustrated by the situation about 2 years ago in 
California where there was a referendum held on the question of oil 
well spacing and conservation. 

Now, the average citizen knew absolutely nothing about that. The 
oil companies were fully aware of that. Most of them did not even 
know there was a State conservation commission and they could not 
care less whether wells were spaced 40 acres or 80 acres apart. 
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That, to me, is the most absurd thing, as I believe Mr. Mason said; 
maybe Mr. Forand, the average voter votes ‘for all the individuals, 
but he does not go to that top line where the constitutional amend- 
ments and referenda are. 

The CHAIRMAN. Are there any further questions? 

Mr. Foranp. On that very point, I would like to make a comment. 

The CHarrman. Mr. Forand. 

Mr. Foranp. On that very point you were discussing I draw a line 
of demarcation between the lobbyist coming into my office and plead- 
ing for his side of a question without my having the benefit of the 
other side. : 

In the case of advertising in the newspapers and other media where 
the opposition always has an opportunity to come forward and cite 
the other side of the case, thereby educating the people as to both sides 
of the question. 

Mr. Scuuaupr. I think that is a very good distinction, Mr. Forand. 

Mr. Mason. Mr. Chairman, may I comment on that point? 

The CHARMAN. Yes. 

Mr. Mason. I wrote an article 4 or 5 years ago on the benefits that 
a Congressman gets from the lobbyists. In many instances we get 
information on both sides of a question from lobbyists we never would 
have gotten and it does help us to make up our minds. 

So the despised lobbyist 1s welcome in my office. 

The CuHarrman. Mr. Baker. 

Mr. Baker. My question or comment will be a question to Mr. 
Smith. 

On page 2 of your summary you refer to the Cohan case and you use 
language which covers estimation of expenditures as distinguished 
from paper proof that they were in fact made. 

The language, as I recall it, simply said that the Internal Revenue 
Service could not disregard oral testimony or proof other than docu- 
mentary proof. 

Now, my question or comment is this: 

If we legislatively wrote into the code a provision that there can be 
no consideration given, no deduction, unless you have documentary 
evidence, would not that strike at the foundation, the very existence, 
of the self-assessing system that we seem to be so proud of ? 

Let me give you a concrete illustration. 

I know of a tax audit that was conducted. The question came as 
to the contributions. There were some three or four checks involved. 
Allowance was given for those. It failed to add up by about a hun- 
dred dollars to the total. 

Well, that particular taxpayer for a long time could not figure it 
out; he knew he had no intention of cheating the Government by that 
method. Finally it dawned on him—it was some 4 or 5 years after 
he filled out the return—that that was the money that he put in the 
collection plate in cash on Sunday. He very sensibly asked the agent 
ifhe should have expected a receipt from the preacher. 

The agent said, “I felt all along you were honest about it and that 
you would come up with that explanation.” ae 

Now, maybe that is a little extreme case, although it is a natural 
ease. It is my own feeling the great majority of taxpayers are honest 
in this field and they themselves lose because they do not have records 
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to support what they know they have spent, like taking people out to 
lunch, such as professional men, not getting the receipt. 

And maybe starting out the first of the year keeping a memorandum 
book, making a note or two, and then quit. I have done it, myself. |] 
am disturbed if we get in that field and simply say legislatively that 
they must disallow the things without documentary proof, that we 
might be opening the way to completely destroying the feeling of the 
taxpayer in respect to that system. 

Mr. Smiru. I think there is a good deal to be said as to your view- 
point, Mr. Baker, but I disagree as to the eventual results of such 
legislation. 

I feel if the deductions are going to be allowed and they are all a 
matter of grace, it is not too much to ask the taxpayer to keep some 
sort of records. 

That does not mean he has to hire an accountant or have a double 
entry bookkeeping system. I think even a diary or memoranda rec- 
ords, as long as they showed proof of having been contemporaneously 
maintained, should suffice. 

I feel that in this area where there is so much padding, and I handle 
as many as 30 or 40 audits a year, I would say in those audits that 
lr & E as the accountants and revenue agents call it, is involved in 
perhaps half of them. 

Although I don’t know for a fact in the case of my clients that there 
has been padding, I suspect that in many, many situations, human 
nature being what it is, and the rates being as high as they are, people 
have substantially overestimated the amount of their expenditures. 

I repeat that I don’t think it would be an unreasonable burden to 
place on the taxpayers to keep some sort of records. 

Mr. Baxer. I am talking about the taxpayer who states he remem- 
bers, that he never wrote it down, that he took out nine clients to 
dinner, it cost him $75 or $100, strictly an ordinary business expense. 

That is not anestimate. But if he were to follow your suggestion he 
would not be allowed to deduct it. 

I am afraid we would be going too far. : 

Mr. Smirn. Would any other members of the panel like to express 
their views on Mr. Baker’s observation ? 

Mr. Scutavpr. I can say for myself, I seem to be constitutionally 
unable to keep a little black book on a contemporaneous basis. I start 
out on a business trip when I know I am going from here to Indonesia 
and make stops at various places on business. I start out keeping the 
thing. By the end of the second day I have relapsed. 

When I return back to my home base I find I am unable to account 
for several hundred dollars that I know doggone well I spent because 
it is not in my pocket, and I am just out that much. 

Mr. Baker. Do you not think you should be allowed to deduct that 
on that particular occasion ? 

Mr. Scuuavpr. I think so. That is an example of what I men- 
tioned in my statement. I think the average businessman, the profes- 
sional man, bends over so far backward that he does lose money out 
of his own pocket on every trip. I know I do. I will on this trip. 

I will get back a few dollars, but I will not be able to account for 
all of it. That is why I don’t think there is any particular abuse. 
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Mr. Baker. The Internal Revenue Service disallows the item if 
you do not have particular proof in this particular field. 

’ | would certainly not vote for an amendment going that far. 

Mr. Scutavuprt. I agree with you completely, Mr. Belete. I think 
to require written proof of every expense listed, not only from the 
point of view of the volume of records that the average individual 
would have to keep, but from the point of view of enforcement, 
auditing, I am inclined to think we would end up with doing away 
with the self-assessment system. 

Mr. Rupicx. I don’t go along with Mr. Smith’s proposal. It is 
not true that the Treasury requires you to substantiate everything 
in order to get it allowed. They do allow considerable leeway in 
permitting estimates providing that they seem reasonable. 

Also, I don’t agree with Mr. Schlaudt that the abuse is not wide- 
spread. I think it is Ye a ame Perhaps not so much in big com- 
panies like his, although it does go on to some extent in big companies, 
too. 

I know of a competitor company of Mr. Schlaudt’s that maintained 
a yacht in the Caribbean during the winter to which its executives 
went for their holidays. 

Mr. Baxer. In that case they certainly should be required to keep 
complete records. I am talking about the individual taxpayer that 
has nobody to keep his records for him. 

With a big law firm it is different. You turn your expense account 
inand you get your money back and records are kept. 

The Cuarrman. Mr. Utt. 

Mr. Urr. I am somewhat disturbed by the statement made by Mr. 


Rudick in oe wy to Mr. Byrne’s questioning. That is the statement 


he did not believe there should be deduction allowed on institutional 
advertising at taxpayer’s expense. 

Mr. Rupicx. I beg your pardon, I did not say that. I said deduc- 
tion should be allowed for institutional advertising as distinguished 
from propaganda. 

Mr. Urr. Well, you say no deductions should be allowed for institu- 
tional advertising to influence legislation at taxpayer’s expense ? 

Mr. Rupicx. That is right. 

Mr. Urr. Now, let me pose the problem to you and see what your 
comment will be. Suppose I have a small utility company and some- 
body sued me for a million dollars and I have to defend myself 
against that suit. 

I am allowed a deduction for attorney’s fees to defend myself, am 

not ¢ 

Mr. Rupicx. Yes, sir. 

Mr. Urr. Would you say that that is at taxpayer’s expense ? 

Mr. Rupicx. That is an ordinary and necessary business expense : 
yes, sir. 

Mr. Urr. Now, if there is a group in my community that decided 
they wanted to take my utility over and make it a publicly owned 
utility and I want to tell the story to the people that my privately 
owned utility can render better service and cheaper service than the 
publicly owned utility can do, you would say that that would be ad- 
vertising to influence legislation and should not be deductible. 

Mr. Rupick. It would be, at least normally it would be. But it is 
conceivable that your advertising would be in such form that you 
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would present both sides of the picture by disinterested parties. That 
kind of advertising might very well be deductible. 

Mr. Urr. I question whether it would be deductible. I want to pre- 
sent my side of a privately owned public utility, therefore they say | 
cannot deduct it. I do not believe that is at the taxpayer's expense 
because if I do not do anything and my utility is taken over there will 
be no taxes war to the U.S. Government, or anybody else. 

So, actually, it would cut down the amount of taxes paid rather than 
be at the taxpayer’s expense. 

Certainly I should be allowed a deduction to protect the business, 
the same as in a lawsuit because otherwise I will be divested of my 
business and there should be a deduction. 

Mr. Rupicx. Where should you draw the line? Nobody allowed 
the brewers a deduction because business was taken away from them 
when prohibition came in. 

Mr. Urr. All the advertising I can do is not going to get me another 
customer. I have a monopoly; I cannot increase my business, but I 
have a right to defend my business against legislative action that 
would destroy my business. 

Mr. Rvupick. | don’t think anybody would quarrel with you on the 
right to defend your business. All I say is that the taxpayers should 
not subsidize you in your effort to defend your business against a vote 
of the majority of the community to take over your plant. 

Mr. Urr. They are not actually subsidizing me; they are helping 
to protect the revenues of themselves. 

Secondly, along that same line, regarding lobbying, we had before 
us yesterday some very highly paid executive, Mr. Gonzales of the 
Humble Oil Co., Mr. Lambert from the Standard Oil Co. 

Do you believe their two companies should not be allowed the de- 
duction for time and money they spent in coming to Washington to 
present their side of the question ¢ 

Mr. Rupicx. It should definitely be allowed. They came here at the 
invitation of the committee to present to the committee one side of 
the depletion question. 

Mr. Urr. Under your statement I would gather you would say it 
should not be allowed. 

Mr. Rupick. No; in all of these questions it is one of drawing a line. 
I don’t have any trouble in saying that that should be allowed because 
they came here at your invitation. 

Mr. Urr. Supposing they came here not at our invitation, but came 
voluntarily to give us the information regarding depletion. Should 
their company have to eliminate their day’s pay and that expense from 
the normal business deductions in reporting their income tax ? 

Mr. Rupicx. If they come here as lobbvists, I think it should be dis- 
allowed. I agree with Mr. Mason that lobbying in the sense that it 
presents a viewpoint, is not wrong. I think it is important there 
should be ligitimate lobbying on both sides of any question which Is 
controversial, but I don’t see any justification for making taxpayers 
subsidize the cost of lobbying. 

Mr. Urr. I just cannot agree because I feel they are protecting their 
business and any ordinary business expense that helps them to protect 
their business should be a deductible item so far as income tax returns 
are concerned. 

That is all, Mr. Chairman. 
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The CHatrMAN.’ Are there any further questions ¢ 

Mr. Byrnes. We schedule a piece of legislation for public hearings 
and request different people to appear on questions that affect their 
business, do I understand that the law today is that if they simply 
volunteer and come as part of the process of public hearings, that 
they are not permitted to deduct their expenses, but they are allowed 
to do so if they come at our invitation; is that the state of the law? 

Mr. Rupicx. That is not quite right. I think there is no doubt but 
what the expense is deductible if they come at your invitation. In 
fact, they are entitled to reimbursement from the Government. 

If they volunteer and come in their private capacity and the com- 
pany reimburses them for the cost, I would not think that that is 
income to them. 

Mr. Byrnes. The company can deduct it as a business expense ? 

Mr. Rupicx. Well, I think there is some doubt about it, but in prac- 
tice it is allowed, I believe. 

Mr. Byrnes. Mr. Hanson, I think, first raised the question of 
whether they were here at the invitation of the committee or not. 
[ just wanted to find out what the law was. 

Mr. Hanson. Very frankly, I said in my statement, Mr. Byrnes, I 
don’t pretend to be an expert on income tax law, but I do know that 
several years ago this question of appearance by invitation of a com- 
mittee and appearance without invitation was resolved, so I was told, 
and this is hearsay, by the then chairman of the section on taxation 
of the American Bar Association, and it was cleared up so that if the 
committee invited him it was a deductible expense. 

Now, I don’t know, and, frankly, it ought to be looked into, as to 


whether or not a man who comes down to represent a company on 
either his own motion or the company’s motion, and undoubtedly he 
would not do it as a volunteer unless the company approved, if the 
company deducted that I think it should be allowed as a deduction, if 
he is giving information to the committee. 

I think it is unfortunate that the two words, lobbying and prope 


ganda, have been given such definitions. Lobbying really means that 
somebody has the right to come around the legislative halls and sit 
inthe lobby and talk to the representative about legislation. 

But from the point of view, today, of anyone who is called a lobbyist, 
the public gains the impression, once he is called that, that he is trying 
improperly to influence, and that is the thing that I dislike about the 
regulations on lobbying. 

It sorts of puts them in a class of acting improperly. 

_ Mr. Byrnes. It seems to me that every individual should be a lobby- 
ist continually for some matter of governmental action. 

Mr. Hanson. Every individual has the right under our Constitution 
to state his views, to petition for relief, and discuss these matters of 
important public interest as well as to impart and receive information. 

Mr. Byrnes. I would consider it more than a right. It is a duty. 

Mr. Hanson. Why, he has a duty too if he is moved to that point. 

The Cuatrman. Mr. Betts. 

Mr. Berrts. I am interested in the regulations on advertising by 
power companies. Do I understand, Mr. Rudick, it is in the courts? 

Mr. Ruprcx. I say if and when it gets to the courts. I understand 
the Treasury has disallowed to the electric companies some of their 
advertising. 





606 INCOME TAX REVISION 


Mr. Berrs. Do you predict they will overrule the Treasury regula. 
tions? 

Mr. Rupick.. I would predict that most of it will be allowed if the 
Treasury goes to court about it. The Treasury has not taken it to 
court yet, so far as I know. 

Mr. Berrs. How old is this regulation? Is it recent? 

Mr. Rupicx. There has not been any regulation specifically relat- 
ing to electric companies. I think what prompted the Treasury to 
start this thing, it was stirred up by Senator Kefauver who was con- 
cerned with the private companies competing with TVA using, as he 
put it, the public tax money to disparage TVA ; something along those 
lines. 

I think that as a result of prompting by him and some others, the 
Commissioner of Internal Revenue looked into the question. 

Therefore, I don’t think they had disallowed advertising by electric 
companies even where they tried to show that public ownership was 
not a good thing. 

Mr. Betts. I want to make it clear so that I understand. 

Your prediction is that the Treasury disallowance will be upheld 
by the courts? 

Mr. Rupicx. Will be overturned by the courts in cases where there 
is no overt attempt to incite voter or legislative action. 

Mr. Berrs. But it has not yet been taken to court ? 

Mr. Rupickx. That is my understanding. 

The Cuarrman. Mr. Harrison. 

Mr. Harrison. Mr. Rudick, on this bleak December day I got very 
much interested in that story you started to tell about the yacht in 
the Mediterranean 

Mr. Rvupicx. There is an oil company—it is not Mr. Schlaudt’s 
company—which did—and I know this for a fact—maintain a yacht 
for a winter season in the Caribbean to which the executives repaired 
for their winter vacations. It is true that the company at the time 
was drilling for oil in the area, but I don’t think it was necessary to 
maintain a yacht to do the drilling. 

Mr. Harrison. They did not invite any Members of Congress, did 
they ? 

Mr. Rupicx. Not so far as I know. 

The Cuarrman. Mr. Alger. 

Mr. Arcer. Gentlemen, the consensus I get of your papers is that 
enforcement is needed and possibly substantiation rather than new 
legislation. Mr. Hanson, without going into any great detail, I am 
wondering, is there anything you have in mind other than just a new 
law, that will permit the deduction of advertising money? Is that 
what you are asking? 

Mr. Hanson. I don’t see how under the present regulations of the 
Internal Revenue Service they can meet the problem I have presented 
without legislation. 

Mr. ArcEr. Do you not suspect that you are in a much bigger field, 
that of business that competes with the Government or vice versa. 

It seems to me you would need another statute to correct that. 
It seems to me you are in a field where private enterprise is competing 
with the Government against overwhelming odds. 
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Mr. Hanson. That is an illustration that I gave. My position is 
that, I have tried to explain that the present regulations up there 
actually prevent the imparting and the receipt of information in form 
of advertising and advertising is nothing more or less than informa- 
tion about one’s goods, services, or ideas relating to his business, or 
related to his views. 

I don’t think that the Treasury Department ought to tell a business- 
man What he should say to the public and what he should say to the 
public if by applying the tax to him they can control what he says or 
what he does not say. 

Mr. Acer. He might say something derogatory to the 
(Government. 

Mr. Hanson. Let him say it. He has the right to say it. Anybody 
can cuss out the Government any time he wants. That is his American 
privilege. 

Mr. Aiger. It is the old story you cannot win an argument with a 
newspaper, an internal revenue agent, or bureaucrat. 

Mr. Hanson. The newspapers have not been able to win it with the 
Internal Revenue Service on this point. 

The CuarrmMan. Are there any further questions, gentlemen. 

I have thought of this particular problem for quite a number of 
years and have discussed it on several occasions with the various peo- 
ple who have been in the Treasury and in the Internal Revenue 
Service. 

During the years, I have talked about the question of the deductions 
of ordinary and necessary business expenses—frankly, I have never 
been able to decide how we could better define what was initially 
intended with respect to the deductions for these expenses than to call 
them ordinary and necessary business expenses. 

Aside from Mr. Hanson’s point with respect to public policy or 
legislative aspects of expenses, is it the general consensus of the 
members of the panel that there is perhaps no better definition to be 
conceived than what we have presently in the law ? 

It must be an ordinary expense to business and it must be a expense 
necessary to business as I interpret it and as the courts have inter- 
preted it. 

So none of you would recommend that there be any change with 
respect to that definition of what we consider to be an expense for 
this purpose; is that right ? 

Mr. Smiru. That is correct. 

Mr. Scutaupr. That is correct. 

The CuatrmaAn. All of you are unanimous about that. 

Actually, I think there are two things, as I see it, involved in the 
administration of this particular provision of the law. One is the 
determination, first of all, of whether or not an expense which is 
contended for as a deduction by a taxpayer is an ordinary and neces- 
sary business expense and, secondly, the Internal Revenue Service 
always has the responsibility of checking to see whether or not the 
expenses are actually incurred or paid. 

You have those two things. 

Now, there has been a development as a result of court decisions 
and Treasury regulations over the years of interpretation of what we 
mean by ordinary and necessary expenses. Into this concept has been 
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placed the idea of so-called public policy advertising expenditures or 
expenditures which are in the public interest, so-called, such as adver- 
tising that I buy U.S. Government bonds, or the support by the pub- 
lic understanding of problems of certain policies of the Government. 
These expenditures are generally allowed, are they not ¢ 

Mr. Rupicx. They are. 

The CuarrMan. We get into difficulty when we extend this to 
something that may appear to be in the interest of the taxpayer, but 
not in the public interest insofar as the agent is concerned. 

Now, is there anything that should be an with respect to the law 
itself to define this overall concept that has come up involving public 
policy expenditures? Do any of you see any possibility of legislation 
to better define what we mean in that area to avoid so much litigation 
that may develop over some regulations and so forth? 

Mr. Rupicx. No matter what you do, I think you will have the 
litigation. I would just as soon leave it as it is, sir. 

The Cuatrman. What is your thought with respect to Mr. Hanson’s 
suggestion?’ Mr. Hanson would say, as I understand it—and if I am 
wrong I want to be corrected—that so long as an expenditure is in- 
curred for advertising by a person, company, or corporation engaged 
in business, that we say by law that that is a business expense and, 
therefore, deductible as a business expense. 

Now, would your suggestion, Mr. Hanson, take from the Internal 
Revenue Service all determinations with respect to such advertising! 

Mr. Hanson. Yes, it would leave the responsibility on the adver- 
tiser or who spends the money, but what it would take from the 
Internal Revenue Service would be the power it has been asserting 
to determine whether or not that advertising falls into a class which 
only the Bureau has proscribed. 

The Bureau says expenditures for legislation, expenditures for 
lobbying, expenditures for propaganda, Congress has not said it. The 
Bureau says it in its regulations. 

I say the Bureau is not entitled to legislate on those important sub- 
jects. That is why we are here. 

On the other hand, if Congress wants to provide that expenditures 
for improper lobbying are not deductible, to illustrate, and then will 
define what is proper ‘and what is improper lobbying, that is an easy 
proposition. 

But the Bureau should not simply ban all of these expenditures 
on the use of the one label. 

The CHarrMan. I am somewhat troubled about the suggestion that 
just because a taxpayer incurs an expenditure through advertising 
that we say by law that that is an ordinary and necessary expense. 

If we do that with respect to advertising, are there not some other 
expenditures in the nature of deductible expenditures in the minds of 
the taxpayer that ought to be just as well protected, such as where we 
give him the right to decide. oh 

For example, if I allow a supersalesman $25 a day expenses, which 
he may or may not have, which may or may not be the ordinary ex 
penditure for that purpose, why should we not allow the Sutetnel 
Revenue Service to decide that that is an excessive expenditure and to 
disallow it. 
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Maybe that man is two or three times as good as somebody else in 
the same field. Maybe that is not a good example. 

[ am thinking in terms of thus trying to legislate something as 
being good regardless of the field of expenditures. 

Why should there not be some degree of control exercised by the 
Internal Revenue Service with respect to an expenditure to see 
whether or not it is an ordinary and necessary expenditure even 
though the expenditure may be for advertising ? 

Here is what I am thinking about: I can conceive of an ad that I 
as a businessman might put in a paper that had nothing to do with 
my product or did nothing in the way of selling my product except 
merely to have my name, my company’s name at the bottom of the 
ad. It might have to do with the advantages of taking a trip to 
Africa or Europe and I would not be a travel company, or something 
of that sort. 

Now, should we say just because it is advertising that there should 
be no control whatever exercised by the Internal Revenue Service to 
determine whether or not that is within the definition of ordinary 
and necessary expense. 

Now, I think if we ever start this business of saying that this par- 
ticular ‘expenditure by business, however incurred, is to be recognized 
without question, then we open the door to the inclusion of other 
such details by legislation. 

Do you fear that possibility, or foresee it / 

Mr. Hanson. I do not fear it, Mr. Chairman. Let us take the il- 
lustration you gave that you said might not bea good one. 

I agree with you that it is not, because with respect to the man with 
$25 a day expense money, the Bureau today makes him account for 
that expenditure. 

The CHarrman. If they check it. 

Mr. Hanson. If they check it. 

Well, they get around to checking all of us sooner or later. 

If they think there is any fraud, they can open it up 50 years after. 

The CHairMAN. That is true. 

Mr Hanson. If they check and they find out he puts it in his pocket, 
that is personal income to him and that is it. 

Now, I agree with you, and I said in my statement that if you con- 
sider that my suggestion was too broad, here are illustrations of types 
of : advertising that are allowed as deductible now, which go into things 
besides just advertising the company and its product, ‘and here are 
illustrations of advertising which have been disallowed which deal 
with the very life of the companies and the people who advertise. 

I think experience would straighten it out because no man who is 
in business is just going to from the point of view of management, if 
he wants to stay in business, and spend an extraordinary amount of 
money on advertising does not produce any good for his business. 

The Cuamman. I am not arguing with your position at all. I am 
trying to discuss certain possibilities with you. 

I know nothing about advertising, but I would assume that it is 
worth somthing to a company just as it may be worth something to a 
person in polities, to have the name of the company before the public 
regardless of what the advertisement may be saying or to what pur- 
pose it may be directed. 











610 INCOME TAX REVISION 


So long as the company’s name is before the public, 1 assume that 
is somewhat like the situation involving a politician. I remember one 
told me one time it is not important whether they agree with you or 
disagree with you, whether they cuss you or applaud you, so long as 
you get your name in the paper. 

Now, I do not know whether that still holds or not, but maybe it is 
the same philosophy with respect to business. Maybe it is good. | 
do not know. 

Mr. Hanson. I think it is good, sir. 

The Cuatrman. What I am getting at, maybe it helps the business. 
I just do not know. 

Mr. Hanson. You have to keep your name before the public if you 
are in business in order for the public to know where you are doing 
business and how to get to you oa what you have for a product. 

But the thing I am speaking of on the type of advertising that is 
now penalized or censored is the right to disseminate information, 
whatever it may be, and I don’t think the Internal Revenue Service 
is the proper service to lay down a policy on that. 

The Cuarrman. I yield to Mr. Forand. 

Mr. Foranv. While this discussion was going on, the thought came 
to me that quite often in the local papers here, and I imagine the papers 
throughout the Nation, the Latex Corp. carries reprints of articles 
dealing with subjects of national interest or international interest, 
but having absolutely nothing to do with their business insofar as I 
am able to determine. 

The only advantage that I see there is that on the pretense of im- 
parting information ‘they have their name appear as being reproduced 
by the Latex Corp., something like that. 

Would you consider that to be a deductible item as necessary to their 
business ? 

Mr. Hanson. I definitely do, Mr. Forand. 

Furthermore, I think the records of the Latex Corp. will show 
that it has become probably the best known company in its field in 
this country since it started that type of dissemination of informa- 
tion, and also that its president, Mr. Spannell, has acquired nation- 
wide reputation which he never had until he did it. 

That is one of those ads that had his name attached to it. And 
they are allowed as deductions. 

That is what they call institutional advertising. 

Mr. Foranp. I cannot see where they would ‘be entitled to this type 
of deduction when they are simply building up their business and a 


corporation that is going to be put out of business is not allowed the 
expenses to defend itself. 


sir. 
Mr. Foranp. Thank you. 
The Cuarrman. What is the theory back of the allowance of en- 
tertainment expenditures as an ordinary or necessary business expense ! 
I know it has become customary in many of our industries, or many 
segments of our economy, but what is the basic theory back of allow- 


ing entertainment expenses under the guise of ordinary and necessary 
business expenses / 


Mr. Hanson. Exactly the point I tried to make in my statement, 
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Mr. Ruprck. I think simply it is a fact of business life. As the 
statute says, it is ordinary and necessary to business. Business has 


or to do it to compete with its competitors. 

as The CHatrMAN. Does it have to do to compete with its competi- 
(c= 

is Mr. Hanson. In a legitimate way, yes. I am not talking about 

I abuse now. But in a legitimate way, I think it does. 


The CHarrMAN. One competitor is doing it, so that others, if they 
want to compete, must do it; is that the point ! 


S. Mr. Hanson. I think so. 

Mr. Lrtscnar. I don’t think so. I think that has happened, but I 
iu think it is more the development of business in the contact with the 
ig customer that the entertainment phase has crept in. 

Of course, once it gets started, it may be that other people com- 
is eting for the customer’s business do it. I don’t think it is necessarily 
n, homing up with the Jones, as to get the man in a way to get his atten- 
re tion for a longer period of time. 


If you are calling on him in his office, the phone is ringing, the sec- 
retary is buzzing. If you get him off alone at dinner you have a bet- 
le ter chance at him. 


rs I think it has been abused in some way where it is no business pur- 

»s pose. The heart of the problem is, is it ordinary and necessary. 

t, Mr. Smiru. There is also a great variation in different professions, 

I industries, and occupations, as to the amount of advertising. In the 
entertainment and advertising fields of course, it is very common. 

\- In other businesses, such as the public utility, like a water company 

d ina small community, I should think there would be a very good argu- 
ment on the part of the Internal Revenue Service that no entertain- 

ir ment should be allowed at all; they have no competitors. 


The CHarRMAN. I am just thinking in terms of what would hap- 
pen if by legislation, either a limit were placed on so-called entertain- 
\ ment expenditures or they were actually abolished as a deductible 
n Item. 
i What would happen ¢ 
. Mr. Roruscuii. May I say this, Mr. Chairman, I think the notion 
of entertainment grew up as an indispensable part to sales because of 
| its close relationship to travel. The old concept of the traveling 
salesman who was reimbursed for his train fare and for the expenses 
of his meals away from home, and then there came up the question 


e of, if he succeeded in persuading a customer to have lunch with him 
: while he was in a particular town, was he able to charge this to his 
. company. 


Of course, his company said to him, “Well, of course, it is part of 
your travel expense. If you are able to get this man to have lunch 
with you there is no reason why you should bear the burden of that 
expense.” 

; So historically it is an indispensable element of sales. 

} Now, if you say to this man, “Well, we are not going to allow this 
, @ sa deduction either to you if you take it on your personal return, or 
to your company,” what you are doing in effect is putting a substantial 
block in the way of his sales effort which the company would have 
to make up. 
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The next step would be, logically, I think, the increase in his salary 
to make up for that. But then we get into the old question of the 
fact of what a substantial increase would be necessary to enable him, 
after taxes, to pay for the cost of that meal which he bought for his 
customer while he was traveling. 

I might say that from the point of tax revenue we must bear in 
mind if the salary is increased the Government will be paying 52 
percent of that increase whereas presumably the salesman, many of 
the salesmen are in a far less tax bracket, so that actually here it seems 
to me there is not necessarily any revenue gain, as I think all members 
here agree. 

It is a question of tax morality and the question of the fact that 
where you begin to have an erosion of tax morality it affects the entire 
tax structure. 

Now, you come to the question, if you outlaw it for all, then this 
whole competition question which Mr. Rudick mentioned does not 
apply because everybody is in the same boat. 

But that is not true, Mr. Mills, because some companies are far 
more dependent on sales than others. 

What you are doing is you are penalizing them, you are putting a 
penalty on the companies which i end more on sales because they 
have to make far greater payments to their employees than they 
would otherwise. 

I want to summarize this and say, as you indicated before, that 
ordinary and necessary business expense is a criterion, the entertain- 
ment of customers has always been recognized as a part of ordinary 
and necessary business expense, and efforts which have been made in 
other countries to eliminate or reduce this question, as Mr. Litschgi 
pointed out in his paper in the case of West Germany, have not met 
with success. 

So I think it is a very direct and crucial question you are asking, 
it goes to the heart of this entertainment problem. 

I think as long as we recognize ordinary and necessary business 
expense, we must recognize entertainment. 

he CHairRMAN. You are saying that it is now such a customary 
practice that there is no question about its qualifying under the defini- 
tion in the law of an ordinary and necessary business expense / 

Mr. Roruscutp. I say it has always been such a custom, long 
before taxes were an important factor. 

The CHarrman. As you view it, it is an integral part of doing 
business, the matter of entertainment? 

Mr. Roruscuixp. Yes, sir. 

The CuHarrman. Is it an integral part of doing business in most 
lines of activity, or is it limited to particular lines of activity ! 

You say that some industries require more salesmanship and that 
this is a part of salesmanship. For companies in that particular 
activity, would that be ordinary and necessary ? 

Now does this definition mean ordinary and necessary with respect 
to each individual taxpayer? What does “ordinary” mean? Does 
that mean “across the board, applying to all businesses, necessary, to 
all businesses,” or has it been interpreted as “ordinary and necessary 
toa particular business by the service. 








Mr. 
place 
than t 
it take 

Ent 
know 
ductet 
tive 

To 
toa f: 

So 
here | 
vertis 
large 

Ho 
conce 
be hu 
other 

Th 

Mr 

Th 
want 

Mi 
defin 
cums 
boar’ 

Tl 

M 
whet 
lavis 
alloy 

T 
over 

to W 

deci 

thes 

M 

T 
exp 
stan 

\ 

1 
tom 

I 

div 

con 

fac’ 
law 
tlol 

Ass 

} 
; 
rul 








ry 


he 


mn, 


IN 
2 
of 
ns 
rs 


at 
re 


“4 


g 


st 


if 
ir 









INCOME TAX REVISION 613 


Mr. Roruscuixp. In our study we found that entertainment took 
place primarily at the top exec utive level for most industries other 
than the motion picture, television, and advertising companies where 
it takes place at most levels. 

Entertainment other than the entertainment of the salesman as we 
know it. Now I think it is true that more ‘and more sales are con- 
ducted not by the traveling salesman with his bag, but the top execu- 
tive group of a company which establishes a relationship. 

Today sales are dependent on personal relationship and confidence 
toa far greater extent than they were in previous times. 

So I would say that the problem of entertainment can be confined 
here except for these industries which relate to promotion like ad- 
vertising, promotion, television, to the top executive group of the 
large companies. 

However, what I said before was that some companies are more 
concerned with sales than others. It is those companies which would 
be hurt if you eliminated entertainment across the board, more than 
others. 

The CHarrMan. Or even if you eliminate it. 

Mr. Roruscuixp. I think so, sir. 

The CHatrMaNn. Is that view shared by all of you? Does anyone 
want to take a different position ? 

Mr. Scutaupr. No, but I do think the Internal Revenue Service very 
definitely interprets ordinary and necessary in the light of the cir- 
cumstances of that particular business. It does not mean across the 
board. It does not mean for everyone. 

The CHarrMan. That has always been my understanding. 

Mr. Scutaupt. The Tax Court has laid that principle down in cases 
where they allowed singers and so on, expense deductions for very 
lavish tipping and that sort of thing, which they said they would not 
allow in other cases. 

The CHarrmMan. And they look somewhat to the proportion of the 
overall revenue of the company, do they not, in raising questions as 
to whether this may be an excessive expense rather than look at it and 
decide that it is the burden of the company to produce evidence that 
these expenditures have been made. 

Mr. Scutaupt. That is right. 

The Cuamrman. Do they occasionally raise some question about the 
expenditure, even though verified, being excessive and in some in- 
stances disallowing it? They do that as I understand it. 

Mr. Scuiaupr. Right. 

The CHarrMan. Let me turn totravel expense if nobody has further 
comment on the entertainment expense. 

Is the travel and entertainment cost attributable to sending an in- 
dividual company representative to a meeting, such as a chamber of 
commerce meeting, or a meeting of the National Association of Manu- 
facturers or some other type of meeting, or expenses incurred by a 
lawyer in going to an annual meeting of the American Bar Associa- 
tion, or a bank executive going to a meeting of the American Bankers 
Association, deductible as ordinar y and necessary business expense / 

Mr. Scutaupr. They are under their rulings. 

The Cuamman. Are there any limitations on the amount in those 
Tulings ¢ 
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Mr. Roruscuivp. I would like to make one qualification. There 
has been a recent revenue ruling which holds that the trip must be 
in the interest of the taxpayer’s own business. 

In connection with this ruling where he was an officer of a conven- 
tion and attended as an officer of the convention rather than in carry. 
ing on his own business this ruling holds that the expenses are not 
deductible. 

The CHarrmMan. Is it possible that some of the travel and enter- 
tainment costs that are actually deducted are essentially more personal 
than for business purposes? 

Mr. Rupicx. In some cases I think they are, yes. 

The CHarrman. Even in the area of some of the examples that I 
gave? 

Mr. Rupicx. Yes, I would say so. 

My guess is that some people go to conventions, particularly if they 
are in a resort, not to obtain any benefit for themselves or the organiza- 
tion to which they belong, but simply to have a good time, but it is 
difficult to establish that fact except in extreme cases. 

The Cuarrmayn. I am not thinking just about going to have a good 
time. We want everybody to have a good time to the maximum 
extent. But I have had some questions in my mind whether or not 
some of these traveling expenditures were more personal than in the 
interest of business and some examples have been given to me over 
a period of time where such deductions have been taken and allowed, 
that I thought were more essentially personal than for business 
purposes. 

Now is there a considerable degree of checking in this area by the 
Internal Revenue Service to anyone’s personal knowledge? 

Mr. Roruscuivp. If I may attempt to answer that, there has been 
a regulation issued ir. which the Treasury has taken the position that 
where the primary purpose of a trip, which would include a trip to 
a convention, is for a business purpose, then the expenses of that trip 
are deductible, but incidental expenses,-as for sightseeing, are not 
deductible. 

On the other hand, where there is some business done on a personal 
trip the travel expenses are not deductible at all, simply the expense 
attributable to that business. 

Within the framework of that regulation the Treasury has and 
does attempt to ascertain to what extent any personal expenses were 
incurred in furtherance of purely personal and pleasurable activities 
having nothing to do with the business trip. he 

The CHarrMan. What is the general practice in respect to limita- 
tions and amounts’? Is there any general practice with respect to 
limiting amounts of travel? Is there per diem allowance? Do they 
operate on that basis in checking to see whether or not the expendi- 
tures are allowable? 

Mr. Roruscuiwp. They first take a quick look to see how the ex- 
penses are, how they stack up with other expenses. 

Perhaps, Henry, you would know more about that by reason of 
your audit experience. 1 

Mr. Smirn. It has been my experience, Mr. Chairman, that they 
don’t try to limit you to a per diem rate but they do try to determine 
what are the reasonable charges for, let us say, at White Sulphur 
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Springs, and the revenue agents are particularly A yee rt in ferret 


ing out any expenses of your children and your wi 
tion, for example. 

There was a very interesting case reported in the Commerce Clear- 
ing House Tax Service whic h was decided a couple of weeks ago in 
the Alabama district court. The Liberty Insurance Co. had a policy 
of carefully screening the wives of the agents as well as the prospective 
agents themselves. This company insisted that not only the agents, 
but their wives, should go to conventions, as they put it—“to keep the 
convention clean, ” among other things. The Internal Revenue dis- 
allowed the wives’ expenses. 

The court held that the expenses of not only the agent but his wife 
as well was deductible because even though the agent would not have 
been fired if they had not gone, his promotion largely depended on 
cooperation in matters of conventions, and meeting other people also 
employed by the company. 

Mr. Rupicx. The whole expense in that case was about $300. 

Mr. Roruscuimp. Mr. Mills, there is a per diem in the new expense 
account regulations to this extent, that there is no necessity for an 
employee to account to his employer if a per diem of a certain stipu- 
lated amount is paid. 

In other words, the Treasury now requires that the employee ac- 
count to his employer for his expenses or otherwise he must report 
them as income. 

Now, within the exception is a per diem of a certain amount per 
day. I have for gotten the exact amount. I think it is something 
like $10, also for ‘mileage allowance, but apart from that there is no 
per diem within the regulations to my knowledge. 

The Cuarman. We have discussed largely this morning the three 
items of entertainment, travel, and advertising. 

Are there other categories of business expenses that any of you 
gentlemen know of that should be discussed ? 

Mr. Smiru. There is the matter of gifts, Mr. Chairman, but I think 
the criteria relating to the deduction of gifts is very much like that of 
entertainment. It rises largely in the field of Christmas presents. 

The CuatrMan. By that do you mean to say that there is possibility 
of abuse in that area of deduction? 

Mr. Suitu. I don’t think there is any particular abuse except with 
the problem of substantiation on which I elaborated earlier in the day. 

I think that the gifts are almost in the same category as entertain- 
ment. 

The Cuarrman. I do not know that I quite understand from your 
statement, or from your earlier statement. If a company makes a 
gift to an employee under law in order for that gift to be deductible 
to the company, does it not have to become income to the employee? 

Mr. Smiru. It does, with the exception of the ruling that was pro- 
mulgated about a year ago in the case of turkeys and small Christmas 
presents given to ‘employ ees, which are not considered to be taxable 
income. 

But any substantial presents are treated as taxable income just as 
a bonus or a bargain purchase. 

The Cuarmman. You always have to temper law with justice. 


e going to a conven 
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Mr. Smiru. I was referring not to gifts made by companies to their 
employees, but gifts made by companies and by self-employed indi- 
viduals to their customers, potential customers and clients. 

The CHarrman. How do you consider this example Mr. Rudick 
gave, of the yacht in the Caribbean? Did the company make a gift 
of a trip in that instance to its executives? How would that be 
treated? Entertainment? 

Mr. Smiru. My feeling is that unless there was a real business rea- 
son for bringing these people together to discuss company policies it 
ought to be a fringe benefit and taxed as ordinary income. 

But the Government has not been very tough on the question of 
fringe benefits. Mr. Rudick and Mr. Rothschild said earlier this morn- 
ing that perhaps you ought to devote more attention to fringe benefits 
which perhaps are the subject of more abuse than entertainment 
expense. 

The CHarrMan. Is there any other possible area that should be dis- 
cussed ? 

Mr. Hanson. We maybe ought to go down and take at look at the 
yacht to see whether it is properly deductible. 

The CHarmman. Then we would be accused of junketing if we did 
that. 

Mr. Hanson. That would not be new. 

The Cuatrman. That would be more expense. 

Are there any further questions? 

Mr. Mason. I have a unanimous consent request, Mr. Chairman. 

David Lawrence recently wrote a short article which analyzes and 
explains and clarifies the problem of this advertising business and it 
answers some of the questions that Mr. Utt asked. 

I want to put that in the record at this point, if I may. 

The CuHarrmMan. Without objection, that may be included in the 
record. We will make you one of our panelists for this purpose. 

(The article referred to follows :) 


[From U.S. News & World Report, Nov. 30, 1959] 
THE RIGHT OF PETITION 
(By David Lawrence) 


The first amendment to the Constitution says that Congress shall make no 
law respecting the right of the people “to petition the Government for a redress 
of grievances.” 

Supposing, however, one political party in control of Congress passed a law 
placing barriers in the way of an opposition party so that it could not without 
financial penalty express its views, what would the American people say of 
such an act? 

Supposing the Government decided to engage in business in competition with 
a private enterprise and took away the right of tax deduction from the private 
business in question so that it would be more expensive for it to appeal to the 
public for help, what would the American people say of such an act? 

Yet the power to do some of these very things is contained in existing law and 
in proposed regulations by the Internal Revenue Service. Protests were made 
a few days ago in a public hearing, where various organizations warned against 
frustration of the right of petition. 

This is not a partisan matter. It is a question of tolerance and of adherence 
to the fundamental precepts of the Constitution itself. Legislators who grow 
angry at their opposition are largely responsible for the insidious devices used 
to choke off expressions of criticism. But democratic government rests on the 
basie principle that everybody must have the right of free expression without 
being subject to financial or other penalties. 
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Congress has the right to legislate on improper methods of presenting a pe- 
tition. If physical threats are used or if bribes are given to legislators, ob- 
viously existing law covers such crimes. But we are dealing here with open 
and aboveboard presentation of the views of the citizens. 

Thus, the Congress many years ago denied tax-exempt status to organizations 
a substantial part of whose activities were lobbying for or against legislation. 
Oddly enough, in the cases that have arisen, the Supreme Court has never really 
defined “lobbying” but has said that Congress has the right to compel registra- 
tion of lobbying representatives and the filing of a record of sums spent and 
their source. 

There can be no logical objection to a requirement that the facts be disclosed. 
But when the executive branch of the Government puts out regulations that 
would penalize the expression of opinion by denying a tax deduction, even when 
the expense is “ordinary and necessary in carrying out any trade or business,” 
the effect is the same as if a gag had been applied to the words of a citizen in 
a public assembly. 

The Supreme Court of the United States in 1936 ruled that the State of 
Louisiana, in attempting to impose on newspapers of large circulation a special 
tax on gross receipts from which smaller newspapers were exempted, was plainly 
trying “under the guise of a tax to limit the circulation of information to which 
the public is entitled in virtue of the constitutional guaranties.” 

In other words, newspapers must pay the same taxes as any other business but 
a special tax of this kind is invalid because it abridges the freedom of the press. 

Recently regulations have been proposed which would deny a tax deduction 
to workers for dues they have paid to unions if any such sums are used for 
lobbying. Similarly, under the same regulations, businesses which may be en- 
gaged in a battle for survival against hostile legislation would not be per- 
mitted to deduct the expenses incurred either for trips to Washington or when 
they take space in the press to speak out against a specific piece of legislation. 

The Internal Revenue Service is hardly to blame for the confused situation 
that has arisen. Nor has the Supreme Court had the constitutional issue 
squarely presented to it in a case involving the right of an individual business 
to speak out under its own name for or against legislative proposals affecting 
its future. 

Basically, Congress is at fault for failing to wipe off the statute books the in- 
tolerable laws that today violate the spirit as well as the letter of the Consti- 
tution. 

It ought to be possible to debate public issues without using legislative or tax- 
ing powers to punish critics. 

We denounce the totalitarian mind as seeking to impose state control over our 
thoughts and acts. 

True liberals have always fought the encroachment by government on indi- 
vidual liberty. 

Sut today we look in vain to the so-called liberal side for the same vigor in 
opposing impediments to the right of petition as they are wont to exhibit in 
upholding other clauses of the first amendment. 

If Government ownership or control of all business enterprises is to come to 
America, as Nikita Khrushchev predicts, let us at least have freedom of debate 
on this issue. Let no governmental power of a punitive nature, through either 
tax-deduction laws or rules, be used to squelch the freedom of expression which 
is guaranteed by our Constitution. 


Mr. Mason. Thank you. 

The CHatrman. Are there any further questions? 

Gentlemen, again I want to thank you for participating with us 
today and helping us. You have been very helpful with your dis- 
cussions in this area. 

Without objection, the committee is adjourned until 10 a.m., to- 
morrow. 

(Thereupon, at 12:10 p.m., the committee was recessed, to recon- 
vene at 10. a.m., Thursday, December 3, 1959). 








SPECIFIC ELEMENTS IN THE COMPUTATION OF TAXA- 
BLE INCOME—BUSINESS DEDUCTIONS; RESEARCH 
AND DEVELOPMENT EXPENDITURES: ACCOUNTING 
PROVISIONS 


THURSDAY, DECEMBER 3, 1959 


House or REPRESENTATIVES, 
ComMMITTEE ON Ways AND MEAns, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The CuHarrMaAn. The committee will please be in order. 

We continue our study this morning of specific elements in the com- 
putation of taxable income, looking to the specific subject of research 
and development expenditures under the category of business 
deductions. 

We appreciate having with us this morning as panelists: 

Mr. Robert W. Cairns, director of research, Hercules Powder Co., 
Wilmington, Del. 

Charles R. Orem, Jr., Sylvania Electric Products Corp., New York. 

William M. Horne, Jr., Olin Mathieson Corp., New York. 

We appreciate very much the fine papers you contributed to the 
ogee and the fact that all three of you could be present this 
morning to participate in the panel discussion. 

Mr. Cairns, we welcome you to the committee. We are pleased to 
have you, sir, and you are recognized. 


STATEMENT OF ROBERT W. CAIRNS, DIRECTOR OF RESEARCH, 
HERCULES POWDER CO., WILMINGTON, DEL. 


Mr. Carrns. Thank you, Mr. Chairman. 

This is somewhat a new experience for me. I am a little isolated 
here as the only research director immediately present. 

This is a little bit out of my usual field, although I must admit I 
do feel the effect of taxes now and then, both personally and in 
business. 

I certainly appreciate this opportunity to speak. I would like to 
make a few remarks about the statement I gave you earlier. 

In preparing this statement I had in mind that there would prob- 
ably be a reconsideration fundamentally of the nature of research and 
development expenditures in relationship particularly to industrial 
research. 

I was aware that in the past there had been some considerable 
discussion going all the way through the court actions on such points 
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as whether one carries research and development for tax purposes, 
as investment or direct expense. 

In fact, there were certain court findings on this point some years 
ago. 

I was also aware that the economists in large part were used to 
referring to research and development expense as investment and my 
anticipation was borne out when I read volume 1 and parts of volume 
2 of these statements the other night. 

I found at least three or four places where economists clearly labeled 
research and development expense as investment and spoke about the 
eroding effect upon the tax base by classifying it for tax purposes as 
direct expense. 

Having this in mind I felt that I should in my statement give an 
endorsement to the present method of charging research and develop- 
ment expenditures. We recognize that research and development 
contributes to efficient business today, tomorrow, and in the long 

range future if it is successful and only if it is successful. 

A great deal of research is interesting, but does not really come out 
in any economically valuable form. We feel the worth of research 
and development even at best is an intangible asset. It is like the 
accumulation of skills in the plant; the plant working force gradually 
improves its performance over the years and accumulates skills en- 
abling it to perform efficiently and competitively. 

The salesman goes out and creates good will in the field on which 
he bases his future business, in part. These are similar intangible 
asset which depend for their ultimate worth on some future actions. 

So it is with research and development. 

This is a function which creates opportunities for the rest of the 
business to make use of, and without the action of the rest of the busi- 
ness the research and development would be of little value. 

With these things in mind it leads to the conclusion that the best 
way to treat research and dev elopment in an accounting sense, and I 
believe also from a tax policy point of view, is to treat it as a necessary 
expense of doing business. 

I would like to commend the present policy in this respect. The 
Internal Revenue Service has interpreted, prior to the Revenue Act 
of 1954, this policy. I think their interpretation came out of an obser- 
vation of a practical business situation. 

I would like to see this policy continued and, if possible, liberalized 
in respect to one particular feature. 

As it stands today, research and development expenditures, repre- 
senting salaries, materials consumed, and things of that type, are 
charged directly. Cost of equipment and related special facilities 
are usually amortized. 

I would suggest that some consideration be given to allowing direct 
expense or an accelerated amortization on these latter features. 

Now, in justification of this position, because it does seem to be 
contrary to the principle of extending the tax base, I would like to 
suggest that we look at research and development for its effect on 
the total economy. 

I think that most economists would agree that the output of the 
United States goes up 2 or 3 percent every year as a result of tech- 
nological improvements. This is an outcome ‘of the activities of these 
companies and of other agencies in the research field. 
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Consequently, I believe that any efforts that you gentlemen take to 
improve the broad tax situation can best be served by, in this par- 
ticular instance, giving a fairly liberal treatment to research and 
development expenditures in industry of all types. 

I think that the resultant effect will be to increase the business 
and, hence, to increase the tax base. 

Now, that is all I wanted to say at the moment on industrial research. 

There is another facet of research which I have had something 
to do with in the past. That pertains to the basic research and pri- 
marily basic research in universities. 

By basic research we mean the search for new knowledge in science 
without having a particular direction or a particular practical end 
in view. 

This is the type of research leading to significant advances in our 
science and, consequently, in our technology. It is the type of re- 
search that leads to Nobel prizes and to scientific breakthroughs 
such as we have seen in the field of atomic energy and electronics 
and many other cases in the past. 

We feel that basic research must be supported to an increasing 
degree in the future. 

The policy is well recognized by the Government, by numerous 
Government agencies. The Office of Naval Research did a great 
deal at the end of the Second World War to step in and encourage 
this type of basic research through direct support. 

Other agencies of government have come in and built this up, 
the National Science Foundation and other agencies of the Defense 
Department; the Health, Education, and Welfare Department, and 
several others. 

In fact, the Government policy as stated in the Presidential order, 
10521, some years ago, stated that it was proper and desirable for any 
agency of Government to support basic research directly within the 
field of its particular mission. 

Now, this today has resulted in a total cost to the Government of 
about a quarter of a billion dollars and it is still growing. 

Basic research support, I think, is absolutely essential. It must 
come in this significant fashion from Government because of the ab- 
sence of any other way to support basic research to the extent that 
we need in order to maintain our scientific leadership as a nation. 

My suggestion in this respect is to echo the previous suggestions 
that have been made to consider the possibility for allowing a tax 
credit for individuals or industries, taxpayers, who support basic re- 
search, 

Now, the extent of tax credit I think should be tailored to bring 
about this result, that the total amount of basic research at univer- 
sities that would be suppored by the Government either through direct 
payments or through tax credits would be in a sense predetermined. 

Say if one were to decide after consultation with the National 
Science Foundation, National Academy of Sciences, other agencies 
—— to give such advice, that our support of basic research by the 

yovernment, say in 1965, should be $500 million, then one could regu- 
late this particular type of tax credit so that the total support by 
Government agencies and by individuals or industry cdaeeale the tax 
credit means would not exceed this amount. 








622 INCOME TAX REVISION 


In other words, one would in that sense be supporting through a 
thx credit only the extent of the research that you had decided you 
were going to support anyway through taxation and through expendi- 
tures of Government agencies. 

I think that point of view is one that is worth consideration because 
it would then increase the number of people who were backing basic 
research, who were selecting fields of work that seemed promising, 
who were selecting scientists who seemed able and outstanding. 

I think since basic research as a total cannot be planned, that the 
broader the base of support we can find for it, the better will be the 
ultimate outcome. 

In a sense it means that we are extending the support to a great 
many more people than now have a direct interest in it. 

I am sure my words have raised more questions than they have 
answered, but I think I had better pause now. 

The Cuatrman. Thank you, sir. 

We are pleased to have with us this morning Mr. Orem, and you 
are recognized, sir. 


STATEMENT OF CHARLES R. OREM, JR., SYLVANIA ELECTRIC 
PRODUCTS, INC., NEW YORK 


Mr. Orem. Thank you, Mr. Chairman. 

The immediate objective of the current inquiry into our Federal 
tax system is stated to be a reduction in tax rates without sacrificing 
revenues required for responsible financing of government. 

Certainly, this objective can be accomplished without any substan- 
tive change in the law covering the treatment of research and develop- 
ment expenditures. 

[ emphasize substantial changes, as I address my remarks only to 
the broad scope of the law and not to some of the technical amend- 
ments that no doubt could be, perhaps should be, added to the statute. 

Like any law there are imperfections. As we live with it over the 
years we find reason for making changes, but I refer only to the 
broad scope of the law. 

At the present time, section 174 of the code permits taxpayers, at 
their option, to either deduct research and dovepunat expenditures 
currently or to capitalize certain types of such expenditures and re- 
cover them through ratable deductions over a period of not less than 
60 months. This method of handling does not, in my opinion, serve 
to narrow the income tax base, nor does it result in differential treat- 
ment among taxpayers. ; 

I think it is worthy of note that in regard to narrowing the income 
tax base, this is a question, either of current deductions or capitaliza- 
tion and recovery over a period of years. 

We are not looking at a subject here as we did a few years ago when 
we considered reserve for estimated expenses—section 462 of the code 
as originally enacted. 

If you will look at the record you will see that actually most com- 
panies have been deducting research and a expenses over 
a period of years. This was brought out in the testimony in the 
1953 and 1954 hearings and also contained in the Commissioner’s 


a 
—$— Te 





stat 
incl 


pres 
the | 


able 


ject | 
law. 
esse 


men 


fav 
elin 
ince 


sect 
wot 
ture 
mel! 
stin 


cou 
visl 


lant 


of t 


and 


op! 
mu 
tro 
ah 


wo 
abe 
tur 
cen 


gel 


spe 


ten 
ket 


the 
rig 
ths 


or: 


cu 


ha 





A 


INCOME TAX REVISION 623 


statement regarding research and development expenditures which is 
included in my full ‘statement. 

With one exception there seems to be general agreement that the 
present treatment of research and dev elopment expenditures achieves 
the additional objectives listed by the Committee on Ways and Means. 

The one exception relates to the objective, “a tax climate more favor- 
able to economic growth.” 

I think perhaps one of the important ones in this area is this ob- 
jective of the ease of taxpayer compliance and administration of the 
law. Experience has shown conclusively that for this purpose, it is 
essential that taxpayers be permitted to deduct research an develop- 
ment costs currently. 

The exception I refer to relates to the objective of a tax climate more 
favorable to economic growth. It has been suggested that the tax 
climate could be made more favorable to economic growth by adding 
incentive provisions to section 174 of the code to stimulate research. 

I am sure this is a true statement, and I can think of many other 
sections in the code where we could have similar provisions that 
would stimulate the economy. With the present high rate tax struc- 
ture, it follows that by adding incentives and by giving special treat- 
ment to certain sections of the economy, there will be a selective 
stimulation. 

If the economy is being impeded now by the high rates, then we 
could go through many sections of the code and add additional pro- 
visions. 

I do not believe this is a correct approach. I believe that a stimu- 
lant could better be provided by a reduction in rates. 

Increasing the special provisions in the tax law to mitigate the effect 
of the excessive rates serves to complicate the tax structure even more 
and tends to delay a reduction in rates. 

Now, I am not unmindful of the importance of research and devel- 
opment. Certainly the company with which I am associated is very 
much interested in research and development as a member of the elec- 
tronics industry. Iam fully aware of the importance of maintaining 
a high level of such expenditures. 

However, there are many other sections of the code, as I say, that 
would be equally important. I am sure you gentlemen have heard 
about some of them and will hear more. ’ With the high rate struc- 
tures we have today many people feel that we could provide more in- 
centive by adding additional special provisions to the code. 

In my opinion, an overhaul of the income tax rate structure is ur- 
gently needed. Such action would eliminate the need for most of the 
special provisions and provide a stimulant to all phases of the economy. 

Also, tax reform would be the best means of providing a tax sys- 
tem which interferes as little as possible with the free play of the mar- 
ket forces in directing resources into their most productive uses. 

Certainly I think this is a very laudable objective. If we continue 
the present rate structure there will be a continuous clamor, and 
rightly so in many cases, for special provisions. What happens is 
that the Government is in the position of regulating the economy by 
granting special provisions to that segment which in its judgment is 
cur rently j in need of astimulant. The result is a situation where you 
have no free play of the market forces. 
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So I feel that the rate structure is our problem. 

This concludes my statement, Mr. Chairman. 

The Cuarrman. Mr. Orem, we thank you sir. 

Mr. Horne, we are pleased to have you with us this morning, and you 
are recognized, sir. : ; 


STATEMENT OF WILLIAM M. HORNE, JR., OLIN MATHIESON 
CHEMICAL CORP., NEW YORK 


Mr. Horne. Mr. Chairman and gentlemen, my name is William M. 
Horne, Jr., tax counsel for Olin Mathieson Chemical Corp. 

The views expressed today are my own and do not necessarily rep- 
resent those of the company or any organization with which I am 
associated. 

Gentlemen, there is no need to restate before this committee the 
obvious concern with the great advances in Russian technology in the 
space and missile field. ‘The illusion of western leadership in this 
field has been suddenly and unexpectedly shattered. 

Now, we are in the position of racing just to catch up. But ulti- 
mately I think an even greater danger to our free enterprise system 
may be found in the advances of Soviet industrial technology. 

Their suggestions underlie Khrushchev’s boast to bury us. The So- 
viets have scored technological innovations in industry such as new 
industrial presses, turbo drills, and methods of mineral core drilling. 

Items about these have appeared in newspapers in other countries. 
Some of these items are far in advance of anything we have today in 
American industry. 

The head of our CIA, Mr. Allen Dulles, has warned that the Soviets 
may attain our economic level within the next 10 years. 

Looking ahead about 50 years, Mr. Adlai Stevenson sees the indus- 
trial production of both our country and Russia being outstripped by 
India and China. 

Unhappily, the record shows justification for these fears. 

Despite record investments by industry in research and develop- 
ment, our growth rate has slowed to the point where it now trails that 
of most major nations. Though we are still the world’s greatest pro- 
ducer, our per capita output has barely risen over the past 5 years. 

Under our free enterprise system, there is a lag of about 7 years 
between the time of initial research expenditures and large scale out- 
put of a new product. This means that there is a substantial lag 
before we recognize the mass eee and output of the ideas which 
germinated in the research laboratory approximately 7 years ago. 

If Mr. Dulles’ 10-year prognostication is correct, there is an 1mme- 
diate call for a large scale increase in research and development ex- 
penditures by American industry. , at 

Chairman Mills has emphasized that a tax climate which is favor- 
able to economic growth is an important criterion of tax reform. 

The proposals which I shall make for amendment of section 174 
of the Code, which, as you know, deals with research and develop- 
ment expenditures, have this objective in mind. These proposals 
are made in the belief that they will not, in the long run, adversel) 
affect Federal revenue. 
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Temporary revenue losses may prove a small price to pay for 
technological progress in this economic competition with the Soviet 
Union. 

These proposals are the following: 

1. An additional incentive deduction: This would be in addition 
to the allowable deduction for the cost of research expenditures. This 
would be analogous to the 10-percent investment allowance which is 
now granted by the United Kingdom for expenditures for scientific 
research facilities. 

Such an allowance could have the direct benefit of reducing the 
need for governmental expenditures by shifting the burden to private 
industry. 

9. A faster writeoff of research facilities: This would involve « 
special depreciation allowance for new research facilities in the year 
of acquisition. This would be in addition to any depreciation deduc- 
tion under section 167, but the aggregate of these deductions would 
be limited to the cost or other tax basis of the facilities. 

This would be comparable to the additional first year depreciation 
allowance for small business. 

A proposal with greater short-range revenue impact would be the 
allowance of a current deduction for the cost of any facilities which 
are used exclusively for research purposes. 

Now, this would increase the revenue losses temporarily, but the 
stimulus to research expenditures should be correspondingly greater. 

A somewhat watered-down version of this latter proposal would 
be to allow 5-year amortization of the cost of any facilities used 
exclusively for research. 

3. A tax credit for contributions or for expenditures for basic 
scientific research: This proposal Mr. Cairns touched upon in his 
testimony previously. 

Proposals to this effect were advanced at your committee’s 1958 
hearings. 

I believe that Congressman Simpson and Congressman Curtis have 
introduced bills to carry out these proposals for aiding basic research. 

Enactment of these bills would carry out also the recommendations 
of the National Science Foundation and others who have been urging 
for years that the Federal Government encourage private industry 
tostep up its efforts in the field of basic research. 

I feel this encouragement would be probably more effective and 
undoubtedly less expensive overall if given as a tax concession rather 
than as a direct grant. 

4. Expensing or amortizing land contaminated by research 
projects: This is a much more limited and perhaps a somewhat tech- 
nical proposal. Under this proposal, section 174, which currently 
prohibits the deductibility of any expenditure for the acquisition or 
improvement of land would be amended to provide that such ex- 
penditures could be amortized over a period if this land was found 
to be unfit for ordinary commercial useage because of the nature of 
any research activity. 

Alternatively these expenditures might be expensed. 

An example of the case in which this proposal might apply would 
be an area which is contaminated by the testing of fissionable 
materials. 
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5. Technical amendments of section 174. Perhaps this is not fully 
within the scope of these hearings, but I think that at least one of 
these proposals merits serious consideration. This would be the 
addition of a definition of research and experimental expenditures. 

This is a definition that exists in the regulations but is lacking in 
the statute. 

The definition in the regulations is well expressed and is compre- 
hensive except that it excludes “the cost of acquiring another patent, 
model, product, or process.” 

It would appear appropriate, therefore, and not in conflict with any 
policy for the taxpayer to be allowed to expense these costs in the 
same manner that he would do so if he had made these expenditures 
in the first instance. 

A statutory definition of “research or developmental” expenditures 
might Ears the definition which is contained in the present 
regulations, but should be expanded to cover acquired models, pro- 
cesses or similar intangibles that have no readily ascertainable useful 
life. 

I have excluded from that the acquisition of patents. This might 
well be a subject for the committee’s consideration, but at least in 
the case of patents you do have the opportunity to amortize them over 
the remaining useful life of the patents. 

One other technical amendment that might be considered would 
bear on the rules of carryover to successor corporations. At present, 
these rules leave unanswered the treatment of the successor corpora- 
tion in cases where the predecessor had selected to amortize its re 
search expenditures over a period of 60 months, or more. 

Gentlemen, consideration of these proposals should help to attain 
the objectives of your committee’s hearing. 

I think the long-range benefits of these proposals have to be measured 
against any immediate revenue losses and against other contrary argu- 
ments of tax policy, but I believe in the long run they would help to 
provide the stimulus for research and development that may well be 
demanded in our economic and technological struggle for survival. 

I would like to express my appreciation for the opportunity to 
participate in the fine work this committee has been doing in the 
examination of the income tax structure. 

Thank you. 

The Cuatrman. Thank you, Mr. Horne. 

Again I want to thank all of you this morning for participating in 
the development of papers for the compendium and also in the panel 
discussion this morning. 

Mr. Horne, we are pleased to welcome you back to the committee. 
We well recall your former connection with the staff of the Joint 
Committee on Internal Revenue Taxation. 

I am sure that not only every member of this committee, but every 
Member of Congress is thorughly cognizant of the importance of 
research in the decade that lies ahead for reasons which members of 
the panel have described in their papers, and also in your appearance 
this morning. 

Mr. Cairns, what is it, in your opinion, that constitutes most of 
our difficulty, and I am asking you the question because you are 
engaged directly in research ? 
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Is it in the area of industrial research that we are lacking most, or 
is it in the area of basic research ? 

Mr. Horne, in his paper, has said that perhaps it is industrial tech- 
nology and development wherein we are behind, but does that result 
from the fact that we are behind in basic research or are we behind 
in indust rial research as the distinction is made ? 

Mr. Carrns. It is a little difficult to say whether we are behind or 
not, without > aving some standard of comparison. I think that one 
of the standards of comparison that we have had in the last few years 
has been with respect to technology of defense and related matters, 
the obvious implications of satellites and nuclear tests. 

There is an indication of advanced technology by the Russians in 
some instances, we see, beyond the immediate accomplishments that 
we ourselves could demonstrate. 

This has implications which lead us to make further studies and 
one comes up then with the thought that their educational system is 
generating more scientists and engineers, 

I think if we look back to the accomplishments of our industry we 
will find a quite different picture, that we are economically in the 
lead, and that the development of industrial research in this country 
is also in the lead. 

I think if we look at basic research and take such barometers as the 
number of Nobel Prize winners, which is some evidence of a statistical 
nature, there again it seems we may still be in the lead. 

I think that is true in physical sciences and biological sciences, but 
I think also we have the fe: ar that we will not retain the lead. 

These are nondefense fields which determine world leadership. 
There are many ways to lead the world besides having the strongest 
defense. 

[ think we fear the loss of world leadership because of the tremen- 
dous importance attached to science. 

So from that fear we say we should do more. We say there is a 
lack of research effort when we have available people who have minds 
who can be trained and we have available potential facilities where 
more research can be done. 

When we have confronting us human needs that have been unsatis- 
fied in the fields of health and in the fields of communication and in 
the fields of any of the other human needs that we may have, from 
that aspect I cannot answer your question and say where there is the 
greatest lack because it is a full spectrum, from the sciences on which 
disc ‘overy is initially based, all the way through to practical develop- 
ment. 

Industry faces this question on a smaller scale, but again it is com- 
pte 

Each company must worry about its own position and its own 
ability to keep up in a competitive development the products that are 
satinfying, developing the needs of the people on an economic basis. 

Kach company, therefore, must make its own decision as to how 
much research it can support. 

Generally speaking, there is a lack of research in this case, but 
there is also a lack of funds to do more, so it is a question that you 
have to bring into balance. 
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I am sure this does not answer your question. It merely points out 
that you cannot say with any definiteness that there is a lack. It 
merely says it appears there could be to our benefit more research and 
development, more scientific advances, more improvement in our tech- 
nology, resulting in an improved economy and in a continuation of 
our world leadership. 

The Cuatrman. Mr. Cairns, I must admit that your statement in 
answer to my question, is what I thought you would say, frankly, 
because it has been my thought; but I wanted to ascertain whether or 
not my own thinking in this area was correct. 

You give in your statement in the compendium quite an impressive 
collection of the developments of the last 4 years in research and in 
the rise of industry expenditures for research and development. 

That indicates to me that great progress has been made in the last 
4 years in the area of research through industry expenditures. 

Now, these expenditures have been both in what we call industrial 
research and basic research, have they not? 

Mr. Catrns. That is correct; yes. 

The Cuatrman. Industry does actively spend money each year for 
basic research as well as the monies that are spent through univer- 
sities and colleges and elsewhere. I do not know what part of the 
overall gross goes for basic research and what part goes for industrial 
research. That is not important to me at the moment in the inquiry 
that I have in mind. 

But I wonder if you have been able to ascertain or any member of 
of the panel has been able to ascertain, assuming all of these figures 
in your statement are agreed to by other members of the panel, what 
part of that rise occurs without regard to section 174 and what part of 
it results from 174. 

Is it possible to make some distinction with respect to the date so 
that we can determine as a matter of fact just how effective section 
174 has been in stimulating industry to spend more money for research. 

Mr. Catrns. Is that question directed to me, Mr. Chairman ? 

The Cuatrman. Yes, sir. I know you could not give us a single 
figure with exactness, or even a percentage, but what I am trying to 
determine is whether this section has really been significant in this 
overall rise in the amount that has been spent by industry for this 


yUrpose. 

Mr. Catrns. I would assume that the question might be answered in 
per if we had some figures on what portions of these expenditures had 
een expended versus those portions that had been capitalized. 

The figures I gave showed a buildup even in the last decade, from 
$450 million up to the present in 1957 of $7.2 billion, which is more 
than a fifteenfold increase. 

I think the section you refer to came into effect in 1954, in the latter 
part of that period. But it was my impression that prior to that time 
the Internal Revenue, it was the Bureau of Internal Revenue then, 
had interpreted in many cases R. & D. as a permissible expense item. 

So that what the law did in 1954 was more to recognize and inter- 
pretation and regularize it than to bring into effect a significantly new 
factor. 

The Cuarrman. Actually, then, what section 174 did in 1954 was 
to reflect in the code practices that to some extent at least had grown 
up through interpretation of provisions of the previous law. 
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Mr. Cairns. That is my understanding. 

In that event I would say that this growth has been fostered 
throughout this period cited by a favorable tax environment, favorable 
tax clim: ite, 

I have the feeling that it would not have taken place ne: urly to this 
extent if a rigid interpret: ition back in, say, 1940, had required capi- 
talization of all research and development expense. 

In fact, I can recall a personal experience back in that period when 
even the threat of this possibility coming up had a very bad effect 
on the outlook for certain types of researc +h that we were doing. 

In other words, the businessman began sharpening his pencil and 
figuring out a few things and saying “Hadn't we better reduce a bit 
on this type of research because it is very uncertain and risky and 
if we are forced to capitalize it, it will make it very difficult.” 

The Cuarmman. Mr. Horne, this situation described by Mr. Cairns 
actually existed, and there had been some, at least, expensing of re- 
search and development costs under procedures of the Internal Reve- 
nue Service on the basis of the then existing law prior to the 
enactment of section 174. Is that correct? 

Mr. Horne. That is correct, Mr. Chairman. 

As you know, C ommissioner Dunlap, in an appearance before the 
joint committee in 1952, I believe, went into this question of the treat- 
ment of research and ‘development expenditures. At that time he 
indicated it was the position of the Internal Revenue Service that as 
long as the taxpayer adopts a consistent method in the treatment of 
the expenditures that they could be expensed. 

I think that a survey that I made of some corporate tax manage- 
ments might be of interest to the committee in this respect. 

This was a very limited survey. I contacted approximately 55 
individuals who are in a policy position in respect to corporate tax 
affairs, asking them a few specific questions in this area. One of the 
questions was whether or not their expenditures for research had 
increased substantially since 1953. 

In addition to that, they were asked whether or not the clarifica- 
tion of deductibility of research and experimental expenditures was 
a major factor or a contributing factor, or was not a factor. 

Now, the responses in this survey came from about 25 companies. 

I made no attempt to ascertain the names of these companies—this 
was a confidential survey—but I did ask, to give some idea of the 
magnitude, the size of their operations. The lowest annual sales of 
any of the reporting companies was $40 million and the highest was 
$514 billion. 

These companies are not in the category of small business. The re- 
sponse of the 25 companies was that “93 of them had had very sub- 
stantial increases in their research and experimental expenditures in 
the current fiscal year, over 1953. 

Of the 25, 23 had had very substantial increases. 

One had a slight increase and one was unchanged or decreased. 

As to the question of whether or not section 174 was a factor, none 
of them said it was a major factor. 

Six said it was a contributing factor. 

Nineteen said it was not a factor. 
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I think this is borne out by what you have suggested before; that 
is, that these expenditures were by major companies which had been 
expensing research and experimental expenditures prior to 1954 and 
simply continued to do so. 

As Mr. Cairn points out, section 174 has at least clarified the whole 
area. 

At the same time I think it has had an effect upon small business, 
although this survey has not borne that out because we have not had 
a chance to make this questionnaire available to business generally, 
In the small business area, a number of concerns who were new and 
starting up in the field might not have been able to take advantage 
of the position of the Internal Revenue Service as announced in 
Commissioner Dunlap’s statement in 1952. As a result of section 174 
of the 1954 code, they were able to either expense the research and 
experimental expenditures or to amortize them over a period of 60 
months during which they received economic benefits. 

The Cuairman. Mr. Horne, I had in mind that initially this right 
to expense research and dev elopment costs was allowed, largely I 
guess, because of the practical difficulty of knowing over what period 
these costs, if capitalized, should be spread. 

Was that not a part of the original problem of the enactment of 
section 174? 

Mr. Horne. Yes, sir; that is absolutely correct, Mr. Chairman. 

In some cases it was difficult to determine exactly what the period 
might be. In some cases it even went so far that a deduction was 
totally denied for these expenses, which are, of course, business ex- 
penses and go into the cost of production just as any other manufac- 
turing expense does. 

It is for that reason that the clarification by section 174 did much, 
I think, to settle the atmosphere. 

The CHarrman. Now, I have often wondered, in view of that fact, 
what would be wrong in the case where research results in a patent 
process or product that we require the cost incident to the development 
to be capitalized and spread over either the economic or the legal 
life of the patent. 

What would be wrong with that ? 

Mr. Horne. I think, Mr. Chairman, that is the position that the 
regulations take now. 

The CuatrMan. Under section 174? 

Mr. Horne. Section 174 insofar as the research and experimental 
expenditures have resulted in a patent. 

The Cuarrman. How can they under a provision of it which says 
that it is up to the taxpayer to elect ? 

Mr. Horne. There are two aspects to this. One is the period of 
time up until the patent issues. 

From then on any research expeditures attributed to that patent 
are, under the regul: ations, then amortized over the period of the life 
of the patent. 

Up until that time you don’t know whether or not your research 
might be profitable. 

[ am sure that the the other panelists and the members of the com- 
mittee are aware that a major portion of your research may result 
in failures. You have to expect a large percentage of failures. In 
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many cases the taxpayer cannot know at the time that he is making his 
election to expense or capitalize whether or not any patent or product 
will citiomuiay result. 

The CuarrMan. Where we know that it has succeeded and it might 
be a valuable process that we patent, what is wrong about the require- 
ment that all expenditures that le: id to the development of that par- 
ticular asset. be capitalized rather than deducted, as they would be 
under section 174, as items of immediate expense. 

Mr. Horne. If I understand your question correctly, I think the 
answer again is that you have to look, as we do under our tax structure, 
toasinglet taxable year. 

If you have research expenditures in a taxable year the results of 
the expenditures may not be known for a period of 3, 4, 5, or 6 years 
in some cases. 

At the time you deduct the expenditures you are, in effect, taking 
the deduction then rather than capitalizing it for deduction at some 
uncertain future date. 

The Cuatrman. It would not interfere with scientific research and 
development, would it? Here you have succeeded. 

If you do not succeed, expense them, just as section 174 says. 

But once you sue ceed in the development process and patent it, 

why, then, could not the expenses incident to that development be capi- 
sdliand over some economic or legal life of the asset ? 

Mr. Cairns. May I comment on that? 

The CratrMan. Yes. 

Mr. Carrns. The value of the patents of which you speak, assum 
ing we have a ‘patent that is apparently of value, might be a bit diffi- 


cult to determine. Perhaps that does not come into question here, but 
it seems to me that you would have to separate out the patents of 
value and those which did not develop. 

A patent might have a quite variable value, depending on develop- 
ments based on the process or product involved in the paet 


This involves a great many uncertainties in time and magnitude. 

Also, it is uncertain what the value of the patent is that you are 
exercising. You can look at the total profits coming from that par- 
ticular part of the business, but those are contributed to by selling 
and by manufacturing contributions. 

_ It is very difficult then to isolate what the actual value of the patent 
is, 

Then you have another question. You go back and look at the re- 
search and dev elopment cost that led up to that patent; you have a 
hard time even getting clarity there because in technology one dis- 
covery influences another. You would have to go back a 10- year 
period and search over the work that was done, you would be spend. 
ing most of your time trying to figure out what contributed and what 
did not contribute. 

It would be a very difficult task to administer within a company and 
almost impossible to monitor from without. 

Mr. Orem. Would not your suggestion, Mr. Chairman, require 
going back and opening up prior years? 

The Cuatrman. It would, yes. 

Mr. Orem. It would seem to be one of the most difficult problems. 

The CHatrMan. That would seem to be sufficient reason not to do it. 
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I was wondering if it would have an adverse effect upon the overall 
desire to stimulate these development. Assume that I do engage as 
an individual in research and development and I spend considerable 
money each year out of other income that I have for that purpose. 

Now, I am permitted to deduct that expense from this other income 
which is perfectly all right under section 174. 

Then, after I get my ‘patent, Mr. Cairn’s company comes along and 
decides that it is a very valuable patent then and they give me a very 
good price for my patent, so I sell it. : 

Under another provision of law you have capital gain for my pat- 
ent. I know that is not the usual case because perhaps most of these 
things that are developed and processed and patented are retained 
by the companies that have paid the expense of all this research. 

But I just wonder whether or not it is necessary to continue to 
expense the cost of the research when we succeed. 

Mr. Orem. I think it is. One of the things which we spoke of is 
this administrative difficulty, but even in a broader sense this has to 
be viewed as an ordinary and necessary business expense. 

Using your example, you could form a company and build up a 
tremendous intangible value by assembling employees and doing ex- 
tensive advertising, all of which is deductible, to build up something 
of capital value and then you sell it. 

It would be something similar. 

I think research and development as it occurs year after year is noth- 
ing more than ordinary and necessary business expense. 

T think it should be treated as such even from an accounting stand- 
point. 

In other words, if you start with an income tax law and try to 
determine net income, it seems to me you have to be grounded some- 
where. I believe that most of the people in the accounting profession 
will say that the current deduction of research and development costs 
is the most practical method of determining annual net income. It is 
practically impossible to incur expenses on research and development 
over a period of years, accumulate and allocate them to particular 
projects, and then amortize them over a period of time with a proper 
allocation to the related income. 

In my opinion it seems every way you look at it, including the 
incentive approach particularly in the individual case—we still do 
have a good bit of research done by individuals—it would be particu- 
larly harsh to have an individual with the existing high surtax rates 
to try to continue development or coming up with an idea if he is not 
able to deduct his expenses currently. 

The Cuatrman. I would agree with you completely about the de- 
ductibility of expenses currently and make no denne’ in that at all, 
except that when I succeed in my efforts, then the expenses that I 
have incurred, the past expenses, would at that point be capitalized 
because I have now an asset of value as a result of my work. 

I would not let my other income be reduced taxwise because of the 
expenses incident to the development of that asset. 

Let that asset bear the expense at that point. 

Mr. Orem. I still don’t see how you could go back and accumulate 
the expenses. In the first place, as Mr. Cairns points out, in our com- 
pany too, you have scientists working on various projects. One con- 
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tributes to the development of various products and there is no record 
kept as to how expenses are applicable. 

I suppose it could be done in some cases but I think the most objec- 
tionable point is that it would require going back maybe 8 or 10 years 
to open up a tax return and to try to then accumulate these amounts. 
[ presume what you are saying 1s that these expenses would not be 
allowable. 

If they had been deducted, now they would be added back. 

The Cuarrman. Understand I am not making any recommendation 
at all in this area. 

Mr. Orem. I understand. 

The Cuairman. I am merely trying to ascertain whether such a 
development is a practical idea. 

You have been giving some reasons that seem to me to be very 
cogent reasons and should be very carefully considered before any 
change is made. 

We might get to the point of being back where we were before 
section 174 was enacted, at least in the respect that we could not dis- 
tinguish between the cost that actually should be attributable in an 
accounting operation to the particular thing that had been patented. 

In a simple case where I am doing the development, myself, I am 
not doing anything else but just that, we do not have any trouble, but 
I can see where you get into a company operation you may have the 
same individual in the early stages working on several different 
projects. 

Mr. Carrns. This is a question of administrative complexity which 
I think would be found on further examination to be almost insuper- 
able to do what you suggest, sir. 

First, primarily on the considerations that there is no definite line 
of demarcation between success or failure. What you would be accom- 
plishing here would be to say that any project you chose to stay on to a 
practical stage would have to carry special and less advantageous tax 
treatment. 

Furthermore, it would impose an investment burden on your suc- 
cessful or partially successful projects to the effect that perhaps the 
cost of your plant or investment in your plant would be perhaps 
doubled, carrying not only the cost of the erection of the plant, but 
also all the research which you did. 

This would, I am sure, bring to a sudden halt at least half of our 
development ventures. 

They are all marginal at the start. This is the period when they 
have to be costed. If you are going to capitalize, I think this would 
have a very serious effect at the time when the new projects for devel- 
opment are in their most tender state. 

We could not do this, I know, in our company on a half dozen. 
projects that we are currently supporting. 

Simply because if you had that investment cost you would not 
have a return that would make it at all attractive. 

This may not make sense to the Congress, but this is the way things 
are back home, I think. 

The Cuatrman. Gentlemen, for purposes of this type of study, 
should section 174 be regarded and put into the category of incentive 
provisions to encourage research, or should it be considered merely as 
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an arbitrary rule for measuring taxable income in an area where cosi 
allocation is difficult. 

Mr. Orem. I would like to comment on that. 

I do not think presently that you can clearly say that section 174 
should be regarded as an incentive provision. I think it is a logical 
way of determining net income. The testimony which was presented 
to this committee in 1953 and 1954 clearly showed that. 

That is why I feel that the present ‘treatment is adequate. I do 
not person: ally believe in placing incentive provisions in the tax law. 

So in my opinion this is not an incentive provision. It has not 
changed the method of treatment over a period of years. 

Since 1924, as I point out in my written statement, the regulation 
contained this provision. There has been no substantive change in 
this practice. 

Section 174 did clarify it. It helped the small businessman, just 
getting started, to deduct his research expenses. The service took 
the position that such expenses were deductible currently only where 
the practice had been followed consistently. 

So I think we should look at this, as I said, as a logical way of de- 
termining net income. 

The CuamrmMan. You mean as a rule, then ? 

Mr. Orem. As a rule. 

As I said, we have to ground ourselves somewhere when we try to 
determine net income. 

The CHatrman. Over the period of this entire operation I would 
think there is justification, Mr. Orem, for your conclusion. 

As I tried to point out initially, I thought it came about largely 
due to the unusual difficulties of trying to measure income in this 
area and to allocate the cost. 

You say that the enactment of section 174 was actually a clarifica- 
tion of existing practices and cannot be alleged to have actually had 
the results of stimulating and encouraging “research. Is that your 
point ¢ 

Mr. Orem. My point is that it has stimulated, yes, to the extent of 
permitting small businesses and those getting started and, certainly, 
for example, in the electronics industry we have had a tremendous 
number of small companies getting started in business. 

[ think it has also helped individuals where, as I understand it, 
from what I can read of prior court cases, they did have problems in 
this area of getting expenses deducted because they were just starting 
out. They had no prior experience to rely on. 

To that extent it certainly was a stimulant and it has helped research. 

The Cuamman. I am glad you added that because if we looked at 
it solely as an arbitrary rule I was going to ask the question whether 
or not the deduction was as good as might possibly be developed as 
an arbitrary rule in allocating cost. 

Mr. Orem. I think it is because we are determining net income an- 
nually. That is, the year in which research expenses are actually in- 
curred is the year when deductions should be made. 

The Cuatrman. You actually view it as both, some stimulant and 
also as a necessary rule? 

Mr. Orem. I do. 

The Caamman. Would all of you agree with that conclusion? It 
san be described as both, in other words? 
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Mr. Horne. The stimulus has come from clarification of the un- 
certainty that existed in the prior law. That is the place. 

The Cuarrman. I am not arguing against it or for it. I am just 
seeing how we should characterize this for the purpose of this study. 

Mr. Horne. I don’t think it can be regarded, as a direct tax induce- 
ment as such, but rather a clarification of the time in which these 
expenses are deductible. 

The Cuamman. The process, Mr. Horne, of enacting section 174 
may well have stimulated some additional research and development 
hy making certain what. was, up to that point, an uncertain rule in the 
administration of the tax law. 

Mr. Horne. That is correct. 

The CuatrmMan. So that you take the position also that there may 
have been some stimulus to it, but that primarily it should be described 
as the establishment of an arbitrary rule of allocation of cost ? 

Mr. Horne. That is correct. 

Mr. Catrns. I wouldtend toagree. There is this one more element : 

I would say that the absence of 174, which would lead to the ques- 
tion of possible capitalization, would be an inhibition of such. Its 
presence from that point of view can be looked on as a stimulant. 

[ don’t think it is going to bring about doing research which other- 
wise might not be done. I think its presence there is a mark of lack 
of inhibition rather than stimulus. 

The CuHatrman. Let me go to another subject, if I may, another 
aspect. of this subject. 

Is there any distinction in tax consequences between a company 
doing its own research through its own facilities and contracting for 
research ? 

I am thinking, Mr. Horne and Mr. Orem, since this is a question 
on the application of the law itself, that probably where research is 
contracted out, at least in some cases, it is possible to obtain greater 
deduction for equipment and so forth than when research is done in 
the company’s own facilities. 

I wonder if that is true, and if it is true, whether that is proper. 

Mr. Horne. I would say that normally you won’t contract out your 
research unless it is more economically feasible to do so, if you have 
the facilities for doing it yourself, that is—research facilities in your 
own operations. From the standpoint of the tax consequence, as I 
understand the position of the regulations, if you do contract out for 
research, then the expenditures which you have incurred are deductible 
as an expense if the research is done for you. 

On the other hand, if you acquire the results of research which has 
been done by a research company, under the present regulations, you 
are allowed no deduction for research and development. 

I think that is the area in which there is some present penalty so 
far as the present interpretation of section 174 goes. 

The Crarrman. It occurred to me that there was, and I wondered 
whether or not it should be continued and whether or not it was 
proper. 

Does anyone else have a thought on that point ? 

Mr. Orem. With respect to acquiring a process from another com- 
pany, I feel that is in the area of the question of intangibles, a much 
broader problem than I think is part of this inquiry. 
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I agree that there should be some method of amortization of this 
intangible acquisition cost. I think this is one of the problems that 
should be corrected. 

Mr. Horne. That is the point I was trying to make. 

The Cuairman. Mr. Cairns, for my edification, what do you mean 
when you refer to the scaling up of processes? How does that differ 
from development work? 

Mr. Carrns. That is development work. The term “scale up,” at 
least in the chemical industry, means from the test tube scale to the 
tankear scale. You are increasing the size, the magnitude of your 
operation. You start out in the laboratory and work up through a 
pilot plant which is a miniature style commercial plant, and then. you 
work up to the full scale, commercial manufacture. 

The CuAtrman. In other words, it is the same thing as you have 
used it? 

Mr. Carrns. Yes. 

The Cuarrman. Mr. Orem, why do you believe that the present 60- 
day amortization for deferred research and development expendi- 
tures is unreasonable, particularly as applied to expenses which have 
no determinable useful life? 

Mr. Orem. I don’t believe, Mr. Chairman, I would say it is unrea- 
sonable. I see no logic to the provision if on the one e hand you can 
elect to deduct currently all such expenses within a yes 

If for purposes of your own business—usually it is in the case of 
where you do not have enough income in the present year to take ad- 

vantage of the deduction—you want to defer, and once you have de- 
ferred expenses I am at a loss to understand why you have to elect 
to take a period of amortization not less than 60 months because if 
you had had sufficient income in the first place you could have de- 
ducted all of the expenses in 1 year. 

For example, you may go along for 2 years and then have sufficient 
income to deduct all the research expenses deferred to date. 

I think that once the taxpayer elected‘a period he would have to 
stick with it. I don’t mean to say he should be able to decide this 
year that he would like to deduct such expenses over a 2-year period 
and next year, after he looks at the picture, change to a different amor- 
tization period. 

But since he has the election to deduct currently anyway, he should 
be allowed to make an election to defer for 1 year, 2 years, 3, 4, or 5 
years. 

I see no logic to the 60 months. 

Perhaps there is some reason for it, but I am not ac quainted with it. 

The Cuarrman. Mr. Cairns, in view of the suggestions that have 
been made that we try to do something to the tax law to try to stimu- 
late basic research, which is the suggestion of the National Science 
Foundation and others, I wonder if we should undertake to do that 
for tax purposes. 

Just how could we define basic research ? 

Mr. Cairns, do you understand what I mean ? 

Mr. Catrns. Yes. ‘ 

There are definitions which have been agreed upon. I think it is 
the research which is done primarily to create new knowledge rather 
than to lead to practical ends. 
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The difficulty, then, is in classifying what is basic and what is not 
basic. 

That would be an administrative problem. 

I think it might even call for a necessity of a certain type of screen- 
ing. 

The CualrMANn. Do we get into the trouble of running up against 
the question, in trying to deal with basic research, of trying to distin- 
guish between various elements of basic research itself? Basic re- 
search goes into other things than developments that ultimately are 
patentable or things of that sort, I take it. 

Are you thinking in terms of basic research incident to the devel- 
opment of something necessary for a defense effort ? 

How about basic research in medical science or in the development 
of something that might be within the realm of the social sciences and 
so forth ? 

Would we have the problem of trying to limit the area of basic re- 
search that we are talking about, as well as some difficulty in distin- 
guishing basic research from commercial research or industrial 
research ? 

Mr. Cairns. As to fields, I don’t think you would have a problem. 
There is always this argument as to whether the social sciences should 
be included. We can certainly distinguish one field from another. 

As to distinguishing between basic research and research having a 
commercial and industrial value, this is a matter of time. Perhaps 
the scientists in a university are interested in a particular field, 
chemistry, mathematics, biology, medicine, only with reference to 
finding out how the natural laws apply and finding explanations for 
what takes place, in making simplifying theories. 

The industrial man examines the knowledge so gained to see how 
itcan be applied in a commercial sense. 

So that in a sense they are perhaps looking at somewhat the same 
things, but in a time sequence which requires basic research to pro- 
ceed and unfold the facts of nature before its development later on 
for commercial purposes. 

There is no sharp dividing line. 

I think the place where the work is done is one reason to divide 
it, the university. Basic research of the type we have reference to 
does define to some degree I think, the manner in which the contribu- 
tion by the taxpayer made for the support of basic research would 
have to be spelled out so that he would not immediately apply it to 
commercial ends, so that he would not define the goals in a practical 
sense to begin with, but only the fields of work. 

And thereafter this selection would be primarily to give that to this 
university or that university or to this or that investigator in the 
university, but not to specify the direct goal and not to derive direct 
benefits from the patents or other results from this work. 

In other words, like all basic research the results should be pub- 
lished and the results be available to all. 

The Cuarrman. If we encourage basic research through tax deduc- 
tion or tax credit or some such device, using the tax laws for that 
purpose, would we also be faced with the proposition that basic re- 
search that is obtained through that device would have to be made 
freely available to all other scientists? 
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Mr. Catrns. Yes. 

The Cuarrman. And to the public as well? 

Mr. Carrns. Yes, on the same basis that the Government now sup. 
ports basic research through its own agencies and makes such results 
available to all. 

The Cuamman. We would follow the same rule, then? 

Mr. Catrns. Yes. 

The Cuarrman. Do all of you agree it would be helpful to do 
that? 

Mr. Horne. I think the current statistics show that basic research 
by industries is a relatively small proportion of the total industrial 
research and development. 

The National Science Foundation has made some studies in this 
respect. I think the figure may be as low as 4 percent. 

Some companies have basic research programs substantially higher, 
but there is a need for encouraging basic research on the part of 
industry. 

As Mr. Cairns pointed out in his written statement, the proposals 
for granting a tax credit for a substantial portion of basic scien- 
tific research expenditures would shortcut some of the present grants. 
shortcut some of the steps by which funds are made available. 

The Cuarrman. You lawyers do not envisage any problems or diff- 
culty in determining what we are trying to do if we get into this 
or any complications in administration or anything of that sort? 

Mr. Horne. I think there are problems so far as the definition of 
basic research goes. But I am sure that the staffs of your committee, 
the very competent staff of the Ways and Means Committee, the joint 
Commitee, the House legislative counsel, the staffs of the Treasury 
Department and Internal Revenue Service and the National Science 
Foundation, could work out something in this area. 

The CHatmrman. Mr. Orem, you make a suggestion in your paper 
that if we try to do some very laudable things in the tax law we 
may well end up with more complications. 

Mr. Orem. I think we would. I am a little out of my field when 
I try to visualize the reason for this needed incentive for basic 
research. 

As far as nondefense basic research, it occurs to me that, in our 
competitive society, we have plenty of people working on what I 
would call basic research and hoping to obtain new knowledge and 
come up with new products. 

I think this can still be done. 

Now, as far as certain areas—for example the defense effort, cer- 
tainly someone has to direct it overall and it seems the Government 
has been doing it and they would continue to rely on industry partici- 
pation through Government contracts. 

I just feel that there is no need to add this incentive to the tax law. 
A novel approach has been suggested—that this, a way of shortcutting 
the flow of funds by keeping them directly at the taxpayer level. 

If this is good, I suppose it could be carried much further. 

For example, the Government spends about $5 billion annually 
in the field of agriculture. Perhaps we could shortstop some of these 
funds by providing tax incentives to farmers and other people so such 
funds would not flow to Government agencies. 
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I don’t know where you would stop. 

The same thing applies to giving tax credits for contributions to 
universities. 

We have need for more support for public education, not only basic 
research, but other fields. 1 don’t know how we can justify giving a 
tax credit for contributions to a university provided they use it for 
basic research when they are crying for funds to use for general edu- 
vation. 

The same with other good valid charitable contributions. 

For example, hospitals, YMCA’s. The cities are crying now for 
more YMCA’s and other organizations of that nature in order to com- 
bat juvenile delinquency. Why not give a tax credit for contributions 
toa YMCA. I don’t know where we will stop. 

This is a phase of our economy which I agree is very important. 
Perhaps I won’t argue that we need more research, I think we do, but 
as far as nondefense effort, I think we have in our competitive society 
the basis for continuing besaic research. I cannot imagine, for ex- 
ample, in medical science, that these people are not working diligently 
day after day in basic research to come up with new products. 

The Cuarrman. Mr. Orem, I just want to tell you how much I 
agree with your observation in your statement this morning that— 
an overhaul of the income tax rate structure is what is urgently needed. Such 
action would eliminate the need for most of the special provisions, and provide 
the maximum stimulant to all phases of the economy. 

Also, rate reform would be the best means of providing a tax system which 
interferes as little as possible with the free play of market forces in directing 
resources into their most productive uses. 

If we could do that, we would have eliminated some of the problems 
that we otherwise find ourselves alw: ays atempting to resolve by some 
special provision in tax law. Is that true? 

Mr. Orem. That is my position. 

The CHarrman. I certainly agree with you completely. 

Mr. Mason. 

Mr. Mason. Mr. Orem, along that same line, you are a man after my 
own heart. I reemph: isized the statement which has been growing in 
my mind ever since we started these hearings, that no matter what 
section of the code we are taking up the fact is that if we would reform 
the tax rates, and particular lower the higher rates, we would get rid 
of three-fourths or more of our headaches, our complications, and 
the privileges that have grown up in our tax code and that would be 
agreat blessing to the countr y. 

Mr. Orem. Mr. Mason, particularly, as T understand and read part 
of this testimony, that only 14 percent of our revenues are collected 
from these higher surtax rates. 1 have difficulty in understanding why 
we continue them. 

Mr. Mason. Politics. Soak the rich. 

The Cuarrman. Mr. Baker. 

Mr. Baker. Dr. Cairns, on page 3 of your summary, I am im- 
pressed with the statement in the first paragraph : 

A further incentive would be provided if the law was changed to extend the 
kinds and types of expenditures that could be treated as business expenses. If 
expensive research equipment could be currently deducted, it would help indus- 
(ty to become equipped with the necessary research tools. The same is also 
true of pilot plant. 
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I am assuming that in this space age, or whatever we call it, it 
would be difficult for you to project into the future anything like an 
accurate useful life of this new machinery or equipment; is that true? 

Mr. Carrns. That is almost always true of research. 

Mr. Baxer. But in this particular field it would be more so than 
in ordinary manufacture ? 

Mr. Carrns. It is. 

We approach the expenditures for equipment not only with realiza- 
tion they are going up, but in many cases the uncertainty as to their 
usefulness is increasing. 

Mr. Baxer. The importance of it that I see from the standpoint of 
catching up with Russia, if we are behind Russia, might be in that 
field even more important, that field might contribute more for a 
quicker writeoff of new machinery than to change the definition of 
ordinary and necessary business expense. Is that right? 

That is, if you were encouraged to immediately put into your pl: a 
machinery that you are now convinced would produce perhaps a yea 
or two rather than 7 years from now ? 

Is that the same line of reasoning with the language of 7 years 
from the time of realization of technology until the time of actual 
production ¢ 

Is that due to being unable to putting this particular machinery 
into the plant to some extent ! 

Mr. Cairns. I gather you were speaking about machinery in plant 
by analogy. You meant this by analogy because my recommendation 
only referred to research equipment, not to plant machinery. 

Mr. Baxer. I believe Mr. Orem was the one who made the state- 
ment that once the research has developed a process there is probably 
a lag of 7 years before we get the results from it. 

Do you see what I mean ? 

Mr. Carrns. Yes. 

Mr. Baxer. What can we do to cut that 7 years down to 2 years, 
say? 
Mr. Carrns. I would limit my recommendation to research equip- 
ment, to equipment that is installed for the purpose of research and 
development, per se, rather than factory, because I feel that the instal- 
lation of new equipment for manufacturing has another method of 
treatment. 

The reason I suggested the inclusion of equipment as an expense 
item along with salaries and materials consumed and other expenses 
that are now allowed is that the equipment costs are just as uncer- 
tain of eventual reward as the costs for the materials and salaries of 
people doing the work. 

What I am suggesting in effect is that you treat the entire costs for 
research and devi elopment as an expense. This would not apply, in 
my mind, at all, to the question of plant equipment. 

‘Mr. Baker. In other words, this should be treated as an ordinary 
and necessary business expense # 

Mr. Catrns. Yes. 

Mr. Baker. Then the period of amortization should be more 

Mr. Catrns. I was asking for something less than the total wr ‘teoft 
if the total writeoff did not seem to be desirable for other reasons. 
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But I am still confining my recommendations to research and devel- 
opme nt equipment. 

The CuarrMan. Are there any further questions ? 

Gentlemen, again let me thank you for participating in our study. 
We certainly appreciate it. 

Without objection, the committee will adjourn until 2 o’clock this 
afternoon. 

(Thereupon, at 11:35 a.m., the committee was recessed, to recon- 

vene at 2 p.m., same day.) 


AFTERNOON SESSION 


The committee reconvened at 2 p.m., upon the expiration of the 
recess. 

The Cuarrman. The committee will please be in order. 

This afternoon we continue looking at specific elements in the com- 
putation of taxable income, looking particularly to the accounting 
provisions of existing law. 

We appreciate the fine work that the members of this panel have 
performed in the preparation and development of their papers for 
the compendium. 

Also, we appreciate the fact that you are present today to sum- 
marize the statements that you have made in the compendium. 

We will recognize the members of the panel in the order in which 
you are seated. 

Beginning on my right, we are very pleased, Mr. Sullivan, that 
you are with us today. You are recognized, sir, to summarize your 
paper. 


STATEMENT OF JOHN M. SULLIVAN. ATTORNEY, ST. PAUL, MINN. 


Mr. Sutuivan. My name is John Sullivan. I am an attorney, prac- 
ticing with a firm in St. Paul, Minn. 

Mr. Chairman, I appreciate the opportunity to appear at this time 
and to express the views that I have incorporated in the statement 
previously submitted to you. 

It is said that taxation is an intensely practical matter. The ac- 
counting provisions of the Internal Revenue Code are intended to 
achieve this practicability by determining what is taxable income, 
when it must be reported, ‘how it must be reported, and to some extent, 
who must report it. 

It should be understood that in a broad sense, subchapter E of the 
code, relating to accounting periods and methods, does not encompass 
all the income tax accounting subject matter. Within the framework 
of practical accounting, other sections, for example, those relating 
to the net operating loss deduction, to carryovers of corporate charac- 
teristics, to depletion, to the determination of the amount of gain or 
loss, also have to do with determining what, when, and how income 
isto be taken into account. 

While income tax accounting does observe some general accounting 
principles, it must be acknow ‘ledged that there is a marked failure 
of correlation between accounting for general business purposes and 
accounting for taxable income. For instance, measurement of in- 
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come on a periodic basis is an indispensable principle of accounting, 
yet rigid adherence to an annual measurement of income leaves no 
room for accomodating to a presumption of continuos economic life 
which is also a valid hypothesis. 

While the Treasury has utilized the former principle, it has ac. 
cepted the latter only after Congress has enacted such provisions as 
those recognizing net operating loss carrybacks and carryovers, 

Although the lack of correlation may be attributed to, in part, the 
continuous divergent developments of income as accounting and 
general accounting, it is also due to apparent conflicts of interest 
between the philosphy of taxpayers and tax gatherers. 

Businessmen and their accountants believe that there are certai! 
principles utilized in business practice upon which the administrators 
can rely. Professional accountants say that tax practice should fol- 
low business accounting. On the other hand, tax administrators ques- 
tion whether income taxation can rely on general accepted accounting 
principles in “etermining the amount of income or the time for 
reporting. 

The indefiniteness of and inapplicability of many such principles 
for income tax purposes justifies criticism, but it is hardly appropri- 
ate to adopt rules for taxation, based on immediate consequences, 
which do not give adequate consideration to the entire economic sys- 
tem from which taxes are extracted. 

The treatment of accounting matters by the Internal Revenue Serv- 
ice demands broad experience in the practical aspects of income tax 
accounting. Moreover it demands experience that can comprehend 
specific needs for making decisions and that can place a subject within 
proper perspective both currently and in longe range effects. It 
also demands personnel who can accept responsibility for acting de- 
cisively for sound tax administration as well as for taxpayers and in 
the interests of general economics. Unfortunately, in the national 
office of the Internal stevenue Service persons who do possess the 
requisite experience and who are capable of accepting the responsibil- 
ity are not long kept in the accounting areas, and as a consequence 
the handling of accounting matters has too long been relegated to 
those with too little experience or capacity for the responsibilities 
assigned. 

Unfortunately, there also is only a haphazard effort made, if any 
at all, to study accounting matters on a comprehensive scale. There 
is a real need for instituting and maintaining a continuous study of 
income tax accounting and general business accounting so that the 
best income tax accounting can be formulated. 

While the field offices of the Internal Revenue Service often reflect 
the flexibility that is demanded of accounting treatment in wise tax 
administration, far too much litigation is engendered in the course of 
audits. Agents too often shift income into particular years or de- 
ductions out of particular years merely to accomplish a change in 
taxable income for purposes of a particular audit. 

Where such items reflect a practice consistently followed by the tax- 
payer and where the change merely shifts income and deductions be- 
tween years, such changes by examining officers do not cope with 
basic accounting matters. They merely create offsetting tax adjust- 
ments between years. 
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Decisions from litigation of such matters generate rigid accounting 
rules and principles. As a result, the Internal Revenue Service then 

utilizes such principles to deprive ‘itself of the very flexibility it needs 
inadministering income tax accounting provisions. 

Responsibility for the de .velopment of dependable accounting pro- 
cedures for a dependable administration of the income tax system is 
not confined to the Treasury Department. An equal share belongs 
to the accounting profession, and, to a lesser extent, to other profes- 
sional or gvanizs itions and taxpayers’ representativ es. 

While the accounting profession is entitled to commendation for 
the efforts it has oie, I do not believe it has completely ful- 
filled the responsibility attached to its professional status. Nor does 
it seem to me that the profession as presently organized can cope with 
the responsibility for development of accounting for our income tax 
system. 

The profession is too hidebound by its own organization strata and 
too satisfied with its “generally accepted accounting principles” to 
perceive the demands of administratively sound accounting for tax 
purposes and to acknowledge the limit: ations inherent in the use of 
business accounting practices. It is not enough to say that tax rules 
should agree with generally accepted accounting principles or to com- 
plain the at the tax tail is w agging the accounting dog. 

Acknowledgement of inherent limitations in general business 
accounting should not deprive it of appropriate credit where due. In 
general, business accounting does attempt to reflect all income and 
account for every signifiant change in the financial status of a business 
or an income producing entity. The character assigned income for 
tax purposes is not generally significant accountingwise, and the mul- 
tiplicity of items given beneficial treatment, such as capital gains, 
are not segregated under any definition of income utilized in applying 
ordinary accounting procedures. 

It is also well to acknowledge that some of the greatest difficulties 
in correlating income tax accounting and business accounting can be 
traced to efforts to support a basic tenet of accounting to the effect 
that there is no income to be accounted for until all the events giving 
rise to the earning of that income are fixed with reasonable accuracy. 
In short, “income subject to tax is income earned.” 

In order to determine if income is earned according to basic account- 
ing theory, it is necessary to relate to that income costs and expenses 
reasonably associated with it. To accomplish this, it is sometimes 
necessary to defer the reporting of amounts received or to anticipate 
costs. 

While Congress has found it necessary to enact specific provisions 
in recognition of this principle, there is a wide variance with income 
tax accounting and commercial accounting in respect to this theory. 

There lies before Congress a very definite choice. Either it must 
write an increasing number of very detailed rules to handle specific 
accounting problems, or it must impose upon the administrators of 
our Federal income tax system a duty and responsibility to exercise 
the flexibility and judgment demanded of a system grounded on self- 
assessment from records kept for a myriad of other reasons besides 
the income tax. 
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I believe Congress must demand of tax administrators the develop- 
ment of accounting rules and procedures for income tax purposes that 
will serve within ‘the framework of our varied ec onomy. If I may 
so suggest, Congress should urge upon the legal and accounting pro- 
fessions a sense of dedication toward the resolution of ex xisting con- 
flicts and the development of appropriate principles for accounting 
for income subject to tax. 

Thank you, Mr. Chairman. 

The Cuarrman. Mr. Sullivan, we thank you, sir. 

Our next panelist is Mr. Donald Se hapiro, attorney, New York C ity. 

Mr. Schapiro, we are glad to have you today and you are 1 recognized, 


STATEMENT OF DONALD SCHAPIRO, ATTORNEY, NEW YORK 


Mr. Scuaptro. Thank you, Mr. Chairman. 

My name is Donald Schapiro. I am a practicing attorney in New 
York City. 

I also teach legal accounting at Yale Law School. 

The title of my paper is “Tax Accounting for Prepaid Income and 
Reserves for Estimated Future Expenses,” a subject with which the 
committee is familiar as a result of the 1954 code and the subsequent 
repeal of certain accounting provisions therein contained. 

The problem of prepaid income is illustrated by the case where a 
person receives funds in a current year under an obligation to perform 
services in some future year. The question is when such income should 
be taxed. 

The strict tax rule, which has been developed by the Treasury 
Department and the courts, is to tax prepaid income in the year of 
receipt, notwithstanding there is an obligation to render services in 
subsequent years. 

This rule does not correspond to commercial accounting practices. 

In the case of reserves for estimated expenses, the strict tax rule 
permits deductions only for expenses which are actually paid or in- 
curred with certainty as to amount and liability. 

Commercial accounting practice does not follow this strict tax rule. 

These strict tax rules were made by the courts and the Treasury 
Department. They are not required by the code. 

In 1954 an attempt was made to conform tax accounting rules to 
commercial practice. The estimates of revenue loss indicated that 
this was not feasible, at least in the way it was done in the 1954 code. 
The 1954 code provisions were retroactively repealed in 1955. 

The problem under the 1954 code arose primarily from the treat: 
ment of switchover items. A transition adjustment is necessary tu 
avoid taxing income twice or disallowing deductions. 

There also was a problem in the 1954 code of defining the kinds 
of estimated expenses for which deductions would be allowed. There 
was a great deal of difficulty in defining these deductions although 
the Treasury regulations attempted a definition. There was a sub- 
stantial question as to whether these regulations conformed to the 
statute. and it became quite difficult to “determine what deductions 
would be allowed, and what deductions would not be allowed. 

Since 1954 the courts of appeal have moved a long way toward 
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Does that mean that the need for legislation is no longer present? 
[ think the answer to the question is clear ly “no.” 

I think there is even a greater need for legislation today than in 
1954. The Treasury as well as the taxpayer now has an interest in 
having some sort of legislation. There is a substantial risk to the 
revenues in absence of legisl: ition. 

What sort of legislation should there be? I am not at all per- 
suaded that the Congress should legislate to conform tax accounting 
rules to commercial accounting rules. Perhaps Congress should leg- 
islate the strict tax rules. 

But if Congress does decide to move in the direction of conform- 
ing the tax accounting rules to commercial acc ounting rules, 1 think 
that the switch-over adjustments should be handled in such a wa 
as to create no transitional revenue loss. I also think that the defin1- 
tion of the kinds of estimated expenses which can be deducted should 
be limited to estimated expenses incurred in connection with liabili- 
ties to customers. 

I would suggest that we leave other estimated expenses such as 
vacation pay, which does not involve a great deal of revenue, to the 
Treasury to deal with under the existing statute provisions. 

Thank You, Mr. Chairman. 

The CuHarrmMan. Thank you, Mr. Schapiro. 

Our next witness is Mr. Leslie Mills, accountant, of New York City. 

Mr. Mills, we are very pleased to have you with us today and you 
are recognized. 


STATEMENT OF LESLIE MILLS, ACCOUNTANT, NEW YORK CITY 


Mr. Lestre Minus. Thank you, Mr. Chairman. 

My name is Leslie Mills. I intend to make a brief evaluation of the 
accounting provisions of the code. 

In many important respects the concept of taxable income for Fed- 
eral income tax purposes differs materially from the concept of in- 
come in the accounting or commercial sense of the term. Many of 
these differences have resulted from the adoption by Congress of spe- 
cific policy decisions, and are the subjects of papers by other panelists 
during these hearings. 

However, a large group of other differences exists which appears 
to be contrary to the original intent of Congress in enacting the statu- 
tory provisions governing accounting methods, which, incidentally, 
have been in their present forms substanti: ully since 1919. 

Differences in this latter group have ace umulated in our tax rules 
because the Treasury, in administering the statutory rules of income 
determination, and the courts, in interpreting those rules, have at 
times ignored sound accounting principles and have attached great 
weight to certain purely tax expedients. 

These tax expedients often run counter to accepted income account- 
ing. 

Under these administrative and court- -developed rules of income 
determination, taxpayers often are required to report as taxable in- 
come what is really debt, and are denied current deductions for legiti- 
mate business expenses which reasonably should be taken into account 
in determining taxable income for a given taxable period. 
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Because of these unrealistic tax accounting rules, a serious financial 
burden is often imposed upon many taxpayers, particularly new enter- 
prises seeking to establish themselves. 

In the interest of the soundness of our entire tax structure, the 
accounting rules for determining taxable income must be economically 
realistic. The income tax, through improper accounting rules, should 
not be permitted to become a tax on what is really capital. Neither 
should what economically is income go untaxed solely through the 
operation of the prescribed tax accounting rules. 

As a general proposition, the tax rules governing methods of ac- 
counting should recognize that the taxpayer himself is in the best 
position to judge the reasonableness of accounting methods for his 
business. In addition, the tax accounting rules should permit flexi- 
bility in accounting methods for tax purposes. Our economy is not 
static and neither are the accounting rules which are followed by 
business enterprises in determining income for general purposes. 
Flexibility in the tax rules governing accounting methods is neces- 
sary so that the continuous process of normal improvement and de- 
velopment of sound accounting rules will not be frustrated. 

Although the rules of tax accounting should rest basically on the 
methods of accounting followed by taxpayers for nontax financial pur- 
poses, a rigid requirement that accounting for all purposes must con- 
form strictly to the rules for tax purposes is undesirable and should 
be avoided. Such a requirement would be tantamount to the assump- 
tion by the Congress of responsibility for legislating accounting rules 
to be followed by all taxpaying business enterprises. Such a require- 
ment also would arrest the healthy evolution of general financial 
accounting principles and would make future changes entirely de- 
pendent upon the will of Congress. In addition, where the accounting 
for a particular type of business, for example, regulated public utili- 
ties, is prescribed in detail by some governmental agency, such a 
requirement would grant to that regulatory agency the power to con- 
trol the taxable income of the business subject to its regulation. This 
would put in the hands of the administration the responsibility and 
authority to prescribe accounting rules for all purposes and it would 
not work. 

Most of our present shortcomings of the accounting method pro- 
visions presently a part of the tax rules could be overcome by pro- 
visions permitting the deferment of taxable income recognition where 
taxpayers receive money in advance of performance of the activity 
which earns the money received, and permitting deductions in com- 
puting taxable income of reasonable provisions for expense necessary 
to the production of income which, at the end. of the taxable year 
may be yet have ripened into precisely measurable legal liabilities. 

If economically realistic accounting rules for tax purposes are 
adopted, it will be necessary to provide for some equitable transitional 
rules to prevent a sudden and severe impact on tax revenues. These 
transitional rules should clearly recognize that for many years in the 
past taxpayers have been denied deductions for proper business ex- 
penses and have not been required to prepay taxes on receipts which 
were not economically income. Any transitional rules adopted 
should not deny forever deductions which the taxpayer equitably was 
entitled to in prior years, but which were denied under the existing 
tax accounting rules. 
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Many technical possibilities exist for reasonable transitional adjust- 
ments which should be mutually acceptable to both the Treasury and 
to taxpayers. Even though it may not - possible to correct the 
accumulation of past inequities all im 1 year, this should not be used 
as a reason for perpetuating these inequities care the future. 

If these recommendations are put into effect, I recognize, and I 
believe every other person that now speaks on this subject recognizes, 
that transitional rules must be devised to prevent a sudden and severe 
impact on the tax revenue, but these transitional rules should be 
recognized that the provisions requested are designed to correct 
inequities which existed in the past. 

In concluding, I would like to make two points—not technical tax 
points, but ones I wish the committee to keep in mind. 

I would like you to realize the confusion and disbelief on the part of 
a businessman when he runs into one of the provisions that are covered 
by these papers 

I am talking - about a sophisticated businessman who is not well 
acquainted w ith the tax rules as interpreted by the courts. 

To a businessman income is income, and when he hears about his 
income tax and he visualizes what the rate is he thinks it is a tax on 
his income. 

[f such a businessman is running a small business through a cor- 
poration, he believes the tax on his income is 30 percent on the first 
$25,000 of income. 

[f, when he puts his figures together for his own management pur- 
poses or for his accountant or a ‘credit organization, he finds the t tax 
35 or 40 percent, he does not understand it. 

Many of the papers here have given examples of how that can 
happen. 

There are two examples which occurred to me just now which illus- 
trate how this can give the taxpayer a feeling of unreality in dealing 
with his taxes. 

Suppose a State legislature meets next month and imposes an income 
tax to apply it to 1959 income. No businessman would think that the 
tax is not a cost of doing business for 1959. 

No businessman would want to tell his bank his income for 1959 
without recognizing this tax. Nevertheless, the court-developed rules 
give a basis for saying it is not a 1959 expense; it was imposed in 1960. 

A few years ago the C ongress extended the 1951 excess profits tax 
to December 31, 1953; the extension did not become law until 1954. 
Some attorneys and others at that time took the position that the im- 
position on income of taxpayers was a 1954 item. The point made 
was that accumulated income at the end of 1953 did not include the 
excess profits tax on 1953 income. 

No responsible accountant would sign a financial statement on that 
basis and no responsible businessman could so run his affairs. 

That is the kind of thing we run into because of unreality in our 
tax accounting. 

The other point I would like to make is that this is not a new ob- 
servation on the part of accountants and others to this committee. I 
have been, as the chairman knows, serving on the American Institute 
of Certified Public Accountants’ Tax Committee for 13 years. Dur- 
ing all that period we have made numerous recommendations to this 
committee to conform tax accounting to business accounting. 
48820—60——43 
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In 1952-53 we made recommendations of that character and the 
chairman of the Ways and Means Committee asked the American In- 
stitute of Certified Public Accountants in 1953 to prepare for him and 
the committee a statement of what accounting principles could be used 
in determining taxable income. 

The American Institute representatives did so. They put them 
down in five principles. 

If I may, I would like to read them into the record. 


1. Revenues are recognized as entering into the determination of income when 
sales are made or services are rendered. 

2. The mere receipt of money or pormise of another person to pay money for 
goods or services does not represent revenue which should be recognized in the 
determination of income of the period of receipt if it is burdened with an obliga- 
tion to deliver goods or render services in the future. 

3. Costs and expenses directly identifiable with revenues are chargeable against 
the income of the period in which the revenues are recognized. Expenses, such 
as insurance, rent, propert taxes and interest, which are for particular periods 
of time are chargeable over such periods. 

4. If the precise amount of any costs or expenses is not determinable at the 
time they are chargeable against income, they should be recognized on the basis 
of reasonable estimates. 


5. Accounting recognition of costs and expenses which cannot be determined 
with a reasonable degree of accuracy at the time they would otherwise be charged 
against income of a particular period should be deferred until such determina- 
tion is posible, whereupon they become chargeable to the income of the period 
of determination. 

These five rules are not hard to administer. They have the support 
of the business community and I think if the tax law was ia 
istered on that basis that the objections which are now under dis- 
cussion would be removed. 

Thank you, Mr. Chairman. 

The CHarrMan. Thank you, Mr. Mills. 

Our next panelist is Prof. Willard J. Graham, of the University 
of North Carolina. 

Professor Graham, we are pleased to mare you with us today, and 
you are recognized, sir. 


STATEMENT OF WILLARD J. GRAHAM, PROFESSOR OF ACCOUNTING, 
UNIVERSITY OF NORTH CAROLINA 


Mr. Granuam. Thank you, Mr. Chairman. 

My name is Willard J. Graham. I am professor of accounting at 
the University of North Carolina. 

In connection with my invitation to appear here I received a letter 
from the committee that says in part: 


As an academician in the accounting field I would presume that you have 
given some thought to the tax accounting problems from a more or less detached 
standpoint * * *. I think you will agree that it is wise at some stage to enter 
into some serious discussion of the theory of these things. 

This offered me some encouragement to start from a very broad 
theoretical basis. From a strictly theoretical standpoint it can be 
argued— 

1. That taxable income is a statutory rather than an account- 
ing concept and that accounting principles may be ignored. 
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2. That from the standpoint of the taxpayer’s liability to pay, 
and from the standpoint of tax revenue, the cash basis would be 
superior to the accrual basis dictated by accounting principles. 

From a practical standpoint, however, there are compelling reasons 
for substantial conformity to accounting principles to achieve rea- 
sonable ease of computation and to avoid intolerable recordkeeping 
cost to the taxpayer. 

It is suggested, therefore, that the initial tentative basis of taxable 
income should be business income as reported in the financial state- 
ments. ‘This amount—supported by schedules—should be the first 
reported figure on the income tax return, and necessary or desirable 
statutory departures in the determination of taxable income should 
be reflected as additions to or deductions from business income. 

This form of reporting would tend to eliminate, or reduce, the un- 
fortunate practice of adopting tax provisions as accounting prin- 
ciples and the resulting distortion of reported business income. 

Statutory departures from the concept of business income based 
on generally accepted accounting principles should be permitted only 
if they achieve better the established objectives of a sound taxation 
policy, including certain social and economic goals. 

Insofar as their impact upon taxable income is concerned, these 
statutory departures from accounting principles fall into three 
categories : 

1. Those which affect permanently the amount of taxable in- 
come, both with respect to individual taxpayers and in total, by 
the partial or total exemption from taxation of certain types of 
taxpayers and certain kinds of income, the nondeductibility of 
certain business expenses, and the allowance of special deductions. 

These are most important, but they do not fall within the responsi- 
bilities of this panel. 

2. Provisions which are merely a matter of timing, which tend 
to allocate taxable income to periods of income receipt, and the 
tax deductions to periods of expense payment, rather than to the 
periods to which business income is allocated by “generally ac- 
cepted accounting principles.” 

Ordinarily, there is no material permanent effect on total taxable 
income or on the long-run taxable income of single taxpayers. 

These provisions are designed to conform to the taxpayer’s ability 
to pay, to achieve greater certainty in the computation of the amount 
of taxable income, to increase ease of administration, and frequently, 
to achieve certain social or economic goals. 

Currently they include, among other provisions: 

1. Deferment of tax payment beyond recognition of net busi- 
ness income. 

(a) Taxation of installment sales income at. time of collection 
rather than at time of sale. 

(6) Deductibility of investment allowances and of accelerated 
amortization and depreciation not properly chargeable as busi- 
ness expense. 

It should be emphasized that while both (a) and (6) above conform 
to the taxpayer’s ability to pay, defer payment of taxes, and provide 
working capital, their economic objectives are not the same. 
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The first should encourage the extension of installment credit, 
temporarily increase demand—purchasing power—and thereby give 
a “shot in the arm” to economic activity. 

The second, however, should encourage the replacement and expan- 
sion of plant and equipment and thereby promote long-term economic 
growth and increase productive capacity and efficiency. 

2. Taxation of income prior to its recognition as net business 
income. 

(a) Taxation of deferred income in period of receipt rather 
than in period in which it is earned. 

(6) Disallowance of estimated expenses. 

Insofar as such substitutions of a cash basis for an accrual basis are 
fair and equitable, conform to the taxpayer’s ability to pay, do not 
increase unreasonably the taxpayer’s recordkeeping costs, increase 
ease of computation and certainty of amount and promote desirable 
economic goals, they should be continued and other similar depar- 
tures from business income might well be provided for. 

III. Provisions which redistribute the tax burden among tax- 
payers—increasing the taxable income of some and reducing that 
of others—by defining taxable income in terms of economic gain 
rather than dollar gain through recognition of the changing value 
of the dollar. 

So long as generally accepted accounting principles fail to recognize 
the changing value of the dollar in the determination of business 
income, stautory departures from these principles in the computation 
of taxable income should be provided for to achieve equity and uni- 
formity among taxpayers, to avoid confiscation of economic capital 
on the one hand, and escape from taxation on the other hand, and to 
conform to the taxpayer’s ability to pay. 

In theory, full recognition of this phenomenon would require— 

1. That at the time of disposition of any property, including 
investments, by sale, by consumption—e.g., by depreciation or 
depletion—by exchange, by receipt of payment at maturity of 
debt obligations, et cetera—the cost be converted to current dol- 
lars, by the application of a general price index, before compari- 
son with proceeds of disposition to determine taxable gain. 

2. That, conversely, when a debtor liquidates a debt, the amount 
initially received be similarly converted to current dollars for 
comparison with the dollars repaid to determine taxable gain 
or loss. 

It should be clear from 1 and 2 above that insofar as fixed dollar 
items—bonds, notes, long-term receivables—are concerned, losses to 
creditors—holders—are offset by gains of debtors—issuers—or the 
converse, and—except for institutions exempt from taxation—total 
taxable income is unchanged. But the inequity in taxation as between 
debtors and creditors is eliminated by the taxation of economic gain 
rather than dollar gain. 

From the practical standpoint, giving consideration to simplicity in 
computation, ease of administration, immediate impact on tax revenue, 
and avoidance of windfall profits and losses, recognition of the 


changing value of the dollar might better be introduced gradually 
into tax provisions. 
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For example, in the first year subsequent to legislative adoption 

the adjustment might be for only, say, 20 percent of the effect of 
changing dollar value; the second year only 40 percent, et cetera, 
and full recognition deferred until perhaps the fifth and subsequent 
years. 
Furthermore, the principle might be applied successively to various 
types of situations; perhs ips the most critical area to be recognized 
first is that of depreci iation. The LIFO method already prov vides a 
makeshift recognition of this fatcor in the costing of goods sold, but 
not for all taxpayers. That issue has been disc ussed earlier. 

Inflation is a dangerous threat to our economy. If it cannot be con- 
trolled, resulting inequities can be reduced by a principle of taxing 
economic gain rather than dollar gain. 

If inflation continues, and if the declining value of the dollar is not 
recognized in taxation, borrowers, including the Federal Government, 
may have increasing difficulty in debt financing. 

Although not related to accounting provisions, it is significant that 
inflation, the decline in the value of the dollar, since 1940, has, in 
effect, compressed the bracket range about 50 percent, thereby placing 
each individual taxpayer in a higher brac ‘ket relative to earlier years 
than his real income and his ability to pay justify. 

Final supplementary note, since the prince iple of income tax alloca 
tion has become so well established in accounting practice, it may he 
unnecessary to suggest that, at the end of each accounting period, for 
purposes of financial reporting, material differences between income 
taxes currently assessed and income tax expense allocable to current 
reported business income should be entered as deferred charges or de- 
ferred credits to income tax expense. The income statement should 
reflect under the head income tax expense, the amount properly al- 
locable to the reported net income of the current period. 

Thank you. 

The Cuarrman. Thank you, Professor Graham. 

Our next panelist is Mr. Harry M. Halstead, attorney, of Los 
Angeles, Calif. 

Mr. Halstead, we are pleased to have you with us today and you are 
recognized, sir. 


STATEMENT OF HARRY M. HALSTEAD, ATTORNEY, LOS ANGELES, 
CALIF. 


Mr, Haursreap. Thank you, Mr. Chairman. 

My name is Harry Halstead. I am an attorney in Los Angeles, 
Calif. 

I reside in Pasadena and practice throughout the State of Cali- 
fornia with a reasonable amount of practice in farm areas in the field 
of taxation and estates. 

I appreciate the invitation of the committee to talk to you today on 
some of the income tax problems of farmers. 

Statistical estimates of unreported income of small businesses and 
farmers run into billions of dollars. I believe that much of those 
estimates consists of income that has been deferred for income tax 
purposes. That income will be taxed in later years, or be offset by 
future losses. In the case of farmers, that is the normal result of the 
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reemployment of income in their business before the end of the tax- 
able year to achieve deductions allowable under accepted methods of 
accounting. 

Deferment of tax liability: In the practical administration of the 
tax laws the Treasury has found it necessary to permit farmers to 
use the cash method of accounting and has refused to allow accrual 
method taxpayers to inventory growing crops. This means that 
farmers, unlike most other taxpayers producing goods for sale to 
customers, deduct their growing and raising costs in the year such 
costs are paid or incurred, even though their product may not be sold 
until a later year. By expanding their operations from year to year 
many farmers pay little or no income taxes because their income is 
offset by production costs of the next succeeding crop. Such farmers 
may eventually pay higher taxes when further expansion is impos- 
sible. However, farming is a hazardous occupation, and the deferred 
income invested in the current crop may be wiped out by a crop failure 
or unfavorable market. The result then is that the economic gain 
of earlier years escapes taxation because it is not of permanent benefit 
to the farmer. Also, the economic loss in the year of the crop failure 
does not result in a tax refund where the loss is not in excess of the 
deferred income. 

Over a period of several years the economic and tax results of the 
farmer’s normal pattern of operation fall into balance, and it is 
neither practical nor desirable to alter that pattern by legislation or 
Treasury regulations. However, there may be some instances of pur- 
chases of materials, of a type that could be used in future production, 
just to create tax deductions. The taxpayer’s theory in such instances 
is that it is better to eleminate this year’s income tax and gamble on 
working out some way in future years of using the purchased mate- 
rials than to realize profits and pay the tax now. Unless the expendi- 
ture is a complete sham, it usually meets the ordinary and necessary 
business expense test of IRC section 162. The deduction is then 

roper in the current year since section 461 requires that deductions 
taken in accordance with the method of accounting used by the 
taxpayer. 

I doubt that the practice just described is so widespread as to seri- 
ously affect the revenue. Any attempt to remedy this problem, such 
as by amendment of section 162 or section 461, would be unfortunate 
if the solution disturbed the normal and heretofore accepted account- 
ing methods and practices of farmers. 

I would like to turn now to a problem that has many facets, one 
of which is influenced by the cash method of accounting or by the 
failure to use inventories. That is the problem arising under section 
1014. 

Section 1014 of the Internal Revenue Code provides that the basis 
of property acquired from a decedent is its fair market value on the 
estate tax valuation date. In several situations that section eliminates 
income taxes on economic gains on sales of property even though no 
estate tax has been paid on that property. In addition, there is a 
special advantage under section 1014 for cash method taxpayers and 
others who produce inventory-type assets, but do not use inventories. 
For example, if the inventory value of an item is $90 and the fair 
market value is $100 on the estate tax valuation date, a $10 increase 
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in the basis of the item will be obtained and there will be no taxable 

gain on a sale of the item for $100. The $90 inventory value is, in 
effect, deducted only once. On the other hand, if the property owner 
does not use inventories, he will have expensed his $90 cost of produc- 
tion and his product will have a zero basis. On his death, the basis 
is increased to the assumed $100 fair market value and there is no 
taxable gain on its sale for $100. The net effect is that where the 
dec ae was not required to use inventories the $90 deduction is taken 
twice—once by him and once by his estate or beneficiary. 

Obviously, these problems of basis are not limited to farmers. They 
encompass taxpayers in all types of endeavor and in some instances 
they may be considered as loopholes in our tax structure. Because of 
those facts, a substantial possibility exists of broadening the tax base 
by revision of section 1014. However, any such revision must take 
into consideration the legislative policy of easing the burdens attend- 
ing the death of a taxpayer by allowing reasonable adjustments to 
the basis of the decedent’s pr operty subpect to death taxes. 

Finally, I wish to mention for a moment the problem of livestock 
under section 1231. 

My paper published in the Tax Revision Compendium outlines some 
of the tax differences between the cash method and accrual method 
livestock raiser. The basic difference is that the accrual method tax- 
payer inventories his livestock and, to the extent of inventory value 
of animals, does not expense raising costs until the year of sale. His 
animals have a tax basis of their inventory value. The cash method 
taxpayer deducts his raising costs in the year the costs are paid and 
his raised animals have a zero basis. When raised draft, dairy, and 
breeding livestock qualifying under section 1231 are sold, the cash 
method taxpayer, having already deducted his costs, pays a capital 
gains tax on the entire purchase price. The accrual method taxpayer 
has a gain or loss of the difference between the inventory value of 
the animal, with certain adjustments, and the sales price. His capital 
gains tax is small, but he has not had the greater advantage of an 
ordinary deduction for his raising costs. 

The Committee on Ways and Means considered this problem in 
detail back in 1951. I do not believe there are any reasons not then 
considered justifying any change in the law on this subject. We 
know that we can obtain equality between the cash method and accrual 
method livestock raiser by having the accrual method raiser change 
to the cash method of accounting which is now permitted by the 
Treasury. Certainly, the right to capital gains treatment of livestock 
is sufficiently limited in scope as to not cause too substantial a loss in 
revenue within the total scope of section 1231 and I do not believe that 
so long as section 1231 remains in the code for other taxpayers that 
it should be denied to the raiser of draft, breeding, and dairy livestock. 

By way of conclusion, I want to emphasize that other than possible 
revision of section 1014, I personally do not believe that a substantial 
broadening of the tax base is possible by legislative action in the 
areas I have discussed. 

I do believe that a great deal can be achieved through increasing the 
facilities of the Internal Revenue Service in rural communities for 
the purpose of assisting farmers with their accounting and tax prob- 
lems where regular accounting services are not available to them. I 
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also believe that a greater emphasis on audit procedures in rural 
areas would bring substantial results and substantial broadening of 
the tax base. Therefore, I believe that existing accounting methods 


and practices used by farmers should be preserved. 


Thank you. 


The CHamman. Mr. Halstead, we thank you, sir, for being with 


us today as we do all the other members of the panel, for your assist- 


ance in the study that we are now making. 


Most of you have referred to what we call generally accepted 
accounting principles. How much general—that is, uniform— 


acceptance is there actually? 


Mr. Lestre Minis. Mr. Chairman, if you mean by that how much 
opportunity is there to get a single answer for such and such circum- 


stances, the answer is that there is no one answer for all business 


problems which can be translated into accounting. 


There is one general concept—that is, the revenues and deductions 


must be related. The deductions must have an approximate relation- 
ship to revenues, otherwise the income is misstated. 


I read into the record five general principles which can be used to 


apply the rules I have stated to a set of circumstances. 

The Cuarrman. I had not only in mind the question on the admin- 
istration of the law, but actually whether, when we use this term 
“generally,” we mean generally accepted accounting principles as be- 


ing uniform as among taxpayers. 


Now, what I am getting at is whether there is any justification for 
an assumption that there are generally accepted accounting principles 


among taxpayers. 


Mr. Leste Miss. There very definitely is a set of generally 
accepted accounting principles, but they are not determined by the 
accounting profession. The accounting principles are accepted and 
applied generally by business units, and the accounting profession 
has a significant influence on them, but they do not make them. 

Mr. Scuarrro. Mr. Cuarrman, to the extent that the question 


whether there are “generally accepted accounting principles” goes to 


the issue whether a taxing statute could properly employ the term 
“generally accepted accounting principles” as a guide, I think we 
must recognize that on the same set of facts, applications of generally 
accepted accounting principles by different persons, could readily 


come out with a different answer. 


The chairman of the American Institute of Certified Public 
Accountants not long ago wrote, and I quote (Eaton, “Financial 
Reporting in a Changing Society,” 104 Journal of Accountancy 25-27 


(August 1957) ): 


ae 


There is some reason to believe that this phrase “generally accepted account- 
ing principles” suggests to the ordinary reader the existence of some authorita- 
tive code of accounting, which when applied consistently will produce precise 
and comparable results. The appearance of precision is strengthened by the 


reporting of net income in exact dollars and cents, 
approximations. 


instead of rounded 


Now, we accountants know that generally accepted accounting principles are 
far from being a clearly defined, comprehensive set of rules which will insure 
identical accounting treatment of the same kind of transaction in every case 


in which it oecurs. 


We know that generally accepted accounting principles are 


broad concepts evolving from the actual practices of business enterprises, and 


reflected in the literature of the accounting profession. 


To be sure, many of 
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these principles have been formally defined or classified in the accounting 
research bulletins of the American Institute. But we all know that in some 
areas there are equally acceptable alternative principles or procedures for the 
accounting treatment of identical items, one of which might result in an amount 
of net income reported in any one year widely different from the amount an 
alternative procedure might produce. 

Yet, I suppose it would come as something of a shock to some people to 
realize that two otherwise identical corporations might report net income dif- 
fering by millions of dollars simply because they followed different accounting 
methods and that the financial statements of both companies might still carry a 
certified public accountant’s opinion stating that the reports fairly presented 
the results in accordance with generally accepted accounting principles. 

Now, this is not to say that the generally accepted accounting prin- 
ciples do not reach a fairer result than the tax rules, but I think it 
does indicate that it is difficult to legislate “generally accepted ac- 
counting principles” by those words. Some thought must be given 
to the manner in which accounting principles are to be employed 
to produce reasonably consistent results among all taxpayers. 

It seems to me no answer to say that in the long run all accounting 
methods will produce the same result. The strict tax rules in the 
long run will also produce the same results. In any year in which 
business activity is stable after it is started, net income under the 
tax rules will be the same as net income under the generally accepted 
accounting rules. 

The CHamman. Mr. Sullivan. 

Mr. Sutnivan. As a sidelight on your question, I might call at- 
tention to the publication by the American Institute of Certified 
Public Accountants, of a periodic analysis of financial statements 
by leading corporations in the country which is referred to as ac- 
counting trends and techniques in Corporate Annual reports. This 
indicates that there is not necessarily any uniformity amongst the 
reportings for financial purposes by American business. 

The CHarrman. Then, as I understand it, this term “generally 
accepted principles” does not connote any degree of uniformity ? 

Mr. Suuiivan. I would say it indicates a degree of uniformity in 
a very broad area of subject matter. It is not precise, if I might 
make that comment. 

The CHamman. On Tuesday last week we had a panel discussion 
on natural resources, At that time it was stated that in some pub- 
lished financial statements of some of the oil companies, for example, 
that they had capitalized intangible drilling costs while others had 
treated them as current expense deductions. 

I just wondered whether or not this divergence of practice might 

exist among other companies in other areas of industry so as to 
lead one to believe that generally accepted accounting principles did 
not at all note uniformity. 
_ Mr. Suttivan. The only comment that I can possibly add to that 
is that I do not believe, I do not think any member of the panel 
suggests, that there is uniformity of application of generally accepted 
accounting principles. 

Mr. Schapiro calls attention to the fact that there are alternatives 
possible in the resolution of a particular reporting for a specific trans- 
action, Either choice might be equally valid under generally accepted 
accounting principles. ; 
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Now, is it not desirable at least that the impact of tax law be as 
uniform as possible? And if we have the impact, to depend on some 
generally accepted accounting principles that are not uniform, then 
are we having uniformity in the impact of our tax laws? 

If I can have my own method of accounting and if I am given all 
the flexibility that I want, would we have more uniformity in tax 
burdens and in the impact of taxation or would we have less 
uniformity ? 

Mr. Lesuiz Mis. I think we would have less, Mr. Mills. 

I would like, if I may, to comment on what might be taken as an 
implication from what Mr. Schapiro and Mr. Sullivan said. 

Mr. Schapiro talked about a statement by an accountant implying 
that accounting decision could involve a difference of millions of dol- 
lars in income. That would be an unusual situation under any circum- 
stances, but it almost certainly would be merely a question of which 
year the impact of an item is to be recognized. 

You all know that if the two businesses are the same in all respects 
but one adopts one inventory method and one adopts another, there 
will be substantial difference in income. You mentioned the oil com- 
pany and others in treating exploration and development expense and 
so on differently accountingwise for their stockholders and ICC. 

I think the industry ought to settle on a uniform method of handling 
these important matters. The business men with accountants who set 
these policies have a lot of things to recognize and they do not do it 
taxwise. 

Take a problem which is current right now in a great many Amer- 
ican businesses. American businesses have large investments in some 
areas outside the United States where the stability of the currency, 
ownership of the property, and the very existence of their assets are 
at stake. Now, they will have to tell their stockholders at the end of 
the calendar year what is going on. It would not be right to infer 
that these accounting decisions make a difference of millions of dollars 
of income to the stockholder merely because one may take it in the 
1959 accounts, and another may take it in 1960. 

Consistency is to my mind more important than the decision on 
which it is based. 

_The Cuarrman. Is there enough consistency in accounting conven- 
tions and practice so that taxable income determination can follow 
recognized accounting principles ? 

Mr. Leste Mitts. I say there is enough which recognizes judgment. 

The Cuarrman. Without creating even greater variations in tax 
burdens? 

Mr. Leste Miits. I think so, sir; except I would not be willing to 
agree that the Congress should try to impose upon the Administration 
an obligation to accept accounting determinations by companies and 
their certified public accountants for public or any other purpose 
because the rules and the objectives are so different. But there should 
not be variations which are not understood. 

_ One of the problems is that in tax administration I think that only 
immaterial items may be ignored. There is a big difference between 
an immaterial item and an item that is not material. That is only 
one of the problems. 
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Sometimes an accounting statement is approved by business and 
accountants for special purposes. I don’t think it would cause 
difficulty among the tax administrators but there should be an under- 
standing of why there are differences. Right now there is not. 

Mr. Granam. I think it is not a matter “of choice of principles or 
differences between principles: it is a matter of the differences in 
the judgment of the facts about research expenditures. 

For example, I think all accountants would agree to the principle 
that insofar as it can be determined with some degree of accuracy the 
extent to which these research expenditures will benefit future years, 
then they should be capitalized and written off over future years. 
If there is uncertainty as to their value in future years, they should 
be written off immediately. 

Now, in similar situations two managements and two accountants 
might come to different judgments about the probability of future 
benefits and this would result in different accounting results, even 
though in both cases there was recognition of the principle that inso- 
far as the benefits are determinable, those amounts should be capital- 
ized and written off over the period of benefit. 

The same is true of depreciation. 

The generally accepted accounting principle is that the cost should 
be written off over the estimated useful life of the asset in some rela- 
tion to the services which it is expected that the asset will render over 
future years, but in attempting to estimate the rate at which those 
benefits will be realized, individual personal judgment will determine 
whether the straight-line or some declining amount is the right 
answer. 

In none of these cases is there a departure from principle, but all 
reflect the effects of personal judgment exercised by specific situations. 

The Cuarrman. Professor Graham, what is really involved in this 
difference between tax and business accounting ? 

Is it merely the timing in the revenue and cost? 

Mr. Granam. I tried to indicate there are three categories. 

The CuarrMan. I am trying to sum up what you said. 

Mr. Granam. The first one, which is not the subject of this panel, 
is that certain types of business income and certain taxpayers are 
exempt from taxation, and there are certain nonallowable deductions. 

In the second category it is pretty much a matter of timing. As I 
have indicated there, to date, most of the departures of tax account- 
ing from business accounting have been in the direction of the cash 
basis, of trying to move the deduction closer to the cash expenditure, 
and to move the taxation of the income closer to the receipt of cash. 

There are some advantages both to the taxpayer and to the Govern- 
ment in that sort of application of the cash basis if it does not result 
in too involved bookkeeping. Then, too, I think we should not ignore 
the intent of Congress to achieve certain economic objectives in mov- 
ing the deduction closer to the cash expenditure. For example, it 
certainly must have been in the mind of the Congress in the provisions 
for accelerated amortization and accelerated depreciation to encour- 
age expenditures for fixed assets, because only by making those 
expenditures can the taxpayer get any benefit through those pro- 
visions in the form of temporary working capital. 
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The Cuarrman. I was thinking with respect to the single taxpayer, 
We talk in terms of the taxpayer having to follow certain accounting 
practices for tax purposes and perhaps following for business pur- 
poses other accounting practices that are not allowed for tax purposes, 

What I am thinking about is the difference between tax and busi- 
ness accounting. Is it not largely, or does it not largely involve, 
merely the timing of revenues and costs? 

Mr. Grauam. That is right. 

The Carman. If tax rates remain the same, in the long run you 
have the same practical result, do you not? 

Mr. GranAm. But with one difference, sir. I think this is important, 

The timing of these deductions, the timing of the taxation of in- 
come, is not merely an application of certain rules after the trans- 
actions have taken place. ‘These rules influence transactions. In other 
words, accelerated depreciation is an incentive to certain taxpayers to 
make expenditures which they would not otherwise make. 

If, for example, the tax rate and the rules were not announced 
until the end of the tax year, then the rules would be purely a matter 
of timing, but since they are announced in advance they influence 
businessmen to do certain things. 

Frequently, certain provisions of the law are designed to induce 
the businessman or other taxpayer to make certain decisions which 
will be in the interest of the economy. I don’t know whether or not 
this is properly a function of the tax law, but it certainly is there in 
a good many provisions. Aside from that, rules are largely a matter 
of timing. 

The Cuatrman. I want to be straight on this. I have always under- 
stood that one of the primary reasons why we had certain accounting 
provisions for tax purposes that might vary and differ from these 
so-called generally accepted business practices, was because of the like- 
lihood estimations and determinations under generally accepted ac- 
counting methods might always be on the low side, so that revenues 
would be affected, and affected as a continuing proposition over the 
years, year after year, if we should substitute for existing rules those 
rules that are usually referred to as generally accepted business ac- 
counting principles and practices. 

Now, is it possible that. if we turn the thing loose and make our tax 
accounting rules conform to the business accounting rules, we would 
have a continuing difference in revenues over the years? 

Mr. Scuaprro. I think the answer to that question must. be “Yes, 
there is a permanent difference in working capital.” 

I would like to give an illustration of what I mean. Take the case 
of a taxpayer who is in the business of selling service contracts obli- 
gating him to render service over a 3-year period. Let us assume that 
he receives in each year $120,000 for the service he renders. 

Under application of the strict tax rules, $120,000 would be taken 
into income. each and every year and tax would be paid on that even 
though in the first year the income earned is less than $120,000. As- 
suming a 50 percent tax rate the amount of built-in tax savings, per- 
manent working capital, is in the neighborhood of $90,000, depending 
upon whether commercial accounting rules are followed or tax ac- 
counting rules are followed. The permanent deferment of income is 
$180,000. That is $90,000 more at a 50 percent tax rate. Now, that 
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makes a significant difference to that taxpayer r and it makes a signifi- 
eant difference to the Government. So I think it is not true that it 
makes no difference. 

I think to borrow that much money without interest permanently 

isa very real thing. The question is whether or not, if the taxpayer 
is taxed on $120,000 each and every year from the beginning, he is 
fairly taxed. I think Mr. Leslie Miils would say he is not being fairly 
taxed because he has not received $120,000 of net income in the first 
year when he has an obligation to render service in 2144 succeeding 
years. 
' But the answer to the question of will it make any difference, the 
answer is yes. It can make a very real difference to that taxpayer 
and to the revenues on a permanent base until the end of the life of 
the business. 

Mr. Grauam. I would agree that some situations result in a rela- 
tively permanent, a long-term prepayment or deferral of taxes, so long 
as the business goes on or continues at the same level or expands. But 
to offset these “permanent” deferments of tax there are also other 
situations that result in “permanent” prepayments of tax both relative 
to book accounting. But to say that this is unfair is begging the 
question as to whether the appropriate time to tax income is when 
the case is received, and whether the proper time to allow the deduc- 
tion is at the time of expenditure. 

These are statutory decisions. But there will be more or less “per- 
manent” differences between books and taxes which will be offset only 
at the termination of the business or as the result of some change, such 
as a major decline in the level of activity or a shift to another principle 
or basis of operations. 

As an example, installment sales result in a “permanent” deferment 
of payment of taxes relative to the business income concept, but if 
the taxpayer ever discontinues installment selling, then all of the 
deferment catches up with him and his total taxable income to date 
is the same as his book income. Whether he pays the same amount of 
tax depends on possible changes in rates. 

The CHatrman. If the tax rate remains the same, it does not make 
a whole lot of difference in the final result. 

Mr. Lestre Minis. Mr. Chairman, I think the idea that it would 
be such a permanent cost is much exaggerated. I see a great many 
business statements and, as you know, in the corporate form those 
differences do show up. There area great many pressures on manage- 
ment, especially management remote from the stockholder group, to 
determine income without regard to what temporary tax advantage 
might ensue. The differences are not nearly as great as I think have 
been suggested. 

What the business community is now asking is not just determina- 
tion by the Congress that anything they put on 1 their books be ac cepted 
for taxes without question. I suppose the principal reason that 
sections 462 and 452 were removed from the 1954 code was that the 
business community found a section that stated a proper principle, 
but did not include rules to prevent abuse so the business community, 
enthusiastically aided by accountants in many cases, got to work to 
invent all kinds of applications of these proper concepts, which appli- 
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cations were not realistic, and legislation which has been put before 
this committee in this area now limits the application. 

So I think that the idea that there is a permanent loan at no inter- 
est rate from the Government is not well-founded from my own busi- 
ness experience which, through my committee work and my own 
organization, is quite extensiv e. 

The Cuarrman. Mr. Sullivan. 

Mr. Sutrivan. Mr. Mills just mentioned 452 and 462 and it has 
been mentioned before. 

In order to provide the proper background for the following, I 
want to indicate to you that after the enactment of the 1954 code I 
was working for the Chief Counsel’s Office in the Internal Revenue 
Service in the Legislation and Regulations Division. At that time 
Wwe were coping W ith the problem of how to write regulations making 
effective sections 452 and 462. 

Now, one of the problems we were faced with has been mentioned. 
That is, what was the ee of estimated expense’ To illustrate, I 
recall very clearly one taxpayer and his representatives approaching 
us over the question of expense in connection with Great Lakes steam- 
ship operations. As you probably know, most of those lake ships 
are laid up during the winter. During that time operators carry 
out maintenance operations preparing the ships for the next shipping 
season. Naturally, costs and expenditures are incurred during that 
layup period. The question is, to what period are those costs appli- 
cable? The period in the past through which the income was earned 
or the period in the future over which income might be earned ? 

I might say the statute had one difficult aspect. That is when a 
taxpayer made an election to estimate expenses, he had to estimate 
all (and I must stress a//) such expenses so that if the taxpayer failed 
to elect all such expenses, it might very well endanger his right to 
elect any one expense. That created, of course, a creat difficulty. 

But reverting back to this shipowners’ problem, we were not able 
to solve the question of what expenses should be anticipated in rela- 
tion to the maintenance of this shipping business on the grounds that 
generally accepted accounting principles or gener ally accepted 
accounting practices or past procedures offered any answer to the 
problem. T hey just did not do it. 

Of course, everyone knows the history of what happened to 452 and 
462. That is merely an illustration, perhaps an unfair and an iso- 
lated illustration of the difficulties that we coped with. I believe it 
indicates the need for a rather comprehensive study of this problem 
of how to match income with expenses or cost with expenses. 

I might add at this point that there seems to be different principles, 
so far as taxation is concerned, as to whether you match cost with 
income or whether you match expenses with income. 

The Cuamman. We were not in that situation, getting pretty close 
to this idea of tax accounting conforming to generally accepted 
accounting principles? 

Mr. Suxxiivan. There was a certain amount of correlation there, 
but generally accepted accounting principles or practices or pro- 
cedures, however they are described, were not precise enough to make 
effective an income tax law that was written or designed with pre- 
cision in mind. 
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Necessarily, the minute we or the Treasury wrote rules that were 
precise, there were always instances where they conflicted with some 
prac tices or some theories in accounting. 

The Cuarrman. The law itself, though, came pretty close to gen- 
erally accepted accounting principles; did it not? 

Mr. Sutiivan. In objective it was; it was very close to that. 

The CHamman. When you were in the service, you found it was 
virtually impossible under those provisions to limit them to any 
extend; did you not? 

Mr. Sutuivan. That is right. 

Mr. ScuAprtro. The problean which we are now speaking of, which 
Mr. Sullivan describes, is really the definitional problem and the 
regulations try to meet that by limiting estimated expenses to those 
which were en to liability of some third party. 

Actually, I think that even if the statute enacted that you would 
probably get some sort of test. That is a minor problem in this area. 

I think the major problem which arose in 452 and 462 is the 
transition item problem. That was accentuated by the failure to 
define what could be deducted twice. Basically, the theory of 452 
and 462 I think was wrong in the handling of ‘the transition items. 

The theory of 452 and 462 amounted in substance to saying to a 
taxpayer, “You can exclude a certain amount of income this year 
and next provided you pay a tax on it at some future time at the 
end of the life of the business.” 

The American Institute of Accountants at the hearing on it rec- 
ommended a 10-year spreadout of the transitional item. That, too, 
seemed to me to lack theoretical correctness. I should think the 
transition item should be handled as follows: 

Assume, first, that the law has been incorrect. There is nothing 
wrong with the present tax rule. Let us say that there has been 
no injustice, or whatever injustice has gone by, we will fix up the 
future—fix up the future only. If we approach it that way, we can 
allow the transition deduction or adjustment at a time in the future 
when a taxpayer who makes the election would otherwise be hurt 
because he makes the election. That is when he would be paying 
tax on more income at some future time than he should be paying 
tax on. 

To illustrate, at the time of a switch in accounting methods, the 
switch can be analyzed in two ways. One is to say that he has paid 
too much tax in the past. That I think is wrong. I think he has 
paid the proper amount of tax in the past. 

The second way of saying is that if he switches to a new method he 
will at some future time pay too much tax, taking into account what 
has happened. It is only when he will be paying too much tax at some 
future time the transition adjustment ought to be allowed and the 
result of that would be to put every electing taxpayer in a position 
no worse than he would be if he had followed generally accepted 
accounting principles throughout, beginning in the year of change. 

He would obtain a benefit in some years from switching. He would 
obtain no benefit in other years, but he would never be worse off be- 
cause he made the change. However, we would not be legislating 
retroactively, which is really what 452 and 462 did. It s: aid, “We will 
fix up the whole past now on the theory that we were wrong in the 
past.” 
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That conclusion I think is in error. We were right; the law as it 
now stands is right. The courts and the Treasury have for 40 years 
been saying this is the rule. They know it is not the commercial rule. 
They have reasons for saying it. 

There is a lot of policy behind the present tax rules. If Congress 
wishes to amend the law, let it amend the law for the future only, 
Leave the past where it is and handle the transitional adjustment so 
that no one will get hurt. Don’t handle it in a way in which there 
will be an immediate benefit to those people making the switch. 

Mr. Sutuivan. May I comment on what Mr. Schapiro said in a 
practical way. This problem of transition was considered and han- 
dled by the Internal Revenue Service for a number of years before 
1954, at least in limited specific industries. 

For instance, the utility companies during the war underwent a 
transition in the way they computed their income to customers. Neces- 
sarily they lost personnel and they could not read meters every month. 
So the companies had to go on what is commonly referred to as cycle 
billing methods so they might spread out reading meters to every 3 
months. They sought permission from the Internal Revenue Service 
to adopt this cye le billing method. 

Now, in effecting any change let us assume that the last meter is 
read in November and if they are going to report their income on the 
basis of meters read, their reading will be 2 months short if the last 
meter read is November 1. 

The Treasury then provided that, “While we will allow you to go 
on that method, because you will fail to report the equivalent of 2 
months’ income, you must estimate how much income you would have 
received had you read meters on the last day of the year and include 
that in taxable income for the year in which you ms ake this change.” 
Subsequently, in each of 10 successive years you can deduct one- tenth 
of the amount that you so reported because, if I can make it clear, 
the meters read on January 1 or thereafter will include the months of 
November and December. So that those months would be reported 
on this billing method in the subsequent year and the taxpayer would 
pay tax on 1 year on the estimated amount and in 1 year on the equiv- 
alent amount that was represented in the billing. 

The point that I am getting at is that the Treasury attempted to 
cope with that and did reach an understanding which was found 
acceptable in a great many instances by taxpayers. 

Unfortunately, due to some decisions that subsequently developed, 
not dealing precisely with this problem, the Treasury felt that it was 
impossible to handle this method subsequently and they have, except 
for a few instances, forbade any utility compariy to use this cycle 
billing method in the future. 

Now you have a situation in which some companies, having gotten 
on that method during the war, are using the cycle billing ‘method, 
but other companies operating since that time or undergoing corporate 
changes cannot adopt the method. That reflects a typical kind of 
transitional problem that has been faced and that the Treasury has 
coped with in the past, and that they could cope within the future, 
in my estimation, if they would develop some comprehensive rules 
for the adoption of methods and the treatment of transitional periods. 

I do not believe that, as it is presently constituted, the Treasury is 
of a mind to do that, or has the inherent capacity based on skilled 


pel rso 
to de 
Th 
Mr 
appli 
trans 
of is: 
Th 
charg 
effect 
tax pi 
the e! 
had t 
he hs 
Co 
estim 
from 
certa 
This 
be e 
reflec 
Mi 
impe 
Ma 
state 
meth 
It 
tran: 
tecti 
W 
shall 
whic 
book 
W 
the 
com) 
B 
quot 
Ta 
have 
A 
say 
earl 
sayl 
thin 
coul 
T 
and 
We | 
hav 
tion 
ade 





INCOME TAX REVISION 663 


personnel to do it. I think the Congress should encourage Treasury 
to develop that kind of treatment. 

The Cuarman. Mr Graham. 

Mr. Granam. I think the adoption of accelerated depreciation 
applicable only to post-1953 assets is a perfect example of a good 
transition, for what I call the transition period the remaining life 
of assets existing at the end of 1953. 

The taxpayer is allowed to charge more depreciation than he could 
charge under either the straight line or the accelerated method. In 
effect, over this transition period, the Government is refunding to the 
taxpayer taxes on the apparent underdepreciation of prior years. By 
the end of the transition period the taxpayer has “caught up” and has 
had the same total deduction for depreciation he would have had if 
he had always been under the declining balance method. 

Coming back to estimated expenses, I think the disallowance of 
estimated expense is perhaps a good example of a justifiable departure 
from accounting principles for three reasons: ease of computation, 
certainty of amount, and conformity to taxpayer's ability to pay. 
This is one of the best statutory departures from what I think would 
be considered good accounting principles, although not too generally 
reflected in practice. 

Mr. Lesure Mitxs. Mr. Chairman, I do not want to minimize the 
importance of the transition problem. 

Mr. Schapiro suggests that a method might be devised which would 
state that the present method is all right and we will go to another 
method which is also all right. 

I think taxpayers in American business will accept any reasonable 
transition to get relief. I think what American business needs is pro- 
tection from the courts, not from the Congress. 

When you look at the tax statute right now, it says that income 
shall be computed under the method of accounting on the basis of 
which the taxpayer regularly computes his income in keeping his 
books. 

When it comes to deductions, it says deductions shall be allowed in 
the proper taxable year under the method of accounting used in 
computing income. Nobody can quarrel with that. 

But 4 or 5 weeks ago the Tax Court had this problem before it and I 
quote one sentence from the decision. It says: 

Tax accounting does not concern itself with the fine question of whether items 
have been earned in the accounting sense. 

Any reasonable business man looking at the tax law itself would 
say that that means that the question of whether income has been 
earned is all important and if that could be fixed somehow, if only by 
saying that we really mean what we have been saying since 1919, I 
think the transitional problem, although a technical one, is one that 
could be worked out. 

The CuHarrman. Undoubtedly if we should follow your suggestion 
and allow expenses that are connected with liabilities to customers, 
we could not feel secure in that being the only change that we would 
have to make in the future. I think that would be taken as an indica- 
tion by the committee and the Congress that the present rules are not 
adequate, that is, the acerual concept, and that since we had decided it 
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was with respect to one particular situation, we might have to then 
decide it with respect to many other particular situations. 

Would that strike you as a point we would have to consider? 

Mr. Scuaprro. Mr. Chairman, I think that the statute as it is now 
written is amply broad to permit the Treasury to allow a deduction of 
items which have not accrued in the strict sense. Vacation pay is an 
outstanding illustration. 


The problem of Congress acting is a problem of meeting the greatest 
need. 

As Professor Graham has said, the disallowance of estimated ex- 
penses in his view represents an appropriate departure between tax 
and business accounting. 

I think we ought to let the Treasury deal with items other than the 
ones which cause the major inequities. The major problem, as I see it, 
based at least on reading the cases, is the problem of customer liabili- 
ties. I think Congress could deal with prepaid income and customer 
liabilities in one statutory section which would basically repeal the 
so-called claim of right doctrine. 

What I am getting at is this: Supposing a business sells a television 
set with a warranty of service for 3 years. It is very difficult to say 
whether meeting the warranty cost should properly be treated as an 
estimated expense or as prepaid income. Perhaps money is made by 
the business in servicing the warranty, and therefore it should be 
treated as prepaid income. 

It seems to me a logical division is items received from customers 
for which future service must be supplied without concerning our- 
selves whether such items are technically prepaid income or tech- 
nically estimated future expenses. 

The balance of the area does not seem to involve a great deal of 
money for anybody, except for the one case that Mr. Sullivan men- 
tioned, which is repairs on the taxpayer’s own property. That prob- 
lem, as I understand it, gave the Treasury and the Internal Revenue 
Service the greatest problem under the 1954 Code. I think the Treas- 
ury could meet it under the existing statute. In fact the Treasury 
would probably agree with Professor Graham that such a type of 
expense ought not to be estimated. Deduct it when it is incurred. 

The proposed statute would deal with the kind of a case which the 
American Institute outlined, quite properly, as causing business fail- 
ures. The items that can hurt somebody badly arise when a taxpayer 
has to pay a tax on an amount of money, and yet spend most of it the 
following years. That is where the bite is. I think that is where 
legislation, if it is decided to have legislation, should hit at the prob- 
lem. The fringe items should be left to the Treasury. The Treasury 
has statutory authority to reach agreement with taxpayers on han- 
dling transitional adjustments, 

Mr. Sutiivan. I would like to agree with Mr. Schapiro but I think 
he oversimplifies the problem to this extent: Take as an illustration a 
contractor who does road repair work. He buys the necessary equip- 
ment at the beginning of the spring season and uses all that equipment 
throughout the summer period, and in the winter necessarily has to 
lay up his equipment and make repairs. 

Now, you can make a very good argument that those repairs are 
attributable to the income earned during the first period but you can 
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also make a very good argument that he would not incur expenses 
in repairs, in maintenance in the lay-up period if he did not anticipate 
the earning of the income in the future period. 

Now, my illustration again may oversimplify the problem but I 
think the problem i is somewhat broader than either my illustration or 
Mr. Schapiro’s. 

Mr. Grauam. In this particular illustration of the roadbuilding 
equipment, it should be noted that one of the functions served by accel- 
erated depreciation is to offset the increase in repairs over the life of 
the asset. 

It seems to me that the taxpayer should not do both, take accelerated 
depreciation which provides for increase in repairs ‘and in the same 
period make a charge for estimated future repairs. 

The CHamman. That to you might be a doubling of the expense 
allowance ? 

Mr. Granam. Yes, because the basic reasons for accelerated depre- 
ciation I think are declining efficiency over the years, the encroach- 
ment of obsolescence and the increase in repairs. 

Mr. Suuuivan. I think Mr. Graham’s comment merely reflects the 
effect of trying to oversimplify the problem as I did. 

I would like to make this comment: I was privileged to observe 
as a technical adviser the work of the advisory group on subchapter 
K and it seems to me that the advisory groups on corporation, trust, 
estates, and partnerships certainly came up with results that had a 
salutary effect in determining principles, in covering theories that 
should be considered in revising the law in any particular area. 

It has occurred to me a number of times that perhaps a study ought 
to be undertaken by the Treasury, or preferably under the sponsor ship 
of the Congress, or through some professional groups having a similar 
broad but comprehensive objective in mind of trying to bring order 
into this chaos represented by income tax accounting. 

The Cuarrman. Since Professor Graham stimulated my thinking a 
little bit with his statement about LIFO and also about the problem of 
inflation in price, let us take your statement and this type of example, 
Professor Graham. 

We will assume that $20,000 of inventory in 1959 would have cost 
$10,000 in 1985. Does the LIFO principle say that if a man goes into 
business in 1959 he must accumulate after taxes the money to acquire 
this $20,000 inventory ? 

Mr. Grauam. I am sorry to be stupid, but I did not get your com- 
plete illustration. 

The CuHatrman. I am talking about your statement. I am trying 
to bring it down to an example now. 

Let us take a situation wherein I want to go in business in 1959 and 
the inventory that I want costs $20,000 in 1959. It would have cost 
$10,000 in 1939. Now, does not LIFO say to me that I have to 
accumulate moneys after taxes to establish that $20,000 of inventory 
or to own that $20,000 inventory ? 

Mr. Granam. You are going into business for the first time in 1959 ? 

The Cuarrman. That is right. 

Mr. Granam. Of course, the past would have no reference to that, 
but LIFO does say that if prices continue to go up from 1959, the 
Government is going to finance 52 percent of any increasing invest- 
ment in inventory arising solely from price changes. 
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The Cuarrman. That is what I am getting at. I have gone into 
business in 1959. I want to acquire $20,000 of inventory. Under 
LIFO I have to do it after I pay taxes, do I not? 

Mr. Granam. That is right, if it represents additional physical 
quantities. 

The Cuarrman. If I went into business in 1940 and I went under 
LIFO, I had this $10,000 of inventory in 1939, I want to replace it. 
I have been buying inventory every year, of course. The last I 
bought cost me, in 1959, $20,000. 

Does not LIFO say ‘to me that I only have to replace half of that 
after taxes? Do I not get to replace $10,000 of inventory out of tax- 
free income? 

You are in that situation of having been in business since 1940 
and I am going in business in 1959. I have to get all of my inventory 
this year after taxes; you only have to get half of yours after taxes 
because you have been in business under LIFO. 

Does that strike you as being quite fair between the two of us? 
Should we try to do something to equalize that situation, your being 
protected against inflation in the year 1959? Maybe I will be in the 
year 1979, but I am not in the year 1959, am I? 

Mr. GranaM. My first comment is that if you started business in 
1959 and put $20,000 in inventory, you are just putting the same 
purchasing power into that that your friend did in 1939 when he 
purchased his $10,000. If the price of this particular type of merchan- 
dise has gone with the general price level, you are at that point at 
no disadvant: age to him. 

The Cuatrman. I think it is a great disadvantage in the year 1959 
when each of us buys $20,000 of inventory, that I have to buy all of 
my inventory after taxes and you, on the other hand, if I may use you 
in this example, would only have to buy half of yours after tax. 

I am not saying LIFO is not all right, but here I am just starting 
out across the street from you and in competition with you; I am 
going to have a hard time competing under any such difference in 
treatment. 

Mr. Granam. I would agree to this: that if we disregard general 
prices and think only in terms of price of specific items, LIFO in 
principle says that the Government will finance 52 percent of any 
additional investment in inventory that arises solely from the change 
in price of this specific inventory. I think that would be completely 
unjustifiable. 

If this were a change in the price of a specific product rather 
than a change in the ‘value of the dollar, it would be completely 
unjustifiable “and there is no excuse for it whatsoever. The only 
excuse for LIFO is that while it purports to be a financing of 
additional investment in inventory, actually it allows the taxpayer to 
charge against the cost of sales the original cost of the inventory 
restated in terms of current dollars. 

If all prices doubled and your price doubled, then the justification 
for LIFO lies in the fact that the taxpayer has been able to charge 
against sales the restated cost of his inventory. 

“The Cuarrman. I am wondering whether in your opinion this 
particular tax accounting provision follows the generally accepted 
accounting principle. 
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Mr. Lestre Miuis. Mr. Mills, I think you should take the next 
step in your example. People don’t buy inventory to look at; they 
sell. 

If both of your two people sold the inventory, the one who had 
the old inventory would have twice the profit on which he would 
have to pay tax. If he bought inventory that year and sold it, they 
would both have exactly the same aout. I don’t see that LIFO 
concept makes any difference whatsoever insofar as financing inven- 
tories. 

The Cuamman. If we went to generally accepted principles, 
and adopted them for tax purposes, would this not be one of the things 
we would eliminate because I do not think this would be entirely ac- 
cepted as a business principle? 

Mr. Lestre Mus. Both of these methods are generally accepted 
accounting principles for valuing inventory and costing sales. There 
are several methods and they are all generally acceptable. 

[ think the Internal Revenue Service and the Treasury Depart- 
ment in recognizing them all, should take the next step with the 
public accountant, that is, require consistency or at least require 
approval for a change. But I don’t see that there is any financing of 
anybody’s inventory in this situation. 

The Cuarrman. In my original question, I was thinking about 
whether the situation might result in any degree of unfairness in 
the opinion of the panel. 

Mr. Lestre Mitts. That is one of the differences in the effect of 
these accounting conventions. It is one of the reasons why a financial 
analyst, for example, cannot look at a balance sheet and decide that 


if some respectable and reputable accountant agrees, it is acceptable 
for oS You have to look what is back of it. 


The CHatrman. So it is good business in terms of trying to help 
small and new business if we can. 

I wondered if this would afford us an opportunity to try to equate 
the situation in the interests of small business. 

Mr. Lestre Mus. I think it would be a great injury to small 
and new business if there was any attempt to restrict the use of Lifo 
any more than it is restricted now. 

The CHatrrman. I am not talking about restricting it. I am talk- 
ing about trying to provide for them so that they would not have to 
all the inventory after taxes when the competitor was only required 
to pay for half. 

Mr. Lestrz Mitis. When the competitor has to sell it, then he 
gets stuck with a tax based on inflation over the years. 

The Cuarman. I am talking about where I go into business in 1959 

and I have acquired $20,000 of inventory. My competitor went into 
business in 1940 and both of us are under LIFO and has been under 
LIFO since 1940. I have to pay for my inventory after taxes. He 
gets half of his inventory before taxes. The other half he pays for 
after taxes. 
_ Mr. Leste Mixxs. I don’t think that is so. They both buy inventory 
in 1959, pay the same price, and they both sell that inventory in 1959 
and get the same proceeds. They both have the same income and they 
pay the same tax. 

The Cuarrman. I wanted to get your opinion because I did not 
know. I wondered whether that was an element of unfairness where 
we might do something for small business. 
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Mr. Urr. You are assuming your 1939 inventory is the same in- 
ventory or it is turned over every year ? 

If they acquired it in 1939 and did not sell it until 1960? 

The CuarrMan. That is true. 

Mr. Urr. Which is not a practical example. 

The CuarrMan. Here is this man with a constant inventory, each 
year he sells $20,000 of inventory, buying $20,000 of inventory, what- 
ever it is worth. 

I raise the question because Professor Graham raised the question 
of inflation. 1 was alluding to this situation involving inventory be- 
cause of the example I gave where both have bought $20,000 of in- 
ventory. In the year 1959 I would have to pay for 7: $20,000 of in- 
ventory after taxes, whereas, with the continuity in the other inven- 
tory under LIFO, it might well be that the $20,000 of inventory pur- 
chased by the other person in the year 1959 would be divided, $10,000 
acquired before taxes and $10,000 acquired after taxes. It could well 
work out that way, could it not? 

Mr. Scuaprro. I don’t think it would. I think the difficulty with the 
problem is in the assumption that both will buy and sell $20,000 because 
if the man who starts out with nothing 

The CuarrMan. I am assuming that. 

Mr. Scuarrro. Yes, but if the man starts out with nothing and buys 
and sells $20,000, he will not have any inventory. 

The Cuarrman. Let us say in each instance then we have accu- 
mulated $20,000 more inventory than we sold. 

Mr. Scuaprro. If you have accumulated $20,000 more than you sold, 
both people will have the same tax result. The man with the $10,000 
base will have a $30,000 inventory on his books, 10 at old cost, 20 at 
new. The man who just comes in will have 20 at new cost. 

The Cuarrman. There is no area of unfairness then ? 

Mr. Scuartro. I don’t believe so. 

As Professor Graham pointed out, I think the inventory analysis 
is that you really think of inventory as what you started out with, the 
investment you make. The man who makes an investment in inven- 
tory of $20,000 in 1959 has to spend purchasing power equivalent to 
that which the man spent in 1939 for $10,000 inventory and after that 
everybody is on the same footing. 

The Cuatrman. I raised the question solely to see whether or not 
there was any unfairness. 

Mr. Grauam. I would like to make this point. 

The man who started with a $10,000 inventory in 1939 now, in 1959, 
has invested in his inventory, over and above profits, only the initial 
$10,000. He has charged off all later cost. So he has invested in his 
inventory after profits only that initial $10,000. 

Now, there is that difference. He has $20,000 worth of inventory 
but he has only $10,000 invested in it if you figure profits according to 
LIFO. But actually that investment, restated in current dollars, is 
about $20,000. 

Mr. Suxiivan. Mr. Mills, I think perhaps the illustration that you 
provided bears some relation to that Biblical story about several stew- 
ards that were given a certain number of talents. If you go back at 
the beginning of your presumption and each man had $10,000, one man 
invested in business involving inventories and over the years accumu- 
lated to 1959 an inventory amounting to $20,000, of course he would 
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be in a different position at that time when the man who kept $10,000 
in his pocket and did not buy an inventory until 1959. 

But the difference is accounted for by the change in the price level 
during those years and not by any particular accounting aspect of the 

roblem you pose. 

The CuatrMan. [ understood that. 

Mr. Granam. May I make one more comment ? 

I think LIFO was introduced initially as an equalizer or stabilizer 
of profits in years of alternating price increases and price declines. 

Once we had a trend in one direction, then I think LIFO as such is 
justified only on the basis of the decline in the value of the dollar and 
not on the increase in the specific commodity. 

Assume for the moment that all prices had stayed level except on 
the one item this taxpayer owned and that the price of this one item 
has doubled over the years. The taxpayer has been under LIFO and 
he has only $10,000 invested in inventory that is worth $20,000 of the 
same size. This is a completely unjustifiable device for tax purposes 
because the Government has invested 52 percent of the additional cost 
of that inventory. This cannot be justified except as a reflection of a 
change in the value of the dollar during an inflationary—or defla- 
tionary—period. 

The CuHatrman. What do you gentlemen think of Mr. Halstead’s 
suggestion about the step-up of the basis property under section 1014? 
Do you want to comment on that ? 

Mr. Sutiivan. Mr. Chairman, I will accept the risk in commenting 
on that. 

Of course, as Mr. Halstead indicated, it is a broader problem than 
that particularly related to farmers. The present state of the law 
represents a conclusion reached after due deliberation by Congress and 
certainly represents congressional policy. 

Perhaps congressional policy has been related in its recent considera- 
tion of this problem to knowledge of the effects of inflation, but at 
any rate I am sure that this matter has been thoroughly considered 
before so it is hardly necessary at this time to suggest a reconsidera- 
tion of that problem within a narrow area relating to farmers rather 
than the broad area to which it generally applies. 

The Cuarrman. Mr. Utt. 

_ Mr. Urr. Ihave one question, Mr. Chairman. With respect to your 
item No. 2, on the last page, Professor Graham, it is in respect to the 
economic gain on liquidation of the debt. If I go to the bank and bor- 
row $1,000, and 5 years later I pay off that thousand dollar note with 
a 50-percent-depreciated dollar, I make an economic gain of $500, but 
[ have no dollar gain. I have an economic gain of $500. 

Conversely, the man to whom I paid it has an economic loss of $500. 

Is it your recommendation that both the borrower and lender com- 
pute their income tax taking into account the $500 economic loss on 
the one hand, and $500 economic gain on the other. 

Mr. Grauam. Precisely. 

The unit in which these things are measured has changed over the 
years. There is a very real and definite loss to the creditor and a very 
definite gain to the debtor. 

If I might use an illustration which is not so ridiculous as it sounds, 
I think, if a man borrowed four bottles of liquor from you when the 
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standard unit was a quart and then later returned four bottles when 
the standard unit had become a fifth, has there not been a gain—and 
a loss—of one bottle, a fifth ? 

It is just as sound to say if you borrow 5,000 big dollars and pay 
back 5,000 little dollars there is real definite gain—and loss—to % 
considered. 

May I describe the serious case of the people who bought defense 
bonds in 1940 and cashed them in 1950. They paid $75 and they got 
back $100. The $75 which they paid, in terms of the same size dollars 
they got back, equaled $150. 

They had a real economic loss of 50 1950 dollars, but the Govern- 
ment said they had a gain of $25 on which they paid tax. 

The total loss on the transaction was 50 1950 dollars plus the tax 
paid. 

There is nothing more real than that kind of loss. 

Mr. Mason. That is the best illustration you can give because that 
has ee to thousands of people, including myself. 

Mr. Granam. May I use one other illustration. If I may take 
these H-bonds that run 7 years and 9 months and accumulate on a 
384-percent interest basis. Assume for the moment a 2-point infla- 
tion per year during that time. The rate that those bonds would 
have to carry in order to give the holder 334 percent real gain before 
taxes, in the case of a 20- -percent — is about 6 _pere cent, in the 

sase of a 33-percent taxpayer, about 634 percent, and i in the case of a 
50-percent taxpayer, 714 percent, all just to earn 334 percent real 
income before taxes. 

Now, bondholders have been stupid for a long time in that they 
have not discounted inflation in the interest rate they demand. 

I think they are beginning to do so. 

Unless there is some guarantee that we won’t have inflation or 
unless there is some change in the taxation of inflationary gains, it 
will become increasingly impossible to sell long-term obligations at 
anything like the present market rate. 

There are obvious advantages to investment in rea] estate, commodi- 
ties, or stocks all of which tend to advance with other prices although 
not precisely. 

Not forever will people be stupid enough to buy bonds, knowing 
that much or all of their gain will be canceled out by inflation, par- 
ticularly if all of the dollar gain is still going to be subject to 
taxation. 

Mr. Urr. I recognize all of that, but I was wondering if you would 

recommend that that be treated as a capital gain, economic gain, or as 
an income for the year in which it is paid. 

Mr. Grauam. I don’t know anything about the origin of the capital 
gains provision—but the chief benefit of the long-term capital gain 
rate has been to cancel out some of the tax on these gains that are not 
real at all, but only a restatement in more and smaller dollars, and it 
might be possible that that kind of loss or gain could be subjected to the 

capital g gain rate. 

Mr. Urr. If we adopt the theory and put it into law, nobody would 
pay any income taxes for the next 10 years, that their economic losses 
or economic gains would not offset the economic losses. 
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Mr. Granam. Aside from tax-exempt institutions and governments, 
there — be no change at all in the total taxable income. 

Mr. Urr. In the Government’s $290 billion loan there would not be 
any economic gain or any economic loss, either way 

Mr. Granam. If the holder of the Government bonds were relieved 
of taxation on this fictitious income, and taxed only on economic gain, 
he would pay less taxes, but the Government, not being a taxpayer, 
would have no offset to this loss of revenue. 

At the moment individuals, or households, so-called, are net cred- 
itors to the total of $400 billion. This group is more directly affected 
by inflation than any other group. 

This means that every percent general price change costs them about 
$4 billion. 

Mr. Urr. That is all, Mr. Chairman. 

The CuarrmMan. Are there any further questions ? 

Does any member of the panel have any further statement. 

Mr. Sutiivan. In my statement I indicated that I thought that in 
the future the Congress would be confronted with a number of prob- 
lems that they would have to solve in this area. I would like to refer 
to them briefly because I do think that these matters are going to reach 
a confused state unless they are settled by satisfactory administrative 
actions. If not Congress may be asked to look into these matters. 
One of them involves the ac ‘ounting of income from a revolving credit 
sales. That is a form of installment sale currently in vogue which is 
not as specific perhaps in substance as the traditional conditional sales, 
but it is a type of transaction that is being used more and more in the 
retail business. 

Another type of thing that I think is going to create a problem is 
accounting for certain commodity sales where like commodities are 
exported and before the end of the year liability to the Commodity 
Credit Corporation is not liquidated. 

One that Congress has been asked to consider previously and I am 
sure will be under continuous petition to consider involves vacation 
pay. 

Then there is the cycle billing problem that I mentioned briefly a 
while ago in which some taxpayers are allowed to use this method of 
accounting and others are not allowed to use it merely because they 
did not get started with it on time. 

That also is related, I might say, to the corporate provisions con- 
cerning corporate characteristics carried over in mergers and reor- 
ganizations because there is the odd situation where one company prior 
to merger was using cycle billing and another company is not using it 
and the two merge and you have a real problem of how you account 
for the income after merger. I nee of instances where two electric 
utilities virtually operating across the street from one another merged 
and the service attempting to requiring them to maintain those two 

separate methods of accounting which was virtually impossible. 

Another problem that I think that is going to arise involves the 
time for deducting property taxes. Some of the States have been 
taking advantage of the fixed accrual rule for Federal income tax pur- 
poses and have been moving their lien date from property taxes back 
or forward, as the case might be, so that some taxpayers are getting 
deductions for 2 years in one Federal income tax taxable year. 
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There is a rather narrow problem which may be considered that 
involves something which is generally called ground rent. It isa 
rather narrow area, but the problem has been created. 

These I am merely offering as indications of the kind of vexin 
problems that do exist currently in the accounting field which Con- 
gress may be induced to consider at some future time. 

In this connection, in the event that Congress revises the accounting 
provisions of the Internal Revenue Code, the Ways and Means Com- 
mittee might consider adopting a committee report to the following 
effect: 


Your committee intends to restate that the Secretary or his delegate has the 
power and responsibility under regulations to determine whether income is 
clearly reflected. Your committee anticipates, however, that in fulfilling the 
duty so assigned, the Secretary or his delegate will be guided by the following 
considerations. 

Insofar as possible, taxpayers will be expected to adopt and consistently use 
methods of accounting or periods of accounting to reflect the application of ac- 
counting principles according to accepted customs or practices generally, or for 
particular trades or businesses. While customs or practices developed for 
trades or businesses by appropriate accounting advice should be accorded favor- 
able consideration, treatment of variations to satisfy needs of separate tax- 
payers should not be barred where consistent use of a particularized method 
will clearly reflect income. Generally, for example, taxpayers will be encour- 
aged to use methods of accounting under which related income and costs or 
expenses will be matched. Even though consistent use is to be expected, no 
taxpayer will be denied the right to adopt or change methods or accounting 
periods to meet his needs where one or more substantial business purposes 
justify such adoption or change. The tax effect of any proposal should be con- 
sidered in determining the bona fides of a substantial business purpose, but 
should not bar the adoption or change where otherwise justified. 

In any case, where the adoption or change of period or method of accounting 
is found justified the Secretary or his delegate may require the adoption of 
transitional procedures, incident to the taxpayers need and administrative 
requirements of the Treasury, so that the amount of taxable income over any 
period of transition from one method or period to another will not be distorted. 
Thus, if taxable income in the first year of transition were distorted to the 
extent of being 15 percent greater or less than the income for the year 
computed without the change, then it may be presumed that transitional 
adjustments should be made. Such adjustments may be applied to any open 
preceding taxable years or any number of succeeding taxable years after the 
year of the change to effect the change so as to avoid the impact of such dis- 
tortion. In this connection, the procedures adopted in accounting for estimated 
future expense liabilities incurred in connection with contracts for the sale of 
real estate, provided in mimeograph 4027, XII-1 CB 60 and form 921 (rev. 
February 1953), and reg. sec. 1.3024, relating to the termination of a share- 
holder’s interest, are presumed by your committee to be appropriate, within the 
discretion of the Secetary or his delegate, to cover administrative requirements 
in relation to making required transitional adjustments effective. 


The Cuatrrman. Thank you, Mr. Sullivan. 

Are there any further comments? 

Are there any further questions? : 

If not, gentlemen, let me again express to you our deep apprecia- 
tions for your participation as members of this panel in our study. 
Thank you so much. 

Without objection, the committee will adjourn until 10 a.m. tomor- 
row morning. 

(Thereupon, at 4:15 p.m., the committee was recessed, to reconvene 
at 10 a.m., Friday, December 4, 1959.) 
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SPECIFIC ELEMENTS IN THE COMPUTATION OF TAX- 
ABLE INCOME—TREATMENT OF CAPITAL GAINS 


FRIDAY, DECEMBER 4, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man of the committee) presiding. 

The CHarrman. The committee will please be in order. 

This morning the committee will look at the specific subject matter 
of treatment of capital gains. 

Our panelists this morning are Prof. Harold W. Groves, professor 
of economics, University of Wisconsin. 

Stanley S. Surrey, professor of law, Harvard University. 

Dan Throop Smith, professor of finance, Harvard Graduate School. 

Mr. Reuben Clark, attorney, Washington, D.C. 

Mr. Merle H. Miller, attorney, Indianapolis, Ind. 

Mr. Wilbur A. Steger, Rand Corp., Santa Monica, Calif. 

Mr. Leonard Silverstein, attorney, Washington, D.C. 

Let me first thank each of you for the paper which you prepared 
in support of the compendium and to express our appreciation for 
your appearance this morning before the committee to summarize the 
contents of your paper. 

We will recognize the members of the panel in the order that you 
are seated beginning to the right with Professor Groves, and we ap- 
preciate so much your being here today. 

You are recognized, sir. 


STATEMENT OF HAROLD W. GROVES, PROFESSOR OF ECONOMICS, 
UNIVERSITY OF WISCONSIN 


Mr. Groves. The major point that I featured in my testimony was 
that a very large part of capital gains is never taxed. It is not offi- 
cially realized and is forgiven, if I may use that phrase, when property 
passes from one generation to another. 

This involves very considerable leakage in terms of revenue and very 
considerable discrimination, between people who do have gains and 
those who don’t and those who realize gains and those who do not 
realize gains. 

Combined with the well developed use of the corporation as a ve- 
hicle for personal savings, this means that a very considerable part 
of the economy is outside the reach of the personal income tax. 
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I suggest in my paper that something should be done to reduce 
this very grave unneutrality. 

The usual suggestion is that we consider death transfers an occasion 
for constructive realization of gains. 

I accept and repeat this proposal, but concede that nothing is likely 
to be done in this direction unless there is some reduction in the 
liquidity problem associated with death transfers, presently associ- 
ated with the estates tax. 

Accordingly, I suggest that some attention be given to an old pro- 
posal which is that within limits the taxpayer be given the option of 
keeping current on his gains accrual, keeping current with the income 
tax, and paying these when he wishes, subject, of course, to a writeup 
in his basis. 

This is a rather complicated proposition and I am only throwing 
it out as a suggestion, at least at this time. 

My second major proposal is that the privilege of averaging income 
be extended to the capital gains and losses segment. I give considera- 
tion to the proposition that capital gains do not constitute income, 
but are merely capital account, and reject this view, but concede that 
capital gains as income have special characteristics, among them the 
fact that they accrue over varying spans of time and tend to be 
bunched in particular years when they are realized. 

Accordingly, I suggest that some provision in our present law for 
averaging, sometimes called ad hoe provisions, be extended to include 
capital gains. 

They are the ideal candidate for any such extension. 

In the third place, I take the view that the gap between the treat- 
ment of capital gains and ordinary income should be narrowed and 
at the very most not broadened. 

I share with some other speakers on the panel a lot of concern about 
the grave difficulties of definition of capital gains and the consider- 
able traffic in conversion of ordinary income into capital gains. 

If the gap were narrowed, of course, it would mean that these prob- 
lems of definition and of conversion would be less significant. 

The principal arguments against particularly the third of these 
proposals is the so-called locked-in problem, the contention that the 
capital gains tax prevents the free transfer of securities. 

I take the view that the gravity of this problem, never supported 
by much empirical evidence, is considerably exaggerated and that the 
proposal to tax gains at death would to some extent alleviate the exist- 
ing problem. 

If further measures are needed in this direction, they could be based 
on policies not here considered, such as the elimination of tax exempt 
securities, a more neutral treatment of dividends as compared with 
undistributed profits. 

I might add with regard to that point that the advantages of capi- 
tal gains under any conceivable tax treatment, particularly their pos- 
sibility of postponement of taxes and the present use of money which 
this gives as compared with dividends, are so great that a powerful 
incentive is built into the system favoring transfers and favoring 
risk capital. 

I also considered the question briefly of whether or not capital 
gains tax tends to aggravate a boom and depression on the security 
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market, tending to make the prices of securities higher than they 
would otherwise be during the boom time and lower than they would 
otherwise be during the depression time. 

I conclude that this has very little foundation in commonsense be- 
cause the effect on the demand side of the market is at least as great 
as the effect on the supply side of the market. 

In fact, it may be greater, because some diversion of speculative 
gains goes to the Treasury. 

If the demand and supply side of the market is reduced, the two 
should cancel out, as would be the situation for instance, if you had 
a market for producing eggs and you had half as much volume, but 
otherwise the conditions were the same. 

In conclusion, I make these two observations as postulates of equity 
in taxation. 

The first is, and I recognize there have to be some exceptions, don’t 
tax income with personal exemptions and graduated rates unless you 
are prepared to tax it all. 

The second is, don’t make the rates so high and the graduation so 
steep that you are not prepared to tax it consistently. 

The Cuarrman. Thank you very much, Professor Groves. 

Our next panelist is Mr. Surrey. 

Mr. Surrey, we are pleased to have you with us this morning, and 
you are recognized, sir. 


STATEMENT OF STANLEY S. SURREY, PROFESSOR OF LAW, 
HARVARD UNIVERSITY 


Mr. Surrey. Thank you, Mr. Chairman. 

The subject of capital gains has two broad facets. The first is that 
of the governing policy itself, are some gains, which we style capital 
gains, to be taxed on a preferential basis as compared with other in- 
come, and if so, what shall be the extent of the preference. 

That is the subject to which Professor Groves has devoted most of 
his attention. 

The second facet is that of the scope of application of the preference, 
which gains and items of income shall be classified as capital gains. 

The first facet has received nearly all of the attention from Con- 
gress in its formulation of capital gains policy, while the second facet 
has received little consideration. 

This lack of attention to the matter of application or definition is 

perhaps largely due to the feeling that the concept of a capital gain 
is well understood and readily identifiable. 
_ Yet, in fact, just the opposite is true. A capital gain is an artificial 
Income tax concept created to serve a capital gains policy. It is not 
a concept of economics, accounting, or law, which can be taken over 
and utilized by the tax law. 

Consequently, the Congress, if it is to have a capital gains policy, 
must examine the entire field of income and decide which items shall be 
called capital gain. 

The efforts to date to meet this problem of definition have been far 
from successful. 

The task is a formidable one. In general, the concept of capital 
gains refers to the appreciation in value of certain property. But 
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which property, since all items of income represent property in one 
sense ¢ 

Certainly not items held for sale in trade or business, for the profit 
on these items is among the basic items composing the income subject 
to an income tax. But when is a taxpayer engaged in trade or busi- 
ness and when does he hold items for sale in the ordinary course of 
that activity ? 

Certainly not gain arising from personal efforts, since income from 
personal efforts 1s also a basic income item. But the profit on many 
transactions is the result of personal services and capital combined in 
varying degrees—the promotor, the sole proprietor, the inventor, are 
illustrations. 

Viewed more positively, the property should be held as an invest- 
ment if it is to qualify for capital gain treatment. 

But should investment be distinguished from speculation, and what 
is the distinction ? 

As another question, is an asset bought only with a view to resale 
at, a profit held for investment, or is the essence of an investment that 
the asset be held primarily for its current return, so that the capital 
gain is the unplanned, unanticipated increase in value rather than 
the sought-for gain? 

And in any event since increase in value is merely a capitalization 
of future periodic income, what is the basis of distinction between in- 
vestment profit and investment yield, anyway? The taxpayer holds 
stock; the corporation increases its dividend rate; the increased divi- 
dends periodically received will be taxable as ordinary income. Yet 
the increase in dividends also results in an increase in the value of the 
stock. To call that increase capital gain when the stock is sold and 
then to give it a highly preferential rate underscores the artificiality 
of the distinction. 

As another illustration of the problem, it can be said that shares of 
stock represent the image of the capital asset category, so that the 
gain from the sale of securities is a typical capital gain. But shares 
of stock may represent anything from a minuscule holding in a large 
public corporation to the sole ownership of a corporation which is 
accumulating its income or which is a collapsible corporation or which 
in many other ways will be successful in converting ordinary income 
into capital gain if we use so simple an approach that all shares of 
stock are a capital asset. 

In sum, and skipping over innumerable technical problems and pro- 
visions, the attempt to define capital gain and then to prevent ordinary 
income from masquerading as capital gain is the greatest single 
source of complexity in the present code. 

The result has been a snowballing accumulation of complex and 
intricate provisions in the tax law, which, not solving our present diffi- 
culties, can only promise still greater complexity 1f the present ap- 
proach is continued. 

Yet there is no escape from plunging deeper and deeper into this 
technical jungle of the definition of capital gain as long as the follow- 
ing conditions exist : 

1. Preferential treatment is given to capital gains, either through 
exemption, a preferential rate, or—less serious—permission to average 
those gains while other items of income are not so averaged ; 
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9. The rate schedule with respect to noncapital gain items is of such 
steepness as to make the preferential treatment of capital gains sig- 
nificantly advantageous; 

3. The definitional approach to the content of capital gain follows 
the refined and intricate character of the present code ; 

4. Congress follows the practice of granting relief from high rates 
of tax through the device of bestowing capital gain status on those tax- 
payers who are successful in pressing their claims for a tax reduction 
limited to their situations. 

Under these conditions the strain placed on the definition of capital 
min is simply too great for that definition to bear in the light of the 
definitional problems we have considered. 

Unless that strain is lessened, the situation can only worsen. 

As suggestions for a possible path out of this technical jungle, I 
offer the following: 

I. As to the rates of tax and the preference for capital gains: 

1. Reduce the present high rates of tax in the top brackets while at 
the same time—I emphasize this—eliminating the various devices by 
which favored groups now escape those high rates—tax exempt se- 
curities, the various natural resource tax shelters, the dividend credit, 
investment in life insurance policies, and so on. The present top 
bracket rates of tax are too high today. One need not solemnly an- 
alyze the economic, social, or other effects of these rates before he is 
prepared to reach this conclusion. Congress has demonstrated through 
the creation and continuation of the above devices that it really be- 
lieves these rates are too steep and, therefore, will not enforce them. 
Under these circumstances I am forced to conclude that the rates are, 
therefore, too high. 

2. Reduce the present large differentia] between capital gain treat- 
ment and the treatment of ordinary income by: 

A. Eliminating the present exemption of one-half of the capital 
gain ; 

B. Increasing the maximum capital gain rate to the level of the 
middle bracket marginal rates. 

At the same time, increase the allowance for capital losses. Perhaps 
consideration should be given to maintaining some differential, not 
through a maximum rate, but through an exemption of part of the 
capital gain, such as one-quarter or one-third of the gain, but not 
as much as the present one-half. 

3. Permit 3-year averaging of all capital gains, by spreading the 
capital gain pro rata over the current year and the 2 preceding 
years. fextend this form of averaging to other classes of income as 
experience is gained and as administrative feasibility and fiscal ap- 
propriateness are demonstrated. 

If. As to the definition of capital asset: 

1. Contract the definition of capital asset by: 

A. Withdrawing the capital gain label from such areas as employee 
stock options, pension trust terminations, coal and timber royalties, 
and patent dispositions; 

B. Restrict the application of the capital gain label to business 
assets by confining its scope to business assets of an investment nature 
as contrasted with current capital ; 

C. To the extent capital asset classification is accorded to depreci- 
able property, apply a balancing charge on the disposition of the 
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property so that any recovery of depreciated basis is treated as ordi- 
nary income. 

The above suggestion would restrict the scope of capital asset to 
investment assets, whether used in business or nonbusiness activities, 

It may be desirable—and simpler—to go further and exclude all 
business assets from the capital asset category. In effect this would 
remove corporations from the capital gain policy and confine that pol- 
icy to investment, nonbusiness assets of inditidinala. 

2. As an additional contraction of the scope of capital asset classi- 
fication, increase the holding period to at least 3 years. 

3. Continue the sale and exchange requirement, but: 

A. Do not treat a transfer for a royalty as a sale; 

B. Increase the scope of transactions treated as sales to cover forms 
of dispositions of capital assets meriting capital gain treatment, but 
not presently regarded as exchanges, such as the voluntary abandon- 
ment of property. 

4. Consider whether the above measures are adequate or whether 
it is necessary to go further and: 

A. Tax at death or gift unrealized capital gains; 

B. Further increase the length of the holding period. 

If the holding period is lengthened, consideration should be given 
to a combination of staggered periods with increasing differentials 
until the maximum differential suggested in 2 above is reached. Thus, 
after the initial 3-year period has expired, for each 3-month period 
thereafter the maximum rate on capital gains could drop two percent 
until the maximum suggested in 2 above is reached. The slight rate 
graduation between each 3-month holding period should considerably 
diminish the inducement to continue the holding of appreciated in- 
vestments to take advantage of a reduced rate. 

The Cuairman. Thank you, Mr. Surrey. 

Our next panelist is Mr. Smith. 

Mr. Smith, we are pleased to have you with us, sir, and you are 
recognized. 


STATEMENT OF DAN THROOP SMITH, PROFESSOR OF FINANCE, 
HARVARD GRADUATE SCHOOL OF BUSINESS ADMINISTRATION 


Mr. Smiru. Thank you, Mr. Chairman. 

I have a brief prepared statement here. I would like to supplement 
it to make a difference of opinion between myself and some of the 
other panelists a little bit more emphatic than it would be otherwise. 
I shall insert as I go along. 

First, and most importantly, it should be emphasized that the rate 
of tax on the longest term gains should under no circumstances be 
increased above the present level. Any appreciably higher rate than 
the present one would so reduce the potential net increment from 
successful investment in growth situations as to seriously impair the 
country’s economic expansion. 

There is probably no single change in the tax law that would do 
as much damage as an appreciable increase in the tax on true long 
term capital gains. An increase would do incalculable harm. 

There are various views as to the nature of capital gains. At one 
extreme is the belief that even unrealized gains and losses should 
ideally be taken into account in computing annual income, provided 
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only that there is a fairly long averaging system to smooth somewhat 
the consequent increased peaks and troughs in yearly incomes. Even 
those most enthusiastic for what they regard as a theoretically perfect 
form of taxation have come to admit, rather grudgingly, that the in- 
clusion of unrealized gains and losses in income valculations would 
raise insuperable administrative problems and also disrupt financial 
markets as properties were sold to secure funds to pay on unrealized 
gains. Regretfully, the supporters of this all-inclusive concept of 
income settle on full taxability of realized gains as their goal. 

At the other extreme are those who take the point of view that 
capital gains in no sense represent income or taxable capacity, that 
they should be completely exempt. 

I do not hold either of those views. 

In my opinion capital gains, given the rate of taxation that we 
have on income, represent a taxpaying capacity, but they are an 
altogether distinctive form of taxpaying capacity and if properly 
defined should not be regarded as income. 

The concept adopted in the following analysis is that bona fide, 
long term, realized capital gains have a taxpaying capacity though 
they do not constitute true income. Typically, though not uni- 
versally, capital appreciation occurring over a long period is thought 
of as constituting a part of capital at all times, rather than as income 
which is saved and set aside in capital. 

On this basis, a tax on realized gains is in the nature of capital 
levy, imposed on an act which is voluntarily incurred and may be 
indefinitely postponed. Thus, someone who has purchased a secu- 
rity or other property for fifty and has seen it increase in value to 
one hundred, thinks of his holding as worth one hundred, and regards 
the 25 percent capital gains tax as reducing his capital to 87.5 if he 
chooses to change his investment from the existing property to an- 
other one. Only if the reduced amount of the alternative investment 
is more attractive than the full amount of the existing investment 
would he rationally make the change. And even if the change were 
rationally desirable, a large tax, perhaps larger than one’s regular 
income tax, or even larger than one’s whole pretax income, may be 
an insuperable psychological barrier to action. The capital gains tax, 
it must be remembered, is the only one by which action actually de- 
creases one’s net worth ; the regular income tax, so long as its rate stops 
short of 100 percent, always leaves some increment of income and 
value as a result of successful action. 

Now, to go on to specific proposals: 

The proposal for tax-free rollovers of capital assets is appealing. 
This treatment is now available for residences occupied by their 
owners for productive property used in a trade or business, and for 
investments in property other than securities. 

If the numerous administrative difficulties could be overcome, the 
same approach applied to securities would deserve serious considera- 
tion. It would encourage savings and virtually remove tax barriers 
to the free flow of investment funds. 

In the absence of fuller consideration of the extension of the roll- 
over approach to investment in securities, six major changes should 
be made in the present tax treatment of capital gains and losses. 
They would make the law fairer and less repressive. They should 
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be regarded as reforms, not tax reductions or tax increases, though 
on balance they would probably increase total revenues. ; 

1. The definition of capital gains should be drastically tightened, 
The present inclusion of coal royalties, lump-sum withdrawals from 
pension plans, and the proceeds of sales to third parties of life insur. 
ance policies is a travesty on any sensible definition of capital gains, 

The inclusion of such items brings the whole differential tax treat- 
ment of capital gain into disrepute. 

In this respect, I agree to a considerable extent with what my 
colleague, Professor Surrey has stated, though I would not go so far. 

He mentioned stock options as one of the items to be changed. | 
think it might be very reasonable to extend the holding period on 
stock options. But the basic concept of stock options to give manage- 
ment the proprietory point of view is an extremely sound one, and tax 
policy should recognize the importance of it by giving favored treat- 
ment to bona fide stock options, but take away the opportunity of 
grab and run abuse of it. 

2. The most favored tax treatment should be reserved for bona 
fide capital gains which are thought of as constituting part of one’s 
capital, not as spendable profits or quasi-income. 

In these cases, the tax is in the nature of a capital levy. The 6- 
month holding period is too short and includes the sort of profits 
which do not represent embodied capital. 

A 5- or even 10-year holding period should be required to qualify 
for the most favorable tax treatment, with perhaps intermediate tax 
rates for holdings of intermediate length of time. 

3. The present maximum rate of 25 percent is too high for true 
capital gains. The rate should be reduced to perhaps 10 percent on 
the longest term gains. A succesion of rates, associated with suc- 
cessively longer holding periods, would minimize the freezing effects 
of the tax on investments for interim periods. 

But each additional step between the highest and lowest rate would 
complicate the tax form; a balance must be sought between the con- 
flicting objectives of simplicity and fluidity of investments. 

The foregoing combination of changes involving definitions, hold- 
ing periods, and rates should be dealt with simultaneously as parts of 
x composite reform of capital gains taxation. 

Three other changes would be appropriate or desirable in conjunc- 
tion with changes in other parts of the tax law. 

4. The capital gains treatment available for profits on the sale of 
depreciable assets stands in the way of the liberalization of deprecia- 
tion allowances which, next to a reduction in the very high and re- 
pressive individual income tax rates, is the tax reform most urgently 
needed. 

In conjunction with a liberalization of depreciation deductions, the 
profits on the sale of depreciable property, up to original cost, might 
be taxed as ordinary income, with perhaps an option that this amount 
might be used to reduce the basis of newly acquired depreciable prop- 
erty, thereby reducing future depreciation deductions. _ 

5. In conjunction with a reduction in the corporate income tax rate 
to something below 50 percent, or faster depreciation allowances as 
just described, the use of a special rate for capital gains of corporations 
might be dropped, with all corporate income and gains taxed at the 
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same rate. On this I believe I am in substantial agreement with one 
of Professor Surrey’s points. 

Such a change would greatly simplify the law and remove the 
present premium on many artificial and unnatural transactions. 

The principal reasons which justify and require a differential tax 
rate for bona fide capital gains of individuals do not appear to apply 
to corporations, in which all realized gains may be regarded as fairly 
homogeneous, at least as regards taxability. 

6. The allowance of an ordinary loss instead of a capital loss for 
original investors in certain small business stock in 1958 was a sound 
approach to encourage risk taking in areas which are deemed especially 
important on economic or social grounds. 

Under it the Government shares the cost of realized losses; there is 
no general subsidy and no administrative organization necessary. The 
approach may be applied to other appropriate areas in the future. 

Thank you. 

The CHarrman. Thank you, Mr. Smith. 

Mr. Clark, we are pleased to have you with us this morning and you 
are recognized. 


STATEMENT OF REUBEN CLARK, ATTORNEY, WASHINGTON, D.C. 


Mr. Cuark. Thank you, Mr. Chairman. 

This statement is intended to summarize briefly the views more fully 
set forth in my paper on capital gains which was included in the 
compendium. 

If, as I believe it must, the income tax should be fundamentally 
geared to ability to pay, it must be then conceded that capital gains 
constitute taxable income. 

Congress indeed has always recognized that such gains constitute 
real taxpaying ability no less than equivalent income from other 
sources. 

It seems to me no amount of conceptual theorizing can obscure the 
conclusion that considerations of fairness, taken alone, would require 
taxation in full for all capital gains. 

Accordingly, the real question for tax policy, it seems to me, is to 
determine what other considerations outweigh those of fairness to 
justify preferential or special tax treatment for this type of income. 

Throughout the years, many arguments have been advanced to jus- 
tify the preferential rate of tax for capital gains. The most eminent 
of these, possibly, have been the arguments that capital gains are 
illusory, in the sense that they reflect merely inflationary price in- 
creases, and that appreciation in value occurring over a long period 
of time ought not to be taxed in full when realized. 

Both arguments are substantially without merit—at least they are 
of insufficient merit to outweigh the considerations of fairness that 
warrant taxing capital gains in full. 

If the effect of inflation on capital gains is illusory, it is no more 
illusory—and maybe considerably less so—that the same effect on all 
other types of income, particularly holders of fixed income such as 
creditors and pensioners. 

Furthermore, the argument that capital gains should not be taxed 
when lumped in 1 year is a claim which Congress has implicitly re- 
jected since 1942, when the holding period was reduced to 6 months. 
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This is essentially an averaging argument for the relief of bunched 
income, anyway, and relief, if given, should be extended to all bunched 
income not merely to capital gains. 

The techniques of using a preferential rate of tax to achieve this 
result for capital gains is simply too crude and limited a device to be 
justified. 

We come then to what appear to be the overriding reasons for 
special treatment for capital gains. First, under a winteabin tax sys- 
tem, unrealized capital gains cannot be taxed as they actually accrue, 
but only when realized through the voluntary act of the taxpayer. 

Since the imposition of tax is thus subject to the taxpayer’s control, 
investment portfolios tend to become locked in if the only way that 
a taxpayer can shift from investments in appreciated assets is to pay 
tax. 

Where the sale of a capital asset is for the purpose of making a 
shift in investments, the capital gains tax may therefore in reality 
be an excise tax on a capital transfer. 

Accordingly, it may become a substantial deterrent to the free flow 
of investment funds. 

If we frankly recognize that the only substantial justification for 
special treatment of capital gains is the deterrent effect of the tax in 
such circumstances, the proper solution to the problem of taxing capi- 
tal gains is not to extend a highly Sredegential rate of tax across the 
board to all realized capital gains but, rather, to defer the tax on 
realized capital gains to the extent that they are reinvested in other 
capital assets and to tax in full such gains as may not be reinvested. 

This result can be accomplished quite simply by allowing taxpayers 
to establish an investment, or rollover, account, which they could 
elect to use. Of course, they should still possess the option to pay the 
tax as it is realized, with a corresponding adjustment of basis. 

Under this proposal, annual net gains realized from the sale of 
assets included in the investment account—that is, the excess of gains 
over losses—would be deferred to the extent that such gains are rein- 
vested in similar assets. 

In making this determination, total purchases for the year would 
be compared with total sales and, if they exceed or equal such sales, 
the full amount of gain would be considered to have been reinvested, 
at least if the taxpayer so elects to report in such fashion. 

In this event, the cost basis of new assets acquired would be reduced 
by the amount of gain currently not recognized. 

The operation of a rollover account can be illustrated by the follow- 
ing example: 

Assume taxpayer A holds three assets at the beginning of a taxable year with 
cost basis in his hands of $200, $150 and $125, respectively. During the year 
he sells asset No. 1 for $235, retains asset No. 2, and sells asset No. 3 for $120. 
His net gain for the year is thus $30. Also, during the same year he purchases 
asset No. 4 for $300 and asset No. 5 for $150. Thus, his cost basis in the new 
assets is, without adjustment $450. Since his total purchases for the year, 
$450, exceeds his sales, $355, the full amount of his gain is considered to be 
reinvested, with nonrecognized gain of $30 being allocated proportionately to 
reduce the basis of the new assets. Thus, at the end of the year A holds asset 
No. 2 with a cost basis of $150, asset No. 4 with a basis of $280, and asset No. 5 
with a basis of $140. 

The administrative simplicity of such an account must be 
emp 
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No actual tracing of nonrecognized gain from specific assets sold 
into specific assets bought would be necessary. 

Essentially, the taxpayer would have to retain no more informa- 
tion or make more elaborate computations than he does at present. 

Indeed, for some taxpayers, such as banks and fiduciaries, the job 
of making returns of capital transactions would be simplified. 

As a further comment on the administrative problems involved in 
this proposal, I think another recent development should be noted. 
Commissioner Latham of the Internal Revenue Service recently stated 
in a speech to the Tax Executives Institute that the current program 
within the Service of developing the use of electronic data processing 
equipment will make it possible, and I quote: 

To reorganize our entire accounting system so that taxes of all types for all 
years of the same taxpayer can be handled and billed through a single account. 

Now, this development may possess certain aspects of George Or- 
well’s 1980, with a prime file being established for each taxpayer 
throughout the country, but, from the point of view of resolving some 
of the administrative problems that might result from the establish- 
ment of rollover accounts, it seems to me that this is a most significant 
development, and one which may possibly eliminate many of the ma- 
jor administrative problems involved in this proposal. 

Nonreinvested gains, representing as they do full taxpaying ability, 
should be taxed as ordinary income. However, since such disinvested 
gains taken into income in 1 year might represent gains accruing 
over several previous years, although of course it might not, it would 
seem appropriate to apply a simple averaging device to this type of 
income, as to all types of income. 

What about realized losses under a rollover system ? 

Liberal treatment for such losses seem desirable and, if realized 
gains represent taxpaying ability, the obverse should be recognized 
with respect to realized losses. 

I suggest that it is entirely appropriate to permit full deductibility 
of such losses against ordinary income—regardless of whether the 
proceeds of sales are reinvested in the investment account—subject 
possibly to very liberal annual limitations, but subject in any event to 
a lifetime carryover privilege. 

It must be recognized that tax postponement of the capital gains 
tax represents, in essence, an interest-free loan by the Government to 
the taxpayer to the extent of the tax deferred. This is a very sub- 
stantial advantage, which can over the years permit large capital ac- 
cumulation at the Government’s expense. 

Thus, the death of the taxpayer should be treated as constructive 
realization of income for tax purposes, although possibly an averag- 
ing formula might be allowed, to lessen the impact of the tax at that 
time. 

Furthermore, in the absence of such a provision, tax postponement 
means complete tax exemption for all practical purposes. Such an in- 
come tax at death should be correlated with the estate tax, and, 
equally, unrealized losses should be allowed as a deduction in com- 
puting the estate tax. 

It seems wholly appropriate to tax an estate containing unrealized 
gains, particularly realized but untaxed gains, at a substantially high- 
er rate than a similar estate containing unrealized, or realized but un- 
availed of, losses. 
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I fail to understand why taxing dead taxpayers is not a more de- 
sirable proposition than taxing live taxpayers during their years of 
productivity. 

If a rollover provision were to be adopted, the holding period for 
determining long-term capital gains should be eliminated. As long 
as gains are reinvested, the length of the period over which they have 
accrued is irrelevant. 

Of course, if the present system of extending a preferential rate of 
tax to all capital gains is continued, the holding period should not 
only be retained, but in fact lengthened, since a preferential rate of 
tax for short term gains is indefensible. 

It would seem desirable to limit eligibility for rollover treatment 
to individuals and fiduciaries. Corporations possess perpetual life 
for all practical purposes, and for them tax deferral would mean 
tax exemption. 

However, it might be desirable for corporations to be allowed to 
establish a rollover account for aaenaee assets; but this is really 
a question for depreciation policy, not capital gains policy. 

Under this rollover proposal, tax deferral should extend only to 
gains arising from sale of investment assets, or to true capital gains, 
This means that a redefinition of the twin concepts of “capital asset” 
and “sale or exchange” would be highly desirable. 

For example, the capital gain label should be withdrawn from 
many types of income that currently qualify—for example, employ- 
ees’ stock options, coal and timber royalties, et cetera—as well as 
property which really represents no more than the right to future 
income or the mere capitalization of compensation for personal efforts, 
such as copyrights, patents, and so forth. 

At the same time, in order to prevent royalty income from quali- 
fying as investment gains, the concept of sale or exchange should 
be limited to dispositions of property where proceeds are payable in 
a lump sum or on a true installment basis, that is, where the pay- 
ment has no relationship to the profitability of, or the purchaser's 
use or disposition of, the property. 

Adoption of an investment account for taxpayers, as here pro- 
posed, would go far toward reconciling the demands of the investor 
for greater freedom to shift investments and the demands of a more 
equitable tax system. 

At the same time, it would not be desirable to undertake this step 
without at the same time taking certain other steps, in addition to 
those noted above. 

The most important of these would be a reduction in the ordinary 
income tax rate to, hopefully, 55 or 60 percent, so as to reduce some- 
what the enormous existing pressure on the definition of capital gains 
and to extend some sort of a simple general averaging provision to all 


types of income, so as to lessen the pressure for relief from high tax 
rates on account of bunched income. 


Thank you. 
The Cuairman. Thank you, Mr. Clark. 
Our next panelist is Mr. Miller. 


Mr. Miller, we are pleased to have you with us today, and you are 
recognized. 
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STATEMENT OF MERLE H. MILLER, ATTORNEY, INDIANAPOLIS, IND. 


Mr. Mutter. Mr. Millis, I have not passed out a prepared statement. 
My original paper was so short I did not try to condense it. 

Mr. Reuben Clark, whom I met just 1 hour ago, and I, have come 
up with substantially similar ideas even though we have not cor- 
responded. 

I probably should go through and suggest the reasoning which led 
me to substantially the idea which he has been expounding. 

It seems to me that the present capital gains tax 1s too high and too 
low. It is too high when it is applied to a mere shifting of invest- 
ments. 

If you bought American Motors at 6 and you now hold it at 90, 
there is no tax. 

If, however, vou decide to shift from American Motors to Chrysler 
or General Motors, then you do incur a very substantial tax and per- 
haps a tax sufficient to deter you from shifting the investment. 

It was the recognition of that same fact that led to the change in 
our Internal Revenue Code with respect to depreciable machinery. 

At the beginning of the war it was found that the tax on the gain 
on the sale of used machinery was so great as to prevent the sale of 
that and the people were hanging onto their old machinery because 
after taxes, they could not afford to buy the new machine. 

So there are areas where a mere shifting of investments, whether 
it is stocks, machinery, or other like property, does constitute a brake 
on the economy and in those areas our present capital gains tax is 
certainly high enough and possibly too high. 

There are other areas in which our present capital gains tax is too 
low. Those are the areas where under our present definition a man 
is able to devote his efforts to increasing the value of some capital 
assets and then when he sells them he is taxed at only 25 percent, 
whereas other men have been paying a tax of 75 percent on the same 
type of endeavor and the dollars are of the same value to the two 
taxpayers. 

In the past it has seemed to me we have been devoting our efforts 
to trying to rule out certain categories in this latter class. We have 
certainly complicated the code tremendously in trying to reach that 
type of earned income which might be represented by the sale of a 

capital asset. 

We have complicated the code beyond all measure and I doubt that 
further efforts in that line will prove fruitful. 

I think that the line of demarcation can be most easily drawn by 
what a man does with the money. The real inequity comes when the 
man uses his capital gains dollars to buy an automobile and take a 
trip to Florida as compared with the professional man who has paid 
7 percent on his income and does not have near enough left to go to 
Florida. 7 

As long as an investor leaves his funds at the risk of the economy 
it should make little difference whether his money is invested in 

American Motors or General Motors, or whether it was invested in 
old machinery or new machinery. 

When he shifts from one to the other, there is a legal right to tax. 
I am merely suggesting that that is not the proper economic time to 
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tax. The proper economic time to tax is when he takes the money 
down or, as he must pay a tax some time or other, when he dies, 

I believe that allowing investors and businessmen to shift their 
investment tax free, so long as the investments remain at the risk of 
the economy, would prove a stimulus and would enable us to be more 
realistic in the rate of tax which do apply to capital gains. 

I believe that the present differential is too great and I would ho 
that by allowing a tax-free shift of investments we could raise the 
present rate of tax on capital gains which, combined with a lowering 
of the present high surtax, would narrow the present gap between 
earned income and that income which is realized and used as a result 
of appreciation in value. 

That would mean that it would allow a carryover basis to the new 
asset which was purchased and it would mean that the taxpayer who 
elected to do so would also have agreed that upon his death the dif- 
ference between the basis of the property which he has so changed 
many times perhaps during his lifetime, the difference between that 
basis and its value at death would be taxed at the then present capital 
gains rate. 

Concurrent with that, I would point out, as has earlier been pointed 
out, that we allow a greater step-up in the basis of capital assets of 
every year through death than the amount of cupitel gains which 
are actually realized and upon which tax is paid. 

I believe that the present differential treatment of those assets 
which have passed through a State constitute a drag upon the economy 
in that elderly people simply will not sell their property because they 
cannot afford to. 

I would suggest that the stepped-up basis at the time of death be 
removed from the code so that in summary we would enlarge the 
present provisions for exchange of assets tax free. 

You now can exchange a farm or office building and pay no tax 
if you do it right. 

I would suggest that we enlarge that to include investments of all 
type with a carryover basis and a nonrealization of taxable income 
until the money is withdrawn and not invested for a certain period 
such as 60 days. 

I would further suggest that the deferred gain be taxed at the time 
of death. 

I would suggest we eliminate the stepped-up basis at the time of 
death and if it were thought that the administrative difficulties were 
too great, we could move the valuation date up from March 1, 1913, to 
some more recent period if the administrative difficulties of tracing 
back the basis of property should be too great. 

The Crarmman. Thank you, Mr. Miller. 
Our next panelist is Mr. Steger. 


Mr. Steger, we are pleased to have you with us today, and you are 
recognized, sir. 



























































































STATEMENT OF WILBUR A. STEGER, RAND CORP., 
SANTA MONICA, CALIF. 


Mr. Srecer. Thank you, Mr. Chairman. 
It is no secret that academic economists have their battlelines fairly 


well formed when it comes to the tax treatment of capital gains and 
losses. 
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Y }} On one side, there are those who speak broadly about the fostering 
_ fof risk investment and the spirit of free enterprises; our present tax 
rt F) treatment is, if anything, too harsh. 


te On the other side, the talk is of fairness, equally situated tax- 
payers should pay equal amounts; in the minds of those on this side, 
= capital gains should be taxed more like the rest of the income tax 
% 1 base, with little or no distinction between the tax treatment of re- 











le ceipts from capital or noncapital assets. 
g I cannot help admiring the concept of this latter group; its mem- 
n bers include many of the esteemed in the field, Groves, Haig, Simons, 
It Vickrey, Professor Surrey, and many others. 
In many ways, it is difficult to quarrel with the equity of their 
W definition of what should be called taxable incomes—the net in- 
0 crease—or decrease—in net worth plus the taxpayer’s consumption 
f. over a period, 
d This definition could lead either to the full inclusion in the income 
it tax base of capital gains and losses, when realized, or as some have 
ul suggested, their periodic taxation of unrealized gains and losses as if 
constructively realized. 
d fF To alleviate the obviously severe sting of such a change, its pro- 
f [| ponents have recommended the averaging of income, in one form or an- 
h § other. Again, averaging is recommended so as to insure fairness 
} and equity as between taxpayers. 
s § On the surface, the equity arguments for full inclusion of gains 
y § and losses, with averaging, are very appealing. 
y & The economic effects, on the other hand, are less obvious. 
; Therefore, I undertook the present study of this proposal—an in- 
e vestigation of the economic effects of the full inclusion of capital 
e gains and losses, with or without constructive realization and with or 
without various kinds of averaging, because I believed this proposed 
x change in the tax law might have serious economic consequences. 
In order to study these, a subset of statistical studies had to be 
l completed. Then, the crude tools of the economist were applied: 

e 1. The introduction of a system which led to the taxation of capital 
d gains in full would substantially increase the impediment imposed 
upon the mobility of capital assets by the current treatment. 

e I have estimated the degree to which capital transfers would be 

impeded by the proposed change by looking at the percentage of gain 
f required on a new capital asset purchase so as to regain the market 
e value of the original issue at the time of its sale. And, I find that 
0 the required percentage of gain on the new issue is usually a double, 
y triple, or quadruple multiple of the percentage under the present 


capital gains tax section. 

2. Another proposal associated with averaging the taxation of un- 

realized gains and losses, would certainly help to increase the mobility 
Q of capital assets, but would have the following other important eco- 
nomic implications: 

A. Were unrealized gains constructively realized at death in those 
estates now being taxed under the estate tax, the total taxes to be paid 
at death would increase—in the aggregate—by approximately 40 per- 
cent above the present estate tax. 

The percentage increase in effective tax rate would be greatest for 
smaller estates and would decrease rapidly as the estates increased in 
size, 
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However, liquidity difficulties would appear primarily in estates 
with more than 300,000 net estate size. 

Most of these estates would be forced to liquidate assets of less than 
the highest liquidity. This would severely increase the tax problems 
of small- and medium-size businesses on the death of one of the 
owners. 

B. When unrealized capital gains taxed at periodic intervals, those 
who are in the estate tax population would have an increase in taxable 
income on which taxes must be paid at five periods during life and 
at death, of at least $63,000 on the average. 

The remainder of the population Sellen: assets of an appreciating 
nature—about 11.4 million units—would have their taxable income 
increased by at least $35,000 over their lifetimes on the average. So 
you can see these are significant amounts. 

3. The introduction of a system with capital gains being taxed in 
full would accentuate the extent of price fluctuations of capital assets 
over the business cycle. 

This would be true even though I do consider Professor Groves’ 
argument this morning, but I think if further considerations are made 
you can see that this does increase the price fluctuation of capital 
assets. 

There would also be a longrun decline in the level of prices of 
capital assets, particularly if the constructive realization of gains 
and losses were introduced into the tax law. 

4. Where capital gains included fully in income it is highly prob- 
able that aggregate investment and investment in risky assets would 
fall. 

This would occur because upper income taxpayers would be taxed 
much more severely under a system which led to the harsher taxation 
of capital gains. In my estimate it looked like the upper third of 
capital gains would be taxed something like 65- to 70-percent rate. 

These individuals, very tax conscious, have the highest capacity 
and incentive to invest—with respect to investment in both risky 
assets and in total investment. 

5. The annual revenue changes implied by the revisions under 
consideration range from $250 million for taxing the capital gains of 
those in the present estate tax population at death as though the 
gains were constructively realized, to $1 billion for the full inclusion 
of capital gains and losses in taxable revenue, and $1.6 billion for 
periodic constructive realization of gains and losses. 

6. Were more severe taxation of capital gains adopted, the effect 
on the level of national income is somewhat indeterminate. This is 
due to the probably higher spendings income ratio of the benefici- 
arles—that is, those whose taxes could be reduced as a result of the in- 
creased taxes on capital gains—versus the probably resultant down- 
ward effect on aggregate risk investment. These two things would 
perhaps balance each other. 

I hope the findings of the study are viewed in the proper perspec- 
tive. They indicate that the desire to promote a high standard of 
equity in the tax law, along the lines of the proposed revision, might 
‘ause severe economic repercussions. 

Aside from the fact that the crudity of the economic analysis it- 
self may have exaggerated these consequences, this still does not 
mean that the equity aspect should be sacrified to the economic. 
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I continue to favor, at least no increase in basis to the heirs. I 
also favor continued extension of the preference tax gains treatment 
to only gains by — invested by individuals. ; 

I agree with the more restricted definition of “capital gains” of 
Professor Smith and Professor Surrey. 

As to the “rollover concept,” with which I do not agree: from the 
standpoint of economic effects, I don’t see any difference in terms of a 
man not selling his investment whether he is going to go to Florida— 
consumption—or to buy more stocks. 

In other words, they are still the same kind of impediment if we 
tax the man who goes to Florida after he sells his gain. 

Furthermore, perhaps there are methods, not examined in his 
study, by which the economic repercussions could be mitigated. 

In the absence of these methods, however, the findings of this study 
should be viewed as estimating the costs that might have to be paid 
to achieve what many consider to be a higher degree of equity in our 
system of income taxation. 

Thank you. 

The Cuamrman. Thank you, Mr. Steger. 

Our next panelist is Mr. Silverstein. 

We are pleased to have you with us today and you are recognized, 
sir. 


STATEMENT OF LEONARD SILVERSTEIN, ATTORNEY, 
WASHINGTON, D.C. 


Mr. Sutverstern. Thank you, Mr. Mills and members of the com- 
mittee, my subject matter relates to the scope of the capital asset 
definition. In the submitted paper, I have discussed the term, “capi- 
tal asset” as it is presently employed in the code and thereafter I have 
suggested the outlines of a revised definition, the purpose of which is 
to confine the operation of the term to essentially investment transac- 
tions. 

Although I share the views of others who believe that the tax rate 

differential between ordinary income and capital gain is the prime 
source of the pressure resulting in undue broadening of the capital 
asset tax base, I have not considered tax rates as such. 
_ Rather, it is my belief that the first and prime problem is one of 
identifying the elements which make up the components of the capital 
and income generating events—with a view toward determining which 
items do or do not belong within the capital asset framework. 

At present, the code is divided into three baskets—ordinary income 
ranging up to 80 percent, capital gain at 25 percent, and no tax at all. 
The capital gains basket no longer represents a logically defined, 
separate category of income. Instead it operates merely as a vehicle— 
utilized by the Congress in many situations—and zealously sought for 
by taxpayers simply as a means of modifying unrealistically high 
progressive tax rates. And in consequence, there has been brought 
within the capital asset scope an unrelated variety of profit and 
income-producing transactions. 

On closer analysis, it appears that there are at least six reasonably 
distinct situations which should be separately described for income tax 
purposes, inthecode. These include the following: 
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(1) Amounts paid by reason of ownership of property, such as in- 
terest and rents and earnings from businesses; in other words, passive 
income arising from the use to which capital is put. 

(2) Amounts paid on account of personal services. This includes 
salary, fees, commissions, and similar payments. On occasion, these 
are paid in lump sum, covering a period of many years’ services and 
sometimes are paid in stock, directly or indirectly (including stock 
options). 

(3) Amounts derived from the operation of a trade or business, 
This would include the day-to-day operating profits of a business 
enterprise. 

(4) Amounts derived from the disposition of property used in a 
trade or business, so-called permanent capital of aDaanidn and called 
in the code 1231 profits. 

The fifth and sixth situations concern the most difficult areas of 
definitional overlap. The fifth case involves amounts paid an entre- 
preneur for his interest in a business, and the sixth case concerns 
amounts paid for investment property. 

An example will illustrate the distinction. Consider the case of a 
man who owns two 100-share blocks of stock: One block represents 
all of the stock of a corporation in a drugstore (his own enterprise) 
the other block represents shares in a public corporation. 

In the first case, the drugstore stock merely represents the legal 
form which the individual has chosen to conduct his drugstore busi- 
ness. In reality, the property is the drugstore. The value of the 
stock is simply a reflection of a combination of his own services, 
managerial know-how, business profit potential and contributed cap- 
ital, and retained earnings; in other words, a combination of the 
various other categories of income previously referred to. In the 
public corporation case, the shares of stock themselves are the prop- 
erty. Their value and yield depend upon the play of the marketplace 
and upon management decisions in which he has no interest. 

The present tax code treats in the same way both of these types of 
property—which, I submit, are entirely different. The effect of this 
is to confuse tax treatment of sales of entrepreneurial business inter- 
ests with sales which, in fact, may be mere changes in investment. 
More generally, the overlap obscures the tax nature of the basic in- 
vestment transaction. 

To eliminate this and confine the definition, I suggest that invest- 
ment property be described in this general way : 

The term “investment eee would be defined to consist of non- 
business real estate, tangible personal property, and stocks or business 
interests in which the holder owns less than a 5-percent interest in the 
company. 

Investment motive would be separated from speculation by means 
of the holding period of whatever length deemed appropriate. Spe- 
cial rules characterizing certain dealings in investment property as 
noncapital transactions would be continued. 

I have reference to the present rules about sales of certain preferred 
stock, and perhaps this category could be expanded to cover stock 
received by way of stock option. In this respect, I have particular 
reference to ies of certain preferred stock. Perhaps this catego 


’ 


could be expanded to cover stock received by way of stock option. 








have 
the | 
of ex 
In 
servl 
trans 
stock 
W 
visi0 
tax ( 
rollo 
It 
insu. 
othe 
By 
not 
mati 
O: 
thei 
I ju 
in a 
port 
neu! 
of t 
ent | 


I 


= 


one 
on ¢ 
taxi 

T 

A 
of y 

Lb 
into 
Wh 
loss 








m @ 


wn ee @ 


ae 


— 


SE 


Pare 


INCOME TAX REVISION 691 


have in mind here the difference between the option price available to 
the holder of the stock option and the fair market value at the time 
of exercise is related to these services, 

In one way or the other this is part of the category of personal 
services and this part has nothing to do with the investment type of 
transaction, the appreciation which may occur after he acquires this 
stock. 

Within this confined category, it is feasible to add a rollover pro- 
vision permitting changes in investment property free of immediate 
tax cost. A draft giving the outlines of this proposal, including the 
rollover, has been attached as an exhibit to the submitted aper. 

It is my belief that a proposal along these lines will substantially 
insulate the capital asset definition from the tax rate pressures of the 
other categories of income to which I have previously referred. 

By the same token, I do not mean to suggest that items or events 
not falling within the investment property category should auto- 
matically be taxed as ordinar y income. 

On the contrary, these events should be taxed in accordance with 
their true nature along the lines of the described categories to which 
I just referred. ‘They should not be grouped together haphazardly 
in a single ordinary income tax bracket. This is particularly im- 
portant in the case of distributions from and dispositions of entrepre- 
neurial business interests. I believe it is unrealistic to seek to tax part 
of these, whether they are collapsible corporations or not, at the pres- 
ent progressive tax rates. 

I believe further that an entrepreneur should be able to operate and 
dispose of his business with a substantial after-tax return. 

On the other hand, a transaction which is essentially an investment 
one can, within the framework of the proposed definition, be carried 
on outside of, and free from, the complexities of other portions of the 
taxing statute. 

The Cuarrman. Thank you, Mr. Silverstein. 

Again, let me thank the members of the panel for your summations 
of your papers in the compendium. 

Let me begin the discussion this morning by going back a little bit 
into the history of the development of the capital- -gains treatment. 
When did the theory of the different treatment of capital gains and 
loss first develop in the income tax law? Do members of ‘the panel 
recall ? 

Mr. Surrey. 1921, was it not? 

The Cuarrman. I was thinking back of that, even. It seemed to 
me that the Income Tax Act that was enacted during the period of 
ee Civil War had some provision for different treatment for capital 

gains. Is that right? 

Mr. Surrey. My memory does not go that far back. 

The Cuamman. I can tell by looking at you that you are much 
younger than I am. I realize that I should not have asked such a 
young man to go back quite that far. But the point I was trying to 
determine is whether or not there had been consistently throughout 
our approach to the taxation of income, any theory that distinguished 
a gain from the sale or exchange of a capital asset from other types of 
income. 
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I think it is true that there has been such a distinction made at least 
since 1921 with respect to our present income tax system, and even 
back in the period of the Civil War, when such a system was enacted, 

Actually, perhaps, the problems were not as complicated in 1921] 
and may not have been as complicated in the period of the Civil War 
as they are today. What is the primary thing that we need within the 
tax structure pertaining to this area of the treatment of the sale or 
exchange of capital assets? Is it definition ? 

Mr. Smith, you referred to the term “a true capital asset.” You 
suggest that a distinction be made in the tax treatment of a true 
capital asset. My curiosity is stimulated to ask the question of whether 
the matter of definition is perhaps the important problem in this 
whole area. 

Mr. Smrru. It is my feeling it is. Implicit in that answer is the 
proposition that, reasonably defined, there is a distinct category. 

Now, some of the other panelists apparently believe that regardless 
of how defined, realized gains should not be distinguished. 

The CHatrMan. Regardless at this moment of the question of how 
you treat for tax purposes the gain which may be realized in this area, 
[ want to ask whether or not the theory of a capital asset has been so 
proliferated in the course of time since 1921 that it has given rise to 
the need, in the thinking of all of you, for further definitional effort 
in this area. 

Mr. Smiru. That is certainly my very strong feeling. 

The Cuatrman. Aside from the question of whether it is income or 
not, as other income is income, is that a problem in the opinion of other 
members of the panel. 

Mr. Mier. It probably is to the extent that you are looking to 
earned income. 

Ifowever, if we look upon the problem as whether a tax should be 
imposed on the interchange of property, then it seems to me when you 
defined a certain taxable property as capital asset, you are solving the 
problem there, but in times of inflation such as we now have, I am not 
at all certain that you want to impose a big tax burden on the exchange 
of any particular property since it is a voluntary act. 

The Cuamman. I am not talking about the rate of tax at the mo- 
ment. I think we all agree that any rate of tax is a bad thing and the 
higher it gets the worse it gets. 

But Iam thinking in terms of whether or not we have actually in- 
cluded within the treatment of gains from capital assets a number of 
situations that were not within the concept of capital assets initially, 
say, 1921, 

Mr. Srecer. It seems to me that since 1921 that the semantics, that 
in the definition of capital gains and assets, there has been an attempt 
to have more and more things included in this definition and that this 
has gone on without the consideration of the economic and equity 
effects. 

It has been mainly a wrangling over words and mainly who come 
under these words gets the preferred treatment. 

And anybody who cannot get under the words does not. 

It seems to me the definition has to consider the equity and economic 
impacts of capital gains and not just words. 

Which is what I fear really has not been happening over the last 
30 years. 
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The CuarrMan. Let us see if we can spell out in the record this 
morning some things that enjoy the capital gains treatment that may 
not in the opinion of the panel be properly includible as capital assets 
for that purpose. 

Mention has been made of the employees’ stock option. Mention has 
been made of the lump sum pension plan distribution. Did you men- 
tion the question of the gain from the sale of insurance policies? 

Mr. Smirn. I mentioned that, Mr. Chairman. I believe a good 
many also mentioned coal royalties. 

The CHamrMan. Yes. 

A gain from sale of depreciable properties. You mentioned that. 
Income from the sale or license of patents. You mentioned that. 

You mentioned gain from the sale of livestock and royalties. 

Did any of you mention the gain from sales of real property by 
one who spends an appreciable part of his time buying and selling? 
Is that one that has come in that raises some doubt in your minds? 

Mr. Surrey. I think you are going through a gradation of trans- 
actions, Mr. Chairman, indicating that to some extent the capital gain 
rate of 25 percent has been looked upon by the Congress as a con- 
venient method of handling certain transactions as to which there has 
been pressure for a reduced rate. 

Under no stretch of the imagination can a lump sum pension plan 
termination be within the image of a capital gain, but it is a convenient 
way of giving it a lower rate of tax by calling it a capital gain. 

Similarly with employees stock options. 

By no stretch of the imagination can the benefit of a stock option 
be called a capital gain, but if that form of compensation is to be 
given a preferential treatment, the capital gain rate has been a handy 
basket in which to throw it. 

So on with the coal rights. 

Now, when you get to your real estate transactions and the like, you 
are dealing with sales of property which have appreciated in value. 
Well, that is closer to the capital gain category. 

Sut then you have to face the question: Why do we have a capital 
gains policy at all. What are the policy factors that produce this 
capital gains policy ? 

If we knew that, then we might be able to say which types of trans- 
action deservedly fit within those policies. 

You are coming now, I think, to transactions in property. Well, to 
which transactions in property does the Congress want to give some 
preferential treatment. 

You can only answer that question if you know why it is giving 
preferential treatment and what are the policy reasons motivating 
that preferential treatment. 

The Cuarrman. As usual, these younger men always anticipate the 
prospective question that I had in my mind. 

I am trying now to get a list of these things that are enjoying capital 
gains treatment that are not actually a sale of a home or a piece of 
land or the sale of a stock or something of that sort. 

You mentioned in your paper the gain from the sale of timber. 
Did you mention agency contracts? 

Mr. Surrey. They could be mentioned, Mr. Chairman. 

The CuamrMan. bid you mention goodwill or the trade name of a 
business ? : 
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Mr. Surrey. It could be mentioned. 
The Cuatrman. Did you mention the sale of a life estate? 

Mr. Surrey. Yes. 

The Cuarrman. Corporate distributions, of course, raise some of the 
capital gains treatment questions, do they not? 

Mr. Surrey. All of the shooting in subchapter C is over whether 
the income is a dividend or a capital gain. 

The CuatrmMan. Now, those of you who do suggest definitions, how 
would your definitions affect these items ? 

Mr. Stiverstern. Mr. Mills, your reference to the stock option, and 
Professor Smith’s may be a point of departure. An enacts of a 
corporation is given an option to buy stock when the value is 80 and 
he exercises it when the value is 100. He keeps it until it is 150 a couple 
of years later and he sells it. 

Now, he has a share of stock. I supose typically a share of stock 
in a corporate enterprise is recognized as a basic form of capital asset. 

Notwithstanding, the benefit he received by being able to purchase 
the stock at 80 when its value was 100 can be attributed to nothing 
other than the fact that he was an employee of the corporation at the 
time he made the purchase. 

It may very well be, as Dr. Smith stated, to have such an employee 
properly receive an incentive to work for that company, but he has 
not made an investment of anything, but his time, for which he has 
been compensated as an employee. 

I say the definitional problem in that area demonstrates many of the 
items must be looked at from several different directions. 

There are elements of compensation and other forms of what we 
regard as ordinary income in many types of so-called capital assets. 

Therefore, start at the narrowest end of the scale, the last end, take 
those assets on which there would be very, very little difference as to 
whether they are or are not capital assets. 

The Cuatrman. Let me back up a moment. So far as the 16th 
amendment is concerned, as Mr. Baker read the provisions the other 
day, “income from whatever source derived,” so far as the question of 
ability to pay is concerned, and some of you have said, from the view- 
point of preference, you would be led to believe that income from capi- 
tal gain should be treated as other income. 

Now the code does not do that. It starts out with the concept of 
giving a capital asset somewhat different treatment under the tax law. 

Then my question at the moment is whether or not we have stayed 
within that original intent and concept or have we gone astray. 

I have mentioned some of these things that have been added to the 
law since 1921, because I wanted the panel to discuss with me momen- 
tarily whether or not these things that we are talking about are actu- 
ally capital assets. 

Now, if they are capital assets and the theory of preferential treat- 
ment of gains from capital assets is to be retained in the law, then 
these things would have to be retained and we would not adopt the 
theory of a true capital asset definition that would exclude them. 

I am wondering in these situations that I have just mentioned, 
whether or not we are actually dealing with the sale of a capital asset, 
the sale or exchange of a capital asset. 

Mr. Smiru. It seems to me, Mr. Chairman, very openers as 
you have so aptly put it, we are not dealing with capital assets. 
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The CuatrmMan. On the record I have been very disturbed, over a 
number of years, that we have so proliferated the idea of the preferen- 
tial treatment of capital gains as to have brought some degree of ques- 
tion upon the entire device of preference in law accorded to what you 
would consider to be a true capital asset 

Mr. Cuark. Mr. Chairman, I suggest that we have two problems 
here. The proliferation of the capital g gain category to various types 
of income since 1921 has, possibly, oc curred in two w: ays: 

The Congress has been responsible for one by simply extending the 
statutory blanket of capital gains to various other types of income. 

You can look at the Code and see what some of those sections are. 

But blame for this broadening of the capital-gain category must 
also be laid at the door of the courts, which have been forced to in- 
terpret an essentially unworkable definition. 

The existing definition of capital gain, which is found in the “capi- 
tal asset” and the “sale or exchange” concept, includes all property 
other than certain defined exclusions. 

Well, if a taxpayer is sufficiently clever to keep his gain out of one 
of those exclusions, ipso facto he has a capital gain. 

So the second aspect of this problem is to reconsider the basic 
definition of capital gain so as to more approximately approach those 
gains which occur on the disposition of investment assets. 

I think that Mr. Silverstein’s approach, in emphasizing that an 
investment asset should not include an asset which primarily repre- 
sents capitalization of personal earnings, sets forth one of the guide- 
lines to a basic definition of a capital gain that the Congress ought to 
do something about, so that the courts can have a more precise idea 
of the type ‘of property interest the disposition of which gives rise 
to a capital gain. 

The CuHatrrman. Mr. Miller. 

Mr. Mitre. Mr. Mills, I would like to come to the defense of 
Congress and merely suggest that what we are talking about here 
is names. 

I think that if you do exclude the things which you have mentioned 
there from capital gains—and I am not opposing it—I think, how- 
ever, you would then be compelled to open another category in which 
to put those. 

I thing that our preferential treatment for capital gains arises 
from several considerations. One of them has been mentioned, has 
been to remove a brake on the free flow of exchange of property. 

There is another one that I think influences many people. That 
is, they feel that here is income that is realized this year that has 
been accumulating over a whole period of years. It is unfair for that 
income to be thrown up into high brackets. 

I think a number of the items which you have read there Congress 
has put into the capital gains basket as a convenient method of strik- 
ing some sort of equity and avoiding all the complications of aver- 
aging. 

I think to eliminate doubt we would have to go to averaging or 
provide another basket in which they would be taxed at a rough 

rate of some kind or other. 

I seriously question whether we are really getting at the heart of 
the capital gains question when we work around these definitions. 

48820—60—46 
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The Cuatrman. The heart of it, of course, is the question of whether 
or not there will be preferential treatment with respect to income 
derived from the sale or exchange of capital assets. 

But before going directly to that question I want to know whether 
or not, in the opinion of the panel, we are applying whatever prefer- 
ence is in the law with respect to gains from the sale or exchange of 
capital assets, to areas that do not truly represent the sale or exchange 
of capital assets. 

Some of you have referred to the fact that there is a distinction be- 
tween treatment of certain areas and the true capital asset area. 

Mr. Surrey. Mr. Chairman, the difficulty I think is that there is 
no such thing as a true capital gain or a true capital asset until you 
establish what you want to be within the capital asset or capital gain 
definition. 

The Cratrman. I am trying to find out from you what it ought to 
be. 

Mr. Surrey. There isn’t any. There is no such category. 

This is an artificial tax concept. We can answer your questions to 
some extent because we think we know the image that Congress is 
talking about and has perhaps basically been thinking of when it de- 
cided to give some preferential treatment to some types of income. 

We think the image is that of the investment asset. 

Now, thinking that is the image, we are able to say that all these 
other things that have been dragged in are not capital gains, are not 
capital assets, within that image. 

But there is no such thing as a capital asset or a capital gain in 
any category outside of tax law. 

It is in tax law only because Congress says we shall have this cate- 
gory pulled out from other items of income. That is the only way I 
think we can handle it. 

The Cuatrman. Laying aside all the reasons why we may want to 
make a distinction, why distinctions have been made, and looking at 
it strictly from the viewpoint tax policy and from the viewpoint of 
definition, is it the opinion of all of you that there is no distinction 
to be made between income as we generally consider it, ordinary in- 
come, and income that is developed through the handling of capital 
assets ? 

Mr. Smirn. It is not my opinion, Mr. Chairman, and I will have to 
dissent from Mr. Surrey, since he used the plural personal pronoun, 
“we.” It is my very strong feeling, as I tried to indicate in my state- 
ment, that when appreciation of capital value develops over a consid- 
erable period of time, it is from the standpoint of the individual 
owner embodied in capital at all times and that a tax imposed upon the 
realization, and even more emphatically a tax imposed during the 
course of development, is in his mind, and I think very properly in 
theory, a tax on the capital in the nature of a capital levy. 

The Cratrman. What we are talking about in capital gains is that 
which is in evidence over and above that which originally was placed 
into the asset, minus all the deductions that come from expenses 1ncl- 
dent to the use of it, and so on. 

Mr. Smirn. That is right. 

The Cratrman. Now, what I am trying to get to, as some of you 
suggested, the core of the thing now, is that that income just as any 
other income, is income—- 
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Mr. Smrru. I have indicated in my opinion it is not. 
The CuamrMan. I have not quite understood the reason why. 

Mr. Smrru. The reason is that in my opinion it is inherently em- 
bodied in the capital at all times; that income in a sense is related to 
what the individual has available for spending or for, if you like, 
the voluntary act of saving, but that a mere appreciation of capital, 
whether realized or not, does not constitute what he regards and what 
I believe in theory, should be regarded, as the fruit from the tree— 
that metaphor has often been used—it is part of the tree even though 
the tree has grown. 

The CuamrMan. Pardon me before I go to the rest of you, but I get 
confused. 

In one sense we say that the income we make from the use of an 
asset is a profit in the sense of its being ordinary income. 

In another sense we say that it is a profit, but it is not ordinary 
income. 

Mr. Smrru. I would like to stick to my metaphor of the fruit and 
the tree. The mere fact that the tree has gotten larger does not sug- 
gest to me that one branch of it should be cut off and regarded as the 
same thing as the apple growing on the branch. 

Mr. Srecer. There is definitely a distinction made between capital 
and income in the field of economics, but carried to the extreme, don’t 
we say that the capital is mostly embodied in people ? 

I think we talk about improving the capital of our Nation by edu- 
cation and that sort of thing. 

As a matter of fact, I think it could be thought of that a person 
who becomes educated, that he, himself, as a tree, has increased in 
value and that he is not going to lose that income. 

Should that increase in value to himself be taxed as a capital 
gain? Isthat a capital gain? 

He, himself, is an asset and from this asset income is flowing. 
That is what people might call capital. 

I doubt, Professor Smith, that you would call the increase in a 
person, himself, his capital, which is a continually wasting thing, a 
capital asset. 

Mr. Criarx. I fail to understand, possibly I miss the point, but I 
fail to understand why characterizing appreciation as the tree rather 
than as fruit, or saying that a taxpayer thinks of appreciation in 
value as capital, should determine what tax policy toward that appre- 
ciation should be. 

It seems to me that if you look at the problem in terms of relative 
capacity to pay, appreciation when realized fully reflects ability 
to pay as much as earned income in the same amount. 

Certainly if in fact a taxpayer realizes long term gains over a 
period of time and then spends those gains, he should not have any 
less of a tax burden compared with an individual who is paid the 
same amount of income in the same accounting period, simply because 
he thinks of it as capital. 

[ don’t understand such a statement in terms of a directive for de- 
termining tax policy with respect to taxing income and gains. 

The Carman. Mr. Miller. 

Mr. Mirixr. In answer to that, I would suggest that it does not 
always represent an inereased ability to pay. 
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If a man invests $100 in 1939 and now sells that asset for $200, he 
certainly has no more than a recovery of his original capital. His 
purchasing power with $200 now is certainly no more than it was 
in 1939 when he invested the $100. 

So we do have a factor in here that makes it very difficult, this 
inflationary factor. 

The Cuarrman. That applies across the board, does it not? 

Mr. Miter. No. The wage earner is receiving something new. 
This man is really getting only his original investment back. If he 
had something with a purchasing power of $100 in 1939 and he now 
has $200 and the $200 of the same oe power as in 1939, he 
has no more ability to pay a tax now than he had in 1939. 

The Cuarrman. Would that apply to me if I were working for 
somebody and had a cost of living rider attached to my contract and 
they gave me an increased salary as the cost of living goes up, would 
you say that there I had no greater ability to pay than I had earlier 
even though I might be getting a little bit more? 

Mr. Mixer. As I understand it, we are talking about capital gains. 
We have a concept that you first recover your capital and it 1s out 
of the increase beyond that that you would have the ability to pay. 

I am not suggesting that we have to adopt some reevaluation of the 
dollar. I am merely contesting the statement that all capital gains 
represent an increased ability to pay because they may, in fact, just 
merely represent a recovery of capital. 

Mr. Crarx.I think the question is relative ability to pay. It is 
not necessarily absolute ability to pay; it is relative ability to pay at 
any given point of time. 

Let us take two situations. Let us take taxpayer A who bought in 
1939 a capital asset for a thousand dollars. Taxpayer B in 1939 was 
paid a thousand dollars. Over a period of time the cost of living 
goes up 100 percent. 

At the end of such time, taxpayer A has a capital asset worth $2,000; 
B is being paid in real terms $500. 

Accordingly, B’s employer pays him an additional $1,000 to get him 
back where he was, rs a cost of living increase. 

Both of these taxpayers has the same relative ability to pay and 
each should be taxed equally on his increased income. 

If, as more frequently happens, the cost of living increases may 
not keep up with the depreciation in the real income of earnings as 
compared with appreciation in the value of property, then if you 
exempt capital gains you are very greatly increasing the tax dis- 
crimination in favor of the investor as against the one who has earned 
income. 

The important point, it seems to me, is relative ability to pay at 
any given point of time. 

The Cuatrman. Mr. Silverstein. 

Mr. Sitverstern. I want to address myself to your initial question 
as to whether there is any distinction between capital and income. 

My feeling is that for our purpose, for our statutory purpose, we are 
really not too concerned. 

Bear in mind that we have a capitalistic country. The country 
operates and our taxpaying entities operate by way of employment of 
invested capital. 
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I think we ought to frankly recognize that the tax law should pro- 
tect the investment and the investment transaction and protect it along 
the lines of those which have generally been regarded as the basic 
investment transaction, which is the employment by one person of 
funds in an enterprise generally over which he has no control. 

A person puts his funds in a business and lets somebody else do 
something with the funds. That transaction has elements of income 
as well as capital; there is no question about that. 

That is the one that the tax laws should take account of. 

Mr. Srecer. As you have said, Mr. Mills, all taxes are in some sense 
“bad”. This is true of the tax on wage earners, the same as the tax 
on the man who is investing. 

Every time you tax him it means money he would otherwise spend. 
This, therefore, is a matter of policy which is set by your committee 
and by Congress as to whom we want to tax, if we want to take funds 
away from them instead of letting them spend their money. 

If the economy is to remain capitalistic in the way it now is maybe 
some kind of appropriate treatment of capital gains is necessary. 

It has to be a policy set by the committee and they have to know 
that they are giving special treatment for this purpose. 

In some ways the capitalistic country in this case needs this shot in 
thearm. If there were some other way than the special treatment of 
capital gains to give this favorite treatment, then we would not need 
this kind of inequity which I feel most of the members of the panel 
feel exists. 

The Cuatrman. I was trying to find out whether or not a different 
treatment of income from gain has to occur in tax law because of some 
fundamental nature of the income. 

All of you seem to agree, except Professor Smith, that there is no 
fundamental difference in respect to income or relative ability to pay 
as a result of that income, but still most of you on the panel wonld 
suggest that for another reason some recognition or difference must 
occur. 

I wanted to get, first, whether or not the panel felt, if it does feel, 
that some distinction has to be made because of other factors than 
difference of income or relative ability to pay on that income. 

Mr. Groves. I think that there is some degree of difference between 
a capital transaction and what is commonly called ordinary income. 

Certainly many countries have thought so and have attempted to 
apply the difference. 

It isa small difference in degree. 

As a matter of fact, in terms of reforming the law for both revenue 
and equity purposes, we probably would get further by tightening 
the definition of income than in any other direction, but that the differ- 
ence is one of degree needs to be stressed. 

For instance, there has been the distinction in terms of time period 
based upon the idea that you can distinguish between an investment 
and a speculative transaction. 

At most, this is a difference of motive of maybe 49 and 50 percent. 

_ Many people buy property and keep it for a long time for a specula- 
tive purpose. Many people buy property and sell it soon for an 
Investment purpose. 

There is not a lot of difference between the two. 
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It is true, nevertheless, that the working on the definition, tighten- 
ing the definition, seems to me to be a very productive approach. 

The CuarrmMan. Does anyone else have anything to say at this 
point ? 

Mr. Groves. I might add, Mr. Chairman, that as between the spec- 
ulative motive and investment motive, there would seem to be very 
little ground for distinction. That is the basis for saying that length- 
ening the period is really contrary to principle because a speculative 
motive is of as much interest to society as an investment motive and 
there really is not any reason why a gain from one should be distin- 
guished from the other. 

The Cuatrman. What I am getting to is this: if there is a funda- 
mental difference between the way income from my own work ought 
to be taxed, and income from my capital, or the appreciation in that 
capital, should be taxed, then how can we justify the different treat- 
ment that we have in the present law, depending upon circumstances 
and depending upon time? 

Mr. Groves. Some difference, but I would question the word “funda- 
mental.” I think it shades off into degrees. 

The Cuarrman. You want to draw a distinction between an invest- 
ment that is made for investment purposes and an investment for 
speculative purposes. If there is a fundamental difference from the 

oint of view of economics or any other points of view in the type of 
income in these two instances, then don’t we violate that difference 
if we try to say to one person that the income you get from the sale 
of stock because you got it within a short period of time, is income, 
but the income from the sale of that stock held for a long period of 
time is a capital gain. It is a capital gain in either instance; is that 
not right ? 

Mr. Surrey. Mr. Chairman, in either instance it is income. If, 
however, there are certain transactions which result in the realiza- 
tion of income which, if taxed at the full rate, would have a harmful 
effect on our economy 

The Cuarrman. I realize now there are many reasons why we may 
do things other than the basic reason of trying to raise revenue and 
that perhaps our tax law is developed for many other reasons than 
just raising revenue over the years. 

I am not getting into these other reasons. I am trying to find out 
whether there is a fundamental distinction that should be made be- 
cause of the source from which the income is derived in the first place. 

Then, if we say there is a fundamental difference, depending upon 
the source from which it comes, we trap ourselves into the position 
that that is not true if it comes in a short time. It is true if 1t comes 
in a long time. 

Mr. Surrey. There is no fundamental difference other than what 
are the consequences of applying rates of tax to certain transactions. 
They are both in the nature of income. 

The Cuamman. Let me ask Mr. Smith, who contends there is a 
fundamental basic difference, or however he wants to say difference. 

How can you say, thinking as you do, that there is a difference in 
the way it should be treated because of the source from which it comes 
and then tell me that with respect to a true capital asset held over a 
long period of time one rate should apply, but with respect to some- 
thing which in your definition might not be a true asset held over a 





short period of time, another rate should apply ? 
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Mr. Smiru. I apparently am the only one that finds this funda- 
mental distinction. I do not believe there is any difliculty, at least as 
I see it, in dealing with the question you put because my distinction 
goes back in the first instance in a sense to the point of view of the 
person holding the property. 

A person who buys a piece of property and in a v ork short period of 
time has an appreciable increase in the value, I think, is likely to re- 
gard, and properly should be regarded as re: ulizing, he has something 
akin to income. 

It is in the nature of a trading profit. It is in the nature, in a sense 
of spe ndable funds as contr asted to the situation where there has been 
an investment over a long period of time where the individual does 
not regard his investment as constituting, other than his basic capital. 

The income, the spendable income that he gets—I will get back to 
my metaphor—is the fruit from the tree. It is only on that ground 
of distinction, I think. I have gone back here to the point of view 
of the individual which I think properly should be regarded on 
grounds of fairness in the tax law. 

Let me go on tosay one more thing, very briefly : 

Even though I did not see this fundamental difference in terms of 
the equity. I would also agree with most of the other panelists that 
there would be reasons of economic policy for making distinctions. 

So I do not base my case entirely on a difference in concept. 

The Cuarrman. Actually, I think it is entirely possible that uni- 
form treatment of all income, regardless of the source from which it is 
derived, might create, by itself, degrees of unfairness and inequity. 
Certainly that is possible. 

I am not talkmg about whether or not in the overall this should 
be done. I am trying to find out whether or not the Congress should 
approach this from the points of view of some fundamental difference 
in income, depending on the source from which it is derived. 

Mr. Srecer. I, myself, feel that I am a depreciable asset. I have 
a certain amount of ideas and after a while these tend to run out. 
Does that mean that my income should be taxed as capital gain? 
Does that mean I should get some kind of deduction because I am not 
going to be here forever ¢ 

Are we not all capital assets in that sense? 

And is it just because the average person does not think he is a 
capital asset that he should never be taxed in this favorable way ¢ 

Mr. Smrru. That notion is to me one of the more amusing and pe- 
culiar aberration of theoretical extremes. The answer is no. 

Mr, Surrey. I am not sure Mr. Smith dealt fairly with Mr. Steger’s 
question. Mr. Steger was asking, because people feel a certain w ay, ae 
we have to recognize that this somehow creates a fundamental differ- 
ence. 

We could send to Mr. Smith’s people a letter each year reminding 
them that there issuch a thing as a capital gains tax and that a portion 
of their profit belongs to the Government and they would soon 
cease regarding that profit as their net worth. 

He talks about fruits and trees, but it seems to me not very useful. 

When you get a real tree and that real tree increases in value, Mr. 
Smith says that the increase is income—even when a real tree increases 
in value. 

So this fruit and tree business does not seem to me to be very helpful. 
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The CuHarrman. What I am trying to find out is not whether there 
should be separate special treatment for the income derived from a 
preciation in valuesand soon. Distinctions have been made, and they 
have been in the law for a long time. But, if we are to come to the 
conclusion that there is no fundamental difference between income, 
depending on the source of such income, and if we are to come to the 
conclusion that there is no relative difference in ability to pay, then 
for some other reason the Congress might find, in the future, justifica- 
tion for further characterizing what is today ordinary income as 
capital gain. And, can we say today that we ought to somehow define 
the area as to put a stop to the expansion ? 

What if we had done that before we provided for the income from 
the sale of a patent to be considered as a capital gain because we 
thought it was desirable to encourage scientific development in the 
United States. 

If the majority of the panel is right, that there is no difference, then 
we find ourselves in the position in the future of having people who 
are now having their income treated under the ordinary rates contend- 
ing that a discrimination exists between their situation and some situa- 
tion presently included for capital gain treatment. 

It is up to Congress to make the decision not on the basis of any 
overriding concern with respect to source of income, but merely for 
some other reason. 

Is that where we are, Mr. Smith, under your philosophy that there 
is a fundamental difference? 

Mr. Smirx. I am not convinced that there is not a fundamental dif- 
ference, but I think your interpretation of the views of some others, 
and the inference you suggest might come from that, is a correct in- 
ference. 

The Cuarrman. What I am trying to think about is this: 

ivery time we are faced with some proposition that the rates of tax 
are so heavy that a particular thing cannot succeed under the rates of 
taxation, in trying to do something about rates, we take this particular 
income out of the ordinary income category and give it some special 
treatment in order to encourage it. 

Now, in the opinion of all of you except Mr. Smith, we have done 
that by creating a difference that cannot be found by looking to the 
income and the source of the income. 

We have done it for other reasons, then. 

Mr. Strverstern. Mr. Mills, I think there is a fundamental dis- 
tinction in one sense and it is the sense under which the treatment I 
believe should be based. 

It is not the economic sense and perhaps not the legal sense under 
the code. Economically we must face that the tree and the fruit get 
all mixed up. Mr. Surrey can give all the examples necessary, but 
the other sense which I believe is fundamental is the basis on which 
our economy started. 

I could spend a good deal of time trying to find out historically what 
this distinction between capital and income is about. 

I think it is a little more than giving preference to investment trans- 
actions. I think it is part of the fabric on which our economy and 
society is based, some distinction between capital and income, however 
hazy it is there and grounded in the way in which we are conducting 
our existence. 
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Mr. CuarKk. I would like to ask Mr. Smith and Mr. Silverstein this 
question : 

I agree, as a matter of fact, that investors probably tend to regard 
long-term appreciation in investment assets as more in the nature of 
capital than of income, but when long-term appreciation is in fact 
realized, do you gentlemen feel that there is a fundamental difference 
at that point in ability to pay tax? 

Mr. Smiru. As I have already indicated, I do believe that. 

May I suggest one additional thing very briefly, Mr. Chairman, 
which perhaps will give a slightly different slant in this discussion. 
Where the long-term gain is realized and spent on consumption, then 
I think the cause for something approximating full taxation is strong, 
subject only perhaps to an averaging device. 

My concept is perhaps a somew hat pragmatic one in the sense that 
my result is based upon the proposition that typically the long-term 
realized gain is not thought of nor is it in fact used for consumption. 

This approach suggests a very real sympathy which I have been 
developing over the years with the idea that consumption taxation is 
in many respects preferable to straight income taxation, particularly 
in the existing economic circumstances, national and international. 

I would like to throw that in as an additional part. 

My proposition here is that realized gains which in fact are spent 
on consumption to me do not come fully within the concept of the 
real capital gain which I have indicated. 

Mr. Srecer. On the other hand, it is true that many people have 
unrealized capital gains and live very well as a result of borowing 
on these still not yet realized capital gains. 

They are consuming at a high rate on these relatively high unreal- 
ized capital gains. 

It seems to me that if you talk about only taxing those who like to 
spend their money after they sell a capital asset, that you are getting 
toa spending-type tax of thing. 

Mr. Smiru. It is quite true that borrowing against unrealized gains 
is a problem, and I think it is the principal problem which Mr. Clark 
did not refer to in his rollover approach. 

In my approach to the rollover, I would be sympathetic if we 
could be sure that consumption based on borrowed funds against un- 
realized gains is included in the tax base. 

Mr. Crark. However, my proposal would tax unrealized gains at 
death. Does not that cure the borrowing problem ? 

Mr. Smirn. It does not; nor am I sold on unrealized gains taxed 
at time of death. I see no sense in kicking a man twice when he is 
down. 

Mr. CrarK. I propose to kick a man once when he is dead. 

The CrarrMan. You have an ingenious solution to tax a man when 
he is dead rather than when he isalive. That is not a reason for saying 
that the tax should be imposed after death. That is a reason we might 
get less squawk out of him if we taxed him after he died. But we 
might get a real squawk out of those who inherit from him if we did 
both. If you had your rollover in effect would it of necessity require 
adjustments in his estate tax ? 

Mr. CiarKk. Yes, sir. 
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The CuarrMan. So that the overall burden might not be greater, 
the overall revenues might not be greater, but there would be a better 
distribution of revenue. 

Mr. Ciark. That is correct. 

The imposition of an income tax at death on unrealized gains, to- 
gether with the estate tax rate, would, of course, result in a single 
effective rate of tax at death. 

The CuHatrman. Mr. Mason? 

Mr. Mason. Mr. Chairman, we have been dealing in the realms of 
theory on many of these things. Personally, I do not see any funda- 
mental difference in income, no matter what the sources. 

I feel that our main problems in this field, and all the other fields of 
taxation, are brought about by the rates of taxation that we have 
imposed. 

Lower those rates and you will get rid of most of these special 
classes of things and special need for classes of things. 

I was quite interested in Mr. Steger’s illustration that I am an asset 
and that asset has been accumulating and appreciating over the past 75 
or more years, and now that asset has to pay a 40-percent income tax 
where it did not use to have to pay any tax. 

So you are taxing appreciation in this asset undoubtedly. You have 
to look at these things from a practical standpoint, but this asset that 
has appreciated has not arrived at a place where it is going to depre- 
ciate. That maybe ought to be taken into consideration, too, in our 
tax structure. 

That is all. 

The CuHatrman. Mr. Baker? 

Mr. Baxer. I have a question or two in reference to eliminating 
coal and timber royalties. 

I believe I will first address the question to Dr. Smith. 

I understood you and other panelists to say that definitely the sale 
or exchange of a piece of real estate came under the heading of “Capi- 
tal assets” or “Capital gain.” 

It is universally held, as I understand it, certainly it is in Tennes- 
see, by the courts, that coal is real estate—that is coal in the ground— 
that standing timber, unsevered, is real estate. 

When you take out the coal, remove it from the ground, you can 
sell it, perhaps by the acre, get a thousand dollars for it, or by the 
ton at 15 or 20 cents a ton. 

As for timber you can sell 100 acres of timber, say, for $10,000, or 
$10 a thousand feet when it is severed. 

Now, what is the distinction between as to why apparently you 
feel so definite that capital gain treatment should not be applied to 
coal royalties, or, as I say, the sale of coal by the ton and the sale of 
timber by the thousand feet. 

Mr. Souirn. Mr. Baker, first, I very carefully distinguished or, 
rather, I used only the term “coal royalties.” I did not include timber. 

In my longer statement in the compendium I have a reason for 
distinguishing. But, first, to deal with the broad concept, it seems 
to me that if one is selling real estate, if one starts with a thousand 
acres and sells it off in house lots, he is not selling real estate, though 
in the legal sense that may be, but he is in the business of dividing 
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up something; he is a retail merchant. He bought something in bulk; 

he is selling 1t in pieces. 
This, it seems to me, properly should be considered as ordinary 

operating income even though he is in fact dealing with real estate. 

- F Mr. Baxer. Would it break your chain of thought if I impose a 

e — question? 

Mr. Smirn. No; of course not. 

Mr. Baxer. There are a lot of cases, certainly, along the lines you 


r 


f said, in regard to selling real estate by lots. There are also cases 
\- holding that such sales can be treated as sales of capital assets and 
come under the head of “Capital gain,” assuming No. 1, that the party 

f is not in the real estate business and that it is an investment transac- 
® tion rather than an ordinary trade in business. 

You agree with that? 
1 Mr. Smirn. Yes. 

There was a provision in the 1954 code that was inserted by this 
t committee, I believe, to give objective lines of demarcation because 
b of the great controversy. 
x Mr. Baxer. There have been lots of cases on that point? 

Mr. Smiru. That is right. There is still litigation, I believe, and 
e some cases are getting favorable treatment that don’t come even under 
t those tests. 
- On timber royalties there are two or three sentences I would like to 
r read in making that distinction. 


Two sorts of transactions receiving capital gains treatment present problems 
which appear to justify some special consideration on either pragmatic or 
broad policy considerations. The increment in value of growing timber may be 
taxed at capital gains rate, even when cutting is done systematically over an 


- indefinite period of years. Income of this sort is a regular operating income 
and on grounds of equity should be taxed as such, just like coal royalties. 

But it is argued that this sort of taxation would lead to outright sale of 
| timber tracts, with a caiptal gain to the owner, and then complete and wasteful 
. lumbering operations by the cutting company which would have a high cost 
l basis for its standing timber and would receive only an ordinary lumbering 

profit taxable as ordinary income. 
" There appears to be validity in this economic argument in favor of forest con- 
4 servation. Perhaps the Federal income tax must make a special rule just as 
State property taxes had to be modified in the interests of scientific forestry in 
the timber States. But the special treatment is justified only on the basis of an 
n overriding economic objective of this sort. 
€ In the case of coal it is an ordinary flow of income from operation 
subject to a recovery of cost depletion. It seems to me it should be 
ir 


taxed on equity grounds as ordinary income and there is no economic 
consideration that overrides that. 
u Mr. Baker. Do not misunderstand me. I am talking about the in- 


O dividual or estate or corporation that simply holds the land. 

f If in fact the holder of that coal obtains his purchase price over a 
period of years by the ton rather than a flat number of dollars per 

'y acre, [ cannot see any legal distinction. 

. Mr. Surrey. Because I don’t think it is a legal distinction. There- 

r fore, the law does not enter into it. 

8 The question is: Why would Congress want to give a preferential 

d treatment to certain sales of certain property? One reason conceiv- 

h ably could be that without this preferential treatment there might be 

u an inhibiting effect on the sale of the property, for example, if in this 


1 year all the realization of the value of that property were obtained. 
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In the case of your timberlands a person can avoid that result. He 
does not have to pay in 1 year the full tax. He can stretch that tax out 
over time. He need not prepay the tax on the value. By obtaining 
payments over a period of years he is deferring that tax over the 
economic life of the asset. 

Mr. Baxer. Could he not. do the same thing by selling for a lump 
sum and taking notes over a period of 20 years? , 

Mr. Surrey. He could, but then you would narrow the question to 
whether there is a difference between installment payments and roy- 
alties. 

There is this difference, I think. In the case of the royalty payment 
the person has not severed his interest in the asset. His fortunes rise 
and fall with what happens to the use of that particular property. 

In the installment situation his fortunes rise or fall merely with 
the security of the person who is giving him the note. 

Mr. Baker. Let us go to that question. I am not sure I caught your 
wording. 

Was it “severed”; that he had not “severed” his interest in the coal? 

Mr. Surrey. I am not using that in any legal sense. 

Mr. Baxrr. Let us talk about it at the moment from a legal point 
rather than economic because I would think that sometimes you are 
right that Congress has apparently, from an economic standpoint, 
declared it to be capital rather than income. 

Now, when a landowner gives a long-term lease to a coal company, 
say a 40- or 30-year lease, he divests himself of all right to that phy- 
sical asset, that coal, to be repaid over a period of years when they 
take it out, with the usual provisions in the lease if they don’t take 
it out, say 80 percent recovery, they have to pay for the coal in place, 
and they do now. 

Years ago they did not. They have to go in there and measure it. 
If they quit and leave a space of 30-inch coal they did not mine, they 
go in there and measure and the lessee pays the lessor for it. 

So what is the distinction legally ? 

Mr. Surrey. I, having an interest in a contract as to which the 
amount of my money under the contract would depend on the fortunes 
of the coal business, I still would be a fellow interested in knowing 
how the coal business was coming along. 

Mr. Baxer. Not if you are dealing with a financially responsible 
company, because that company will pay for that coal whether they 
remove it or not. 

_ Mr. Surrey. Will my income rise if coal prices rise, or if there is an 
increase in demand for coal ? 

Mr. Baxer. In most instances, no; there may be some leases when 
there will be a percentage of profit. 

Mr. Surrey. If there is an increase in demand for coal and more 
coal is mined—— 

Mr. Baxer, It is a fixed price. 

Mr. Surrey. Fixed on production ? 

Mr. Baxer. What I am talking about is a flat amount per ton. 

Mr. Surrey. That is production, isn’t it? 

Mr. Baxer. Certainly; but as they remove it you get your money 
by the ton just like in installments. 
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Mr. Surrey. Then I will be interested in what is happening to 
coal in this country. I am interested in the fortunes of the coal 
industry. 

Mr. Baker. You are interested in real estate fortunes, too. 

Mr. Surrey. If I sold that coal land out completely and invested 
in United States Steel or General Motors, I would not be reading 
the coal reports as assiduously as I would in the first case. 

Mr. Baxker. Not if you are dealing with a financially responsible 
company because they have to pay you anyway. Regardless of how 
ack money they fal or lose or whether they can economically take 
it out, they have to pay you for that coal. 

Mr. Surrey. The amount they pay depends on the amount of coal 
they produce. 

Mr. Baxer. Not in the case I have presented to you. 

Mr. Surrey. Then I think you have given me an installment con- 
tract and not a royalty contract. 

Mr. Baker. The only question involved is when they pay the 
amount of money you receive in the case I am presenting to you. It 
is just a question of when they pay. 

I can certainly conceive of a case where a lessor and lessee would 
go in cahoots,” as you would say, to use the common term, and, in 

ect, be joint venturers. That would not be capital gains. 

The Carman. Actually, if I may, was not the theory of capital 
gains treatment of royalties in this instance developed because of the 
similarity, the great similarity, in the kind of case you are talking 
oo and the installment sale, the case that Mr. Surrey is talking 
about. 

Mr. Baker. Entirely so. 

The Cuarrman. Mr. Surrey says that in the instant case that you 
mentioned that that is more in the nature of an installment sale. Is 
that what you were saying? 

Mr. Surrey. You have a thin line here. When you get close to 
a thin line, a case on one side of it is going to look an awful lot like 
a case on the other side of the line. If the contract is such that most 
of the economic consequences of what happens to coal do not affect 
the seller, then you are down pretty close to an installment contract. 

Mr. Baxer. In other words, the case I cited assumed that to be 
the fact. It would simply be an installment contract and legally 
should come under the heading of “Capital gain.” 

_ The Carman. I had thought that is one of the reasons why we did 
it, plus the fact we had already done it for timber. 

For the life of me, I cannot see the distinction that you make be- 
tween the application of capital gains treatment in the case of timber 
if it is not to be extended to like situations. 

In the instance Mr, Baker mentions, you have the sale of coal on 
something like an installment method. How can you say that it is 
appropriate for timber to receive capital gains treatment when you 
sell a thousand feet of timber out of your stand and not say it is 
appropriate when you are selling coal on the installment sale method ? 

Mr. Smirn. Purely on pragmatic grounds and not on any principle 
or grounds of equity. 
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In either case, it seems to me, it is appropriate when you are selling 
piecemeal, your property, whether it is a thousand acres sold in 
house lots or whether it is the vein of coal in the ground sold in annual 
production or whether it is growing timber sold in so many thousands 
of board feet per year. 

Is there any justification for treating the annual flow of the re- 
curring income over and above cost depreciation as anything other 
than income. 

Now, in the case of timber, as I have indicated, the States have 
found it necessary to modify their property taxes to prevent un- 
economic forestry. 

In the same way I suggest that the Federal income tax on prag- 
matic grounds may well be modified—I am not sure it should be. I 
do not know enough about timber, but I can see the possibilities of 
arguing for justification there. 

see no pragmatic argument in the case of coal because selling a 
property outright does not lead to an uneconomic stripping of the 
vein in the way of selling a timber tract outright may lead to an 
uneconomical stripping of all the timber with no conservation prac- 
tices. That is my distinction. 

The Cuarrman. Now, we did it once because of pragmatic reasons 
and then the question arises as to whether or not we can continue 
to do it for one for pragmatic reasons without creating an undue 
discrimination in treatment if we don’t do it for the other. 

Mr. Smiru. I see no end. 

If it is not possible to stand on pragmatic grounds, I see no end 
to this matter of royalty. 

It would have to be extended to all the other mineral projects 
which would seem to me quite frankly a travesty. 

The Cuarrman. I am not arguing for one way or the other in my 
question. Iam trying to find out your thinking. 

Mr. Smirn. I think it should be dependent on purely pragmatic 
grounds and it should not be brought in or refe to on other than 
those grounds. 

Mr. Baxer. I have one other comment that I would like to make. 
The timber provision has been in the code for many years. We know 
the history of it. I believe in 1951 coal was put in partly, I under- 
stand, because Congress felt that the same treatment should apply 
to coal that applies to timber. 

Timber will replace itself in the course of 30 years and you sell 
it again. So you have another crop to sell. Now, even the greatest 
scientists, including some down in the South, have not found a way 
to grow coal. 

I think, frankly, that the Internal Revenue Service would be 
fairly justified in looking to the contract, itself, to see whether it falls 
within the category of installment sales or a joint venture. You may 
have a joint venture producing coal in the ordinary course of busi- 
ness which is not the case that I presented. 

If any other members of the panel wish to comment, I shall be glad 
to have you comment. 

Mr. Crarx. I think, Mr. Baker, if you put the problem of coal 
royalties in the terms of when a sale or exchange occurs, then the 
real problem is whether or not you have a disposition of property 
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which gives rise to a royalty on the one hand or an installment sale 
on the other. 

If coal is disposed of under a contract where, in fact, the seller’s 
return is based upon the productivity or the use or the value of the 
property, clearly for tax purposes you have something in the nature 
of a joint venture or in the nature of the receipt of royalty income, 
which cannot be justified for special treatment as a ‘capital gain. 
But if, in the limited situation which you have presented, the facts 
indicate that in reality there has been a severance of the seller from 
risk, then you have something factually in the nature of an install- 
ment sale. It seems to me that the coal royalty problem can properly 
be put in this context, not in the context that it is some kind of 
income that ought to be taxed less than other kinds of income. 

Mr. Baxer. Of course, you could remove the word “royalty” and 
call it a sale of coal over a period of years or a sale of your interest 
in the coal by the ton. There is a distinction certainly in the case 
which I presented. 

Mr. Srecer. This does appear to point up something that has been 
said here several times today. That is, if you do change the law for 
a pragmatic reason then other things are going to come along and 
try to get the same thing for equity reasons. There is the con- 
tinual confusion. It seems to me that the committee — Congress 
in the past have made many, many changes in the law for economic 
reasons or, as Professor Smith calls them, pragmatic reasons. And 
that if this were purely pointed out and realized, other taxpayers 
would not be able to come along and say they should get it for equity 
reasons because it is not that; it is strictly pragmatic reasons in 
many cases. 

But there is a very vital point here. That is, if a change is made 
for a pragmatic reason it is very, very hard to take it off after that 
pragmatic reason has stopped being true. Then it becomes inequita- 
ble, and we should make a change. So these ought to be made and 
introduced in the law very, very carefully. 

Mr. Baxer. Is it true that’ under the present existing law if the 
operating company owns the coal itself that is not treated as royalty ? 
That is the operating company owns the coal in place and produces 
its own coal, that would not be treated as ¢ apital gain ? 

Mr. Sara. No, that is ordinary corporate income. 

Mr. Baxer. So there is no question about that. So it is between 
that sold and the outright sale on the installment proposition. 

The Cuarrman. Mr. Utt. 

Mr. Urr. I know the hour is late, but I don’t want the record to 
not show some of the comments that I think should be made. I 
frankly do not feel that the panel in discussing this sufficiently repre- 
sentative of the views of the American taxpayer or of the American 
businessman. If we are going to tax capital gains as ordinary in- 
come, we actually would be taxing potential earnings of that in- 
dividual in the future, whereas when we tax ordinary income, we 
are simply taxing something that happened in the past. 

Now, the question in my mind: Is the income tax law a revenue- 
producing device, is it a device to penalize people who earn money, 
or is it a device to control business and industry along certain eco- 
nomic lines under the concept of economic planners? 





710 INCOME TAX REVISION 


It seems to me that the burden of most of the testimony today has 
been along the lines of—from whom according to his ability and to 
whom in accordance with his need. I remember that definition com- 
ing from a Communist, from Lenin. I think there is too much of a 
tendency in this country to level the earning ability of people, to 
stymie initiative, and to level the society rather than to look to the 
uncommon man and hope that every man in this society can go as far 
as he wants according to his ability, his desires, and his inclinations, 
I think that we don’t have too ra a record on which to base legisla- 
tion which will be coming before us. I will admit that there are 
probable loopholes in the capital gains tax but there certainly is a 
bigger difference in capital income than there is between ordinary in- 
come. In the case that Mr. Miller made, of an asset increasing 100 
percent over the last 10 years due to inflation, economically he is in 
no better position than he was before. Dollarwise he is in a better 
position. 

That is not true across the board. If you tax that man on the in- 
flated value where his economic position has not changed, you are 
taxing his potential earnings. Undoubtediy that investment is paying 
twice as much as it did when he bought it; therefore, he is paying a 
higher income tax on the result of that: The same as if I were em- 
ployed at $1,000 a month in 1939 and get $2,000 a month today; 
they are not going to tax my capital gain, they are going to tax 
the sale of my services. 

I think that there is a distinction and that type of inflation cannot 
be treated across the board. I have no questions to ask because I think 
I know the answers I would get to them. 

The Cuairman. Any further question? 

Let me just ask one more if I may because of the suggestions made 
that the capital gains tax itself should apply on the basis of something 
that is realized even though there is no sale or exchange of the capital 
asset. It is suggested that at time of death there may be realized 
capital gains and as a part of the transfer at time of death from the 
decedent to his heirs we might look then to see whether or not some 
treatment of the gain could be had. 

Now all of you have not commented on that as to whether that would 
be worthy of consideration or not. Some of you have said that we 
should look at it again at that time. What disturbs me about it, if we 
ever once get into this business of taxing gains when there is no sale 
or exchange, when there is no divorcement, that there really is no end 
to the application of that rule. 

It is even suggested by some that every 5 to 10 years we should look 
to appreciation in values. I wonder what legal and practical prob- 
lems we get into if we should ever once undertake any such proposal. 

Mr. Surrey. I think there are a variety of problems. One, I would 
be concerned, I think as you have indicated, Mr. Chairman, that the 
taxation of gains at death would be confused with the imposition of 
an estate tax at death. The estate tax could be so ameliorated that 
you in effect would not have achieved very much. 

I am wondering whether those who talk of taxation at death of 
unrealized gains would find any favor with a system that simply 
carried over the basis of the property so that the tax would fall at the 
time when the gain, itself, was realized, perhaps excluding from such 
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a provision a variety of minor assets such as household effects and 
the like. 

While it would extend the deferral of tax and in that sense would be 
quite a benefit, it might in the end be a better way of handling the 
matter than taxing the unrealized gains at death. 

The CuamrMman. Professor Groves, you said in your statement that 
there were capital gains that escape the capital gains tax in this situa- 
tion of death. Now the estate tax is based upon the values that exist 
at the time of death. Isn’t that true? Then how can we say that 
the gain in the asset that is included in the base for the estate tax is 
escaping taxation ? 

Mr. Groves. Of course, you would allow a deduction for any taxes 
paid on income before you valued the property of the estate. It only 
puts the person with an estate in exactly the same position as another 
person who sold his assets shortly before he died. The two taxes 
would apply. 

In both cases it would be entirely neutral. 

The Cuatrman. I see what disturbs you. It is the fact if I bought 
an asset early in my lifetime at $10,000 and then just prior to death 
converted that asset into cash, then I would have paid a capital gain 
before I died and my estate would pay the estate tax on the money in 
that instance, whereas, if I kept the asset without disposing of it at 
time of death there is only the estate tax, but the estate tax in each 
instance would be predicated upon the values that then existed. 

So I find some difference there in treatment that causes you to 
reach the conclusion that in one instance there is no payment of the 
gains tax? 

Mr. Groves. Yes. 

The Cuarmman. Whereas there is in the other just prior to death? 

Mr. Groves. Yes. In terms of the revenue of course the two taxes 
would not add up to the same amount, but in terms of equity it seems 
to me the thing to do is to compare the man who had realized his gain 
before death with the man who did not. 

The CHatrrman. You would think then that the two things should 
be coupled together. It would necessitate a reduction in the overall 
estate tax rate? 

Mr. Groves. You would have less to hand on because of the income 
tax you had paid on income you realized before death. Of course, 
this would affect the death tax base. 

The CuHairrman. How would this affect the bases in the hands of the 
heirs, the bases of the property? What would their bases be? 

Mr. Groves. The bases in the hands of the heirs would be the value 
as at time of death. 

Mr. Srecer. Mr. Chairman, on page 1271 of the Compendium I 
have a table which indicates that if there had been a tax on realized 
gains at death and estate tax put on the remainder that the total 
amount paid at death which you could call the sum of the income 
tax and the new estate tax would be 40 percent higher than the old 
estate tax. This to me seems a severe increase and in fact in the 
smaller estates the increase is approximately 100 percent. That is, 
the total tax may now be doubled, the new estate tax plus income tax 
on his unrealized gains would be doubled. Therefore, I think there 
will be some difficulties in payment of this tax. 
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Perhaps if this were spread out over a period of 10 years, as is 
presently done in certain estates now—I gather these are estates of 
holdings in small business—that perhaps over a period of 10 years, if 


it is 40-percent increase in the average estate, it is a 4-percent increase 
a year. 


The Cuatrman. Mr. Baker? 

Mr. Baxer. Is there any member of the panel who would advocate 
completely removing the capital gains provision from the code? J] 
assume there is no member. 

Mr. Surrey. What do you mean by completely removing them! 

Mr. Baxer. I mean eliminating capital gains treatment entirely. 

Mr. Srecer. You mean to make it zero or the same as regular in- 
come? You mean making it tax free? 

Mr. Baxer. As ordinary income. 

Mr. Surrey. It seems to me on that I would still like to hear, not to- 
day because the hour it late, some further discussion by economists on 
what would be the effect of that proposal on investment in this coun- 
try, given a certain rate of income tax. The issue can only be discussed 
in the erase of what the rate of income tax is. In other words, 
you have to say: If the maximum rate of income tax is so and so, then 
what is the offect of treating capital gains as ordinary income. 

With the present 90 percent rates I think one would say no, but I 
am not sure what one says if the rate is 50 percent, for example. 

Mr. Groves. I see no difference betw een dividends and capital gains 
in terms of incentive except in connection with the exchange problem. 
Otherwise there is no real gain from an economic point “of view in 
differentiation. 

Mr. Surrey. I would add to that if you were going to tax unrealized 
gains at death, then you have materially altered the situation of 
impediments on transfers because the taxpayer knows that at some 
point he has to pay that tax. 

Part of the profit belong to the Government. The investor then is 
down to the question should the tax be paid now or later. You are 
dealing here with a much smaller quantity in the case of deferment 
of tax rather than avoidance of complete tax, which is the situation 
today. 

aa if you had all those changes, a much lower rate of tax on 
ordinary income and realization at death, then you would have a 
completely different situation in which one could argue that capital 
gains should be taxed fully as ordinray income. 

Mr. Baker. Do any of you believe that the term “income” as used 
in the 16th amendment, regardless of the broad definition that I read 
into the record, from whatever source derived, that it was contem- 
plated that that would apply to the sale or exchange of capital, purely 
capital assets ? 

Mr. Surrey. The Supreme Court has so held. 

Mr. Baxer. There is no doubt that they can, but do you think that 
was in the concept that was submitted to the States ? 

Mr. Surrey. I think it was. Secondly, and I don’t want to get 
into this because it is a long discussion, there is respectable legal au- 
thority that the Congress is not limited to the 16th amendment any 
longer. 

Mr. Baxer. That the Congress is what? 
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Mr. Surrey. Its power to tax income is not limited to the power 
based on the 16th amendment. But certainly the Supreme Court has 
held that capital gain is income under the 16th amendment. 

Mr. Baxer. There is a substantial school of thought in the United 
States, we will all agree, that the capital gains tax should be com- 
pletely eliminated for economic res isons, to ‘stimulate trade, release a 
lot of frozen assets and so forth. 

Does any member of the panel advocate that ? 

Mr. Miiter. It seems to me that we advocated, partially at least, 
that the tax not be eliminated but it could be postponed so long as the 
proceeds from the sale of the asset were reinvested within a ‘certain 
period of time, so that it would remain at the risk of the economy. 

Mr. Baker. Which would be in line with what Congress did to the 
owner of a home, the same principle that you apply to that, all assets? 

Mr. Miutzer. That is right. 

The CHatrrMan. Any further questions ? 

Gentlemen, let me again thank you for being with us this morning. 
We appreciate your doing so and the efforts that you have made to 
stimulate our thinking. Thank you so much. 

Without objection the committee adjourns until 10 a.m., Monday. 

(Whereupon, at 12:50 p.m., the committee recessed, to reconvene at 
10 a.m., Monday, the 7th of December 1 1959.) 
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MONDAY, DECEMBER 7, 1959 


House or REPRESENTATIVES, 
ComMMITTEE ON Ways AND MEaNs, 
Washington, DC. 

The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chairman 
of the « “ommittee ) presiding. 

The CuHamman. The committe will please come to order. 

This morning we continue our discussion of specific elements in the 
computation of taxable income by looking specifically at pensions and 
other employee benefit plans. 

Our panelists this morning are Dean Erwin N. Griswold, dean of 
law, Harvard University. 

Prof. Keith Morrison, professor of law, University of Texas. 

Dean John McConnell, dean, Gradu: ate School, Cornell University. 

Joseph Seligman, Jr., attorney, S San Francisco. 

John Dyer, consulting actuary, Philadelphia. 

Leonard Lesser , AF L-O 10, , Washington, D.C. 

Frank Cliffe, H. J. Heinz Co., Pittsburgh, Pa., and Mr. Allen D. 
Marshall, General Dynamics, New York City. 

Mr. Cliffe and Mr. Marshall collaborated in the preparation of 
the paper for the compendium and they will appear together and 
jointly read the summary of that paper. 

In keeping with our previous practice I will ask each member of the 
panel to summarize this morning the paper previously presented to 
the committee and included in the compendium. 

Our first panelist this morning is Dean Griswold. 


We appreciate so much having you with us today and you are 
recognized, sir. 


STATEMENT OF ERWIN N. GRISWOLD, DEAN OF LAW, HARVARD 
UNIVERSITY 


Mr. Grisworp. Mr. Chairman and members of the committee, my 
paper dealing with stock options is included in this group of pension 
and other employee benefit plans because I suppose it has something 
to do with employee benefits. 

On the other hand it has very little relation to the pension plans 
which are the topic of most of the other papers and it seems to me that 
it should be made clear at the outset that what I am going to refer to 


is a rather different sort of thing than most of the other panelists are 
dealing with. 


715 








716 INCOME TAX REVISION 


I have filed a summary of my paper and I hope that that may be 


submitted and that I may make some brief oral remarks supplemen- 
tary to it. 


The Cuarrman. Without objection, your paper will be included in 
the record this morning. 


Mr. Griswoip. Thank you, Mr. Chairman. 
(The statement referred to follows :) 


THE MyYsTerious Stock Oprion 


Statement by Erwin N. Griswold, dean, Harvard Law School, before the 
Committee on Ways and Means, on Monday, December 7, 1959 


This is a great country, founded long ago, and long continued on the basis of 
equality of opportunity and treatment. In modern times, the income tax is an 
essential part of our economic and governmental structure. It is of first im- 
portance that the income tax be fair and nondiscriminatory in its operation. 

From this point of view, there is one feature of the present income tax law 
which appears to merit careful reexamination. This is found in section 421 
of the 1954 code, and relates to “restricted stock options.” Most people know 
nothing about this provision, but for a selected few it has provided a strikingly 
effective escape from the impact of high tax rates. Very little is known about 
the details of the operation of this provision, but there seems to be reason to 
believe that the benefits which it has provided are of the order of hundreds of 
millions of dollars, to a relatively small number of persons. 

Stock options are inherently discriminatory. They can be limited to one 
employee or a few employees, and ordinarily are. They can be granted in very 
large amounts, without any of the mild safeguards against discrimination which 
are provided in the case of pension plans. Indeed, I think it can fairly be said 
that they are somewhat insidious in their operation and effect, for they operate 
mysteriously and quite haphazardly. Whether they are actually worth anything 
turns on the fluctuations in the value of the stock. Whether they are taxable or 
not depends upon many technical considerations. Although they are usually 
authorized by stockholder action, very little is known about the extent to which 
they are exercised or the extent of benefits which have actually been obtained, or 
are potentially available to the favored recipients. 

No matter how one looks at it, the benefit obtained from stock options prior to 
their exercise has no capital element in it. If it has any justification at all it is 
as compensation, and compensation cannot fairly be taxed to some persons at 
the special capital gain rate when it is ordinary income to other people. It is 
said that stock options are justifiable because of the incentive that they give to 
key executives; but this will not stand up against analysis. Indeed, as the 
law is written, stock options are least useful in small companies where they 
might possibly have some justification on the basis of incentive. In fact, stock 
options are usually used by large companies, whose stock is listed on an ex- 
change, and where variations in the value of the stock are much more likely 
to be due to general market conditions than to the activities of any individual. 

The stock option is a “heads I win, tails you lose’ device. The corporate 
officer who has an option has nothing at risk; he has made no investment. If 
things go badly, he suffers no loss. But if things go well, he gains, often very 
heavily. Even then, in many cases, he need take no risk. This is a one-way 
lottery which is understandably attractive to those who are favored by it. 
That such an arrangement has any place in a properly planned tax system is 
hardly clear. 

One thing should certainly be done, and that is to put together more in- 
formation than is now available about the actual operation of stock options 
under this provision of the tax law. It is hard for the individual citizen to 
get this information, but it could be compiled by the Treasury Department or 
by the staff of the Joint Committee on Internal Revenue Taxation. From an- 
other point of view, the situation should also be carefully investigated by the 
Securities and Exchange Commission. The notice and information now avail- 
able to shareholders, particularly with respect to the exercise of options and 
the extent of the benefits obtained, does not now seem to be adequate. 

It seems likely that such an investigation would show that the provision for 
stock options without present tax, and with possible eventual tax only at 
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capital gain rates, has in fact been the basis upon which a number of modern 
American fortunes have been founded. The establishment of such fortunes is 
not necessarily bad in itself. However, if the provision is sharply discrimina- 
tory, it raises questions as to why some segments of the population should have 
tax-free income while others pay high rates of tax on much smaller incomes. 
It is clear that the problem would be greatly reduced if tax rates generally 
could be lowered. It might well be that one sound and effective way to achieve 
that end would be to eliminate the escape from taxation of large amounts of 
income, essentially compensatory in nature, derived through stock options. 

Mr. Griswotp. I have entitled my paper the “Mysterious Stock 
Option,” because it seems to me that this provision of the code, section 
421 of the 1954 code—but it was not new in the 1954 code; it goes 
back to 1950—that it does provide some of the most strange and won- 
derful and often very substantial benefits to individuals that are found 
in the tax law. 

Now, I have no objection to benefits to individuals. It does seem 
to me somewhat odd, however, when those benefits are provided in a 
way which is almost utterly haphazard, sometimes in spectacular 
amounts and almost always without any publicity or even any knowl- 
edge as to just what the tax consequences are, 

I have developed in some detail in my printed paper the various 
aspects of this mystery. 

Ihe basic thought faland stock options is that they are a means of 
providing incentive to employees and that they are a way to enable 
employees to share—though just why they should share tax free or 
largely tax free, I am not entirely sure—in the benefits which they 
bring to companies with which they are connected. 

As a practical matter, however, these benefits vary enormously and 
almost. never can be shown to have any ascertainable relationship to 


the contributions made oy the employee. 
< 


One of the rather striking things about the benefits is that they are 
of little benefit in the small companies where the incentive idea might 
have some real validity—a family corporation where the old manage- 
ment has got to the place where it needs to retire and they have to 
bring a new man in and they haven’t the money to compete against 
the big corporations for executive talent and they can say, “Well, look, 
this is a wonderful proposition and we will give you options under 
which you can acquire a substantial amount of stock if you make it 
good.” Now as far as I am concerned I can see some merit and benefit 
in such a scheme, but by and large section 421 won’t work in such a 
case because in the case of a closely held company it is very difficult 
to determine the fair market value of the sok and unless the option 
price is at least 85 or 95 percent of the fair market value it will not be 
a restricted stock option, 

On the other hand, in the case of large companies with securities 
on the market, fair market value is readily ascertainable, there is no 
problem about making the option surely a restricted stock option, and 
large benefits have in fact Nee conferred upon employees through 
restricted stock options in situations where it is almost demonstrable 
it seems to me, that their individual efforts cannot have had any ap- 
preciable bearing on the increase in the market value of the stock 
which has been, in fact, due to general market conditions rather than 
to their own efforts. 

Since my paper came out I have come across two items which seem 
to me to be relevant on this matter. 
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One is an article in the Philadelphia Evening Bulletin for Novem- 
ber 12, 1959, in which there is a reference to stock options proposed 
by a company called Duffy-Mott Co., Inc. 

One of the large stockholders is there quoted as being opposed to 
these options which provided 14,000 shares for the president of the 
company who already owned 66,000 shares. 

The stockholder who is opposed to that says he finds it very dif. 
ficult to see how the president of the company will have more incen- 
tive from 14,000 shares more when he already owns 66,000 shares, 

The other item which I have received came to me as a direct conse- 
quence of the publication of my paper. It is a study put out last 
August—I knew nothing about it until my paper appeared—by the 
research section of the industrial union department of the AFL-CIO, 
It is called “The Stock Option Scandal.” 

Now, I have not put such a word on my paper. I have said that 
I think this is something that ought to be stressed and looked into 
and that we ought to know much more about it than we do know. 

I would not offer this report as my final view or as in any sense 
my work, but it does seem to me to be the sort of thing which this 
committee and the Securities and Exchange Commission and others 
should investigate so that we know more about the actual opera- 
tion of stock options and the benefits which they have provided. 

Now, according to this report for which I do not vouch, but I 
have read it and I find no apparent flaws in it—I think it would be 
very fine if people who don’t agree with it were given an oppor- 
tunity to make reply—but according to this report in six companies 
the benefits already received through stock options and the poten- 
tion benefits, that is, the capital gains already accrued on the basis 
of current market values, although the shares have not yet been sold, 
but benefits actually held by individuals who have received stock 
options, in only six companies in this country amount to $548 million. 

Those have panels been received by somewhere between 500 
and 1,000 persons, which on that basis would be an average—note 
that—an average of between $500,000 and a million dollars, each, 
which has not been publicized and has not been taxed except to the 
small amount, relatively small amount, of capital gains tax with 
respect to the shares which have been sold. 

Last year this committee and the Congress spent an enormous 
amount of time and effort—I think it was probably inevitable—on the 
subject of life insurance company taxation, an extraordinarily difli- 
cult problem, and yet the amount involved with simply six companies 
here in taxes is about as much as would be involved in a year’s taxes 
of all the life insurance companies in the country and the taxes on 
life insurance companies for the most part, and with qualifications, 
fall on a great many rather small people, whereas here we have a 
very large amount of compensation—and I say compensation because 
it is compensation no matter how you look at it—being made avail- 
able to a very small and select and favored group of American people. 
I was about to say “American taxpayers,” but here because they are 
favored as to these items they are not taxpayers. 

There are many facets and angles to this. 

I do not try to state any final conclusions in my paper. I do say 
that this is an area into which it seems to me this committee and 
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other agencies of the Government, such as the Securities and Exchange 
Commission and the Treasury Department, should inquire very care- 
fully to see whether we have not opened the doorway far too widely 
here, and if we do not provide much too easy and a very haphazard 
means of escape from taxation for people who already have very large 
incomes. 

Thank you, Mr. Chairman. 

The CuarrMANn. Thank you, Dean Griswold. 

Our next panelist is Professor Morrison. 

Professor Morrison, we are pleased to have you with us this morn- 
ing, and you are recognized, sir. 


STATEMENT OF KEITH E. MORRISON, PROFESSOR OF LAW, 
UNIVERSITY OF TEXAS 


Mr. Morrison. Mr. Chairman, it is a privilege for me to have the 
opportunity of participating in the panel today on the subject of pen- 
sions and other employee benefits. 

I had understood that Dean Holland would summarize the present 
tax differentials among those taxpayers who perform personal serv- 
ices. Briefly, there are three major classes of taxpayers who perform 
personal services. 

First, those employees who benefit under qualified plans enjoy a 
sharp, favorable tax differential for retirement and other employee 
benefits. In the second category are those employees who are not 
covered under qualified plans. They perform personal services, but 
are classed as ordinary taxpayers. In the third category are the self- 
employed. ‘They also perform personal services as self-employed 
individuals. The opportunity of participating in qualified plans is 
not available; they are classed as ordinary taxpayers. 

The objective of the committee is to obtain an expression on the 
fundamental issues underlying the statutory provisions of the Internal 
Revenue Code. I have, accordingly, examined the topic for today’s 
discussion from the viewpoint primarily of three basic factors. 

First, income alone is not a satisfactory measure of individual 
capacity to bear taxes. 

If income is selected as the measure of taxable capacity, equity 
requires that a tax differential, in one form or another, be made be- 
tween income earned by personal services and income attributed to 
capital wealth. 

— principle of equality of taxation, as stated by John Stuart 
Mill— 


. requires that a person who has no means of providing for old age, or for 
those in whom he is interested, except by saving from income, should have the 
tax remitted on all that part of his income which is really and bona fide applied 
to that purpose.? 

This major objective has not been achieved in the United States. 
Among those who earn income by performing personal services, the 
tax treatment is not equal. That is, an unfavorable income tax differ- 
ential bears heavily against the self-employed and against those em- 
ployees who do not participate in qualified pension plans. 





* Mill, “Principles of Political Eeonomy,” book V, ch. II, sec. 4. 
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Moreover, as to the provisions for qualified pension plans, some em- 
ployees are entitled to the very favorable long-term capital gain rates 
and some income from personal services is subject neither to income 
nor to estate taxes. 

The second basic inquiry is an analysis of the effects on the market- 
place and on individual freedom of choice. 

It is increasingly clear that the net income tax is not neutral in its 
effects upon the market, that the tax on net income as defined by the 
statute substantially affects economic conduct, and that individuals 
are active in selecting methods which minimize income tax costs. 

The present provisions for tax-sheltered savings tend: First, to es- 

tablish a corporate form for the economy; they discriminate unfavor- 

ably against self-employment in business, in agriculture and in the 
professions. Second, the present statutory provisions impose a re- 
straint on the mobility of labor; they discriminate unfavorably against 
the individual who moves from one employment to another. Third, 
the present provisions impose a form of wage control on both employer 
and employee. ‘That is, certain provisions are not related directly to 
the fiscal objective of raising revenue nor to the objective of encourag- 
ing the individual employee to provide savings for his retirement. 

In any discussion of taxation it is extremely difficult to analyze sep- 
arately the effects and merits of legislation. Those who favor in- 
creased Government regulation and control, in contrast to individual 
decision in the marketplace, may of course have a different point of 
view. They may be inclined to deny, minimize, or be indifferent to the 
effects of taxation in the marketplace. Others who in general would 
favor the operation of a free market may reject the application of its 
principles to legislation for retirement. 

A third major inquiry is whether the provisions for tax-sheltered 
savings for retirement contribute favorably to economic growth and 
to stability of the general price level. 

I have not rated these three basic factors, Mr. Chairman, in order of 
importance. They are all aspects of one problem. At the present 
time, however, the immediate interest generally may be directed to 
issues of economic growth and stability of the general price level. 

Individual taxpayers who may participate in qualified retirement 
plans are confronted with alternatives: either to pay a tax on all in- 
come or to divert current earnings into tax-sheltered savings for re- 
tirement. Under these circumstances tax-free savings provide incen- 
tives to perform additional work and to postpone both leisure and 
consumption. 

These and other economic effects illustrate fundamental differences 
between a tax imposed at the time when income is earned and a tax 
imposed at the time when savings are spent during retirement. Al- 
though these differences have not yet attracted w idespread attention, 
there continues to be a rapid increase in the total number of qualified 
plans, in the size of the annual contributions and in the aggregate ac- 
cumulation of tax-free retirement funds. It is therefore timely to 
consider the effects of the present provisions on economic growth ‘and 
on the stability of the general price level in order to determine whether 
to modify the provisions for tax-free savings or to extend their ap- 


plication to all persons who earn income by performing personal 
services. 
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Thank you, Mr. Chairman. : 

The Cuatrman. Thank you, Professor Morrison. 

Our next panelist is Dean McConnell, 
We are pleased to have you with us today, and you are recognized, 


sir. 


STATEMENT OF JOHN McCONNELL, DEAN, GRADUATE SCHOOL, 
CORNELL UNIVERSITY 


Mr. McConneuu. I appreciate the opportunity of participating 
with this panel in calling attention to the House Committee on Ways 
and Means certain aspects of the present tax legislation as it affects 
pension plans. ; 

I would like to confine my remarks, Mr, Chairman, to Just one or 
two aspects of the present application of tax laws to pension plans. 

In the first place, the fact that contributions by employers to 
qualified pension plans are tax deductible has led to certain inbal- 
ances in the development of pension plans and certain inequalities 
as they apply to careiae, 

The fact that employer contribution are tax deductible, has led 
to an emphasis in collective bargaining plans on employer-pay-all 

lans. 

While it has been shown that contributory plans pay a more sub- 
stantial benefit that the employer-pay-all plans, if it is desirable that 
retirement income be increased, it would seem to me that some re- 
arrangement of tax legislation in order to encourage contributory 
plans rather than noncontributory plans would be desirable. 

There is also an alleged inequality between those who are covered 
by employer plans where the employer contribution is substantial 
and those who are not covered by such plans, or those who are self- 
Ee and who have no opportunity for participating in employer 
plans. 

It seems to me that this situation might be corrected if the con- 
tributions of employees were made tax free and also that some 
limited opportunity be provided for those who are not covered by 
employer plans to make contributions on their own behalf to an 
accepted retirement plan. 

But I think the limitation ought to be rather severe and also that 
the lump sum provision for settlement of retirement plans be modi- 
fied in order to prevent their being subjected simply to the lump 
sum provisions of the present tax law under banthal iden tax. 

I would like to suggest, also, that the present arrangement for 
determining the qualified nature of a pension plan has created an 
illusion, that a large number of employed persons who are covered 
by private pension plans are likely to receive benefits under such 
plans. 

This illusion, I believe, has had a depressing effect upon the dis- 
cussions of increases in benefits under the old age and survivor’s 
Insurance program because there has been the assumption that people 
were entitled not only to a public pension, but also to a private 
pension as well. 

As a matter of fact, so long as the present private pensions lack 
any form of sound vesting provisions, it is unlikely that very many of 
those now covered by private pension plans will ever receive a benefit. 
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But the general public I think believes that these private pension 
plans are likely to be widespread and that people covered by them will 
receive a benefit and, theretote: there is less insistence that the public 
plan, the old age, survivors and disability program, be adequate. 

It has been said that mobility of people tends to change with age, 
that the younger employees move rather rapidly, but the older an 
employee gets, the less likely he is to change jobs. 

To some extent that is true, but the figures available indicate 
pretty clearly that there is still a considerable amount of mobility 
among older people, particularly those age 45 to 64, not so much be- 
cause of desire to change jobs, but because the changes in our economic 
society have required changes in jobs. 

We are witnessing today a considerable amount of change in loca- 
tion of industry, a change in technology, in the organization of busi- 
ness enterprise and in the number of firms, particularly in the older 
industries, going out of business, 

Consequently, we have had, particularly in the Northeastern States 
in the United States, a Seb aants number of communities where 
employees above the age of 45 have found it almost impossible to 
become relocated in industries which provide any security. 

For those individuals, vested pension plans are a necessity, other- 
wise they have no protection for old age other than the accumulated 
benefits they have under old age and survivor’s insurance. 

Finally, I would like to mention the fact that the tax status of 
the pension benefit plans is somewhat inequitable. The public pension 
program provides a tax free benefit, whereas the benefits under private 
pension plans are taxable so far as the employer’s contribution is con- 
cerned, and the earnings on the fund of that private pension plan. 

If it were possible to establish a system of tax free contributions for 
covered employees, both to the old age and survivors insurance pro- 
grams and private pension plans, it would seem to me to be equitable 
to tax the benefits derived from both the public and the private retire- 
ment systems. 

It would then be necessary to establish a certain personal tax 
exemption level perhaps at a higher level than the present double 
exemption for persons over 65. 

At the present time a married man over the age of 65 can receive 
a deduction of $2,400. 

This might have to be raised if pension benefits were made taxable 
in order to assure the individuals over the age of 65 that they had an 
adequate income for retirement. 

My final suggestion is that because our provisions for older people 
have become so complex and have doveieunlt in such piecemeal] fashion, 
that it is high time that we reorganized our provisions for older 
sat ny both with respect to the tax structure and in regard to the 
public and private benefits system. 

I would strongly urge that some governmental agency, perhaps this 
committee, assume the responsibility for coordinating and developing 
a more systematic way of handling the problems of older people. 

Thank you. 

The Cuatrman. Thank you, Dean McConnell. 

Our next panelist is Mr. Seligman. 

Mr. Seligman, we are pleased to have you with us today, and you 
are recognized, sir. 
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STATEMENT OF JOSEPH L. SELIGMAN, JR., ATTORNEY, SAN 
FRANCISCO, CALIF. 


Mr. Sexigman. Thank you, Mr. Chairman. 

Members of the committee, I am honored to have been invited to 
participate in this study, as a member of the panel considering the 
taxation of pensions and other employee benefit plans. 

My name is Joseph L. Seligman, Jr. I am an attorney in private 
practice in San Francisco, specializing in the legal and tax problems 
of employee benefit programs. 

Today these plans are a vital part of our economic life. They pro- 
vide a measure of economic security to most Americans and a source 
of investment capital to private industry. 

Behind their growth and development lies man’s unrelenting search 
for physical and economic security. While this search has provided a 
relatively constant motivating force over which Congress apparently 
has little, or no direct, control, our Federal tax laws, over which 
Congress has complete control, have provided the incentive and the 
mold responsible for the recent rapid rate of growth and the present 
form of employee benefit plans. 

If you believe as I do that one of the important manifestations of the 
basic conflict of our time is the rivalry between security provided 
and enforced by the State and security earned and enjoyed by the 
individual—the security of the slave and the freedom of our fore- 
fathers—it becomes imperative that Congress exercise its control over 
our tax structure to foster the development of economic security with- 
out the destruction of liberty. 

To achieve this we must give more than lipservice to the traditions 
of our past. We must provide a climate which affirmatively encourages 
a resurgence of individual freedom and equality of opportunity, of 
self-reliance and initiative, of personal thrift and honesty, so that these 
qualities can continue to be the dominant influences of our national 
life. 

To do this is to place on the individual, rather than on Government, 
the primary burden and responsibility of providing economic security 
for the family unit in the event of the retirement, unemployment, sick- 
ness, accident, disability, or death of the wage earner. 

To this end our tax laws should first encourage personal savings and 
other individual retirement arrangements as more consistent with 
individual freedom than group or Government plans. 

However, it has become apparent that individual effort alone cannot 
provide adequate retirement security in an industrialized and urban- 
ized society. 

It is, therefore, necessary to promote the growth and development 
of voluntary group plans, and especially those which require and re- 
ward contributions oe the individual participants. 

To the extent that both individual and group plans still cannot do 
the full job, social security must be continued, but I believe it to be 
hecessary and desirable only as a supplment to individual and group 
retirement plans, to provide a minimum retirement security for those 
who would otherwise be destitute. 

_ Without sacrifice to these objectives, our tax laws must strive for 
sunplicity, clarity, and equity so that the tax consequences can be 
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understood and administered with a minimum of ill will, dishonesty, 
controversy, and governmental interference. 

Tested against these broad objectives, I believe that our basic ap- 
proach to the taxation of employee benefits is sound. I favor the con- 
cepts of qualified retirement plans and restricted stock option and the 
existing tax treatment of the income, gains, and benefits received by 
and from such plans. 

I would certainly retain all of this without substantial change. 

I cannot agree with Dean Griswold that stock options are either 
mysterious, haphazard, or granted without publicity. 

I do agree there is a real need for a safe hel of fixing a fair 
market value of the stock of closely held corporations. 

In my written statement I have tried to explain and explore this 
matter more fully. 

In the interest of time I will not go into it any further at this 
moment. 

In the application of the qualified retirement plan doctrine there 
are, I think, areas where the result is inequitable and often confusing. 
I would, therefore, recommend amendments. 

Concerned as I am with the paramount importance of encouraging 
individual freedom and its attendant responsibilities, one change 
stands out significantly above all the others. Within appropriate 
limits I think that all contributions by an individual to any form of 
retirement program should be made currently deductible, and all 
retirement income should be taxed upon receipt without distinction 
in either case between individual, group, and Government programs, 
including social security. 

Because of its immediate adverse affect on current revenue and the 
popular belief that contributions to social security are more akin to 
other taxes than to other retirement plan contributions, I do not antic- 
ipate the immediate adoption of this proposal. 

Nevertheless, I suggest that it is the ultimate goal toward which 
all of our tax planning in this field should be directed. Its adoption 
would stimulate the growth of individual plans and contributory 
group plans, thereby lessening the pressure for further expansion of 
social security. 

By providing a uniform and equitable basis for the taxation of all 
retirement contributions and benefits, it would permit significant 
simplification of the existing law and regulations. After a few years 
it should not materially decrease the net tax revenue. 

As a most desirable first step toward this goal and to eliminate an 
existing gross inequity, I urge immediate enactment of individual 
retirement legislation such as the Simpson-Keogh bill, H.R. 10, with 
whatever reasonable compromises become necessary to expedite favor- 
able Senate action. 

In addition to this rather fundamental change, I would recommend 
amendments to implement and clarify the present law in the following 
respects: — 

1. To establish realistic criteria for the qualification of negotiated 
welfare, pension, and supplemental benefit plans, and the appropriate 
taxation of the income they receive, and the benefits they distribute. 
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While the law should not encourage the protracted use of escrow 
funds pending the final adoption of provisions necessary to qualifica- 
tion, nor facilitate the creation of plans which are socially undesirable 
or actuarially unsound, an employer's involuntary contribution made 
pursuant to a collective bargaining agreement should be deductible 
when made, whether or not a qualified plan then exists. 

To clarify and simplify the existing provisions applicable to the 
taxation of qualified retirement plans, especially i in those areas where 
interpretations of the Commissioner of Internal Revenue are causing 
widespread controversy and dissatisfaction. 

I have in mind general problems such as those resulting from— 

A. The Commissioner’ s artificial and unnecessary distinction 
between pension and profit sharing plans; 

B. His refusal to accept the clear restriction on his discretion 
imposed by section 401 (a) (5) which states that— 

“a classification shall not be considered discriminatory * * * merely be- 

cause it is limited to salaried or clerical employees, and 
C. His insistence that an employer's irrevocable contribution 
to an unqualified plan is never deductible at any time if the em- 

, Ployee’ s rights are forfeitable when the contribution is made. 

To expand the provisions of section 402(a) to exclude from tax 
at the time of distribution the unrealized appreciation in all securities 
distributed in kind by the trustee of a qualified retirement plan. 

I know of no reason for the present limitation to securities of the 
a er. 

To provide a feasible method to determine with safety the fair 
mi ian value of unlisted and untraded stock so that small companies 
can use restricted stock options. 

In conclusion, the very recent origin of employee-benefit plans as we 
know them, their variety and complexity, their present size and rate 
of growth in terms of coverage, annual cost and accumulated reserves, 
their effect on industrial relations and investment markets, their inter- 
relation with social security and other Government programs, all 
portend problems for the future, the scope of which we are only 
just beginning to visualize. 

Cutting across so many aspects of our economic life, these plans 
are already subject to unnecessary and sometimes conflicting regula- 

tions by many unrelated Federal and State agencies, none of which 
can have adequate knowledge of the overall problems. 

I therefore suggest the establishment of a citizens’ advisory com- 
mittee of employee- benefit plan experts to study the present and 
future impact of these plans on our national welfare and economy, 
and to assist all legislative and executive branches of government in 
the formulation and administration of one cohesive policy that would 
permit the maximum useful development of employee benefit plans in 
the national interest. 

Thank you. 

The Cuarrman. Thank you, Mr. Seligman. 

Our next panelist is Mr. Dyes: 

We are pleased to have you with us this morning, and you are rec- 


ognized, sir. 
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STATEMENT OF JOHN DYER, CONSULTING ACTUARY, 
PHILADELPHIA, PA. 


Mr. Dyer. Thank you, Mr. Chairman. 

For over 20 years my career has been employee benefits, private 
pensions in particular. 

Therefore, I am particularly grateful for this opportunity to come 
here and present a few views on what I feel is right and what I feel 
is wrong about these important tax aspects of employee benefits. 

My first and most important point is that the principle of deferment 
of taxation on income irrevocably saved for old age is not only a 
sound and reasonable principle, it is a principle essential to the pres- 
ervation of free enterprise in our industrial economy, and with our 
graded tax system. 

Elimination or substantial curtailment of the application of this 
principle would, in my opinion, so depress the incentives for saving 
for old age as ev easicanll to bring about the virtually complete 
dependence of all of the aged upon the working taxpayers for 
subsistence. 

In other words, an expanded social security would ultimately over- 
shadow private pensions and other forms of long-term private savings. 

Today this need for tax deferment on retirement savings is fulfilled 
only for employee groups, under employer-sponsored plans which are 
qualified by meeting certain conditions as to irrev ocability of benefits 
and nondiscrimination of coverage. 

In general, I am in sympathy with these qualifying conditions, al- 
though I feel that they could well be reexamined as to their detailed 
application. 

I have commented in detail upon only one aspect of the present tax 
treatment of qualified employer sponsored retirement plans, the treat- 
ment of lump-sum settlements in lieu of pensions. 

I am convinced such settlements should be permitted under private 
pension plans, without substantial tax penalties. 

Admitting that such payments are not true capital gains, but, 

rather, are commuted pensions and should theoretically be taxed as 
such, I feel that the capital gains treatment is a reasonable and work- 
able approximation to the theoretically correct treatment, and should 
be retained. 

I do suggest that similar treatment be extended to partial liquida- 
tions of pension rights, in order to avoid the undesirable impact of 
the present provisions, which in effect require liquidation on an all-or- 
none basis. 

I have discussed the need for broadening the principle of tax defer- 
ment upon retirement savings to cover a larger portion of the 
population. 

Apparently we are nearly all in agreement that tax deferment 
privileges should be extended to the self- employed, and to others who 
are not covered under qualified employer-sponsored plans. 

My specific suggestion, as a first approach to this necessary elimina- 
tion of an important discrimination in our tax laws, is to allow tax 
deduction for one-half rather than all of the funds set aside for retire- 
ment purposes by qualified individuals, 
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Another possibility which I suggest is to extend to unincorporated 
employers the right to participate in qualified plans which they may 
set up for their employees, but I do not visualize this as in any sense 
a complete solution to the problem. : 

My final suggestion is that Government-financed pensions, social 
security, railroad retirement and veterans’ pensions, be subject to 
income taxation on the same basis as are the pension benefiits provided 
through private means. 

While I am not opposed to giving older people, who are living on 
reduced income, an income-tax break, I feel that this should be accom- 
plished uniformly, through special personal exemptions and deduc- 
tions that may be adjusted from time to time, rather than through the 
wasteful and discriminatory process of declaring certain income tax 
free solely on the basis of its source. 

Thank you. 

The Cuarrman. Thank you, Mr. Dyer. 

Our next panelist is Mr. Lesser, and we appreciate very much 
having you with us this morning. 

You are recognized, sir. 


STATEMENT OF LEONARD LESSER, AFL-CIO, WASHINGTON, D.C. 


Mr. Lesser. Thank you. Mr. Chairman and members of the com- 
mittee, in the paper which I have submitted I have treated pension 
programs, employee-pension program, and made certain comments 
thereto that I will summarize. 

[ have treated very briefly restricted employee-stock options. 

I did not go into that in too much detail, although I did recommend 
that the treatment of the gains resulting from the exercise of stock 
options as capital gains should be eliminated. 

I shall ge glad to make available to the committee a copy of the 
industrial unions’ department survey on stock options referred to by 
Dean Griswold. I will see that copies are sent up to the committee. 

The CuHatrman. It would be helpful if you would provide members 
of the committee, Mr. Lesser, with copies of that study. 

Mr. Lesser. All right. 

The third point 1 go into in my paper, and I would like to talk 
about it a couple of minutes here, is the question of the provisions of 
the code providing exemptions to employee-benefit plans, particularly 
in the field of health. 

In this whole area certain rules, regulations, and interpretations 
have grown up providing that certain types of programs are exempt 
organizations. For example, hospitals may be exempt as charitable 
organizations, yet a program which provides both hospital and medi- 
cal care benefits is under most circumstances held not to be exempt. 

Now, I think this whole area needs to be clarified if the develop- 
ment of voluntary health programs is to proceed in a logical manner. 

Now, in connection with the employee pension programs, I stress 
that in the reexamination of the present tax provisions it is important 
to consider the reasons why certain tax advantages have been given 
to employee pension programs and to see that the tax advantages 
Which are given by the law are limited to those which are necessary 
to further the growth of sound pension programs. 
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In my paper I indicate that I believe that the present provisions 
prov iding deductions to employers for contributions to qualified pro- 
grams and for. the deferment of the tax on the individual benefic lary 
until he receives a benefit are sound. 

I do not believe that the present tax provisions providing for 
long-term capital gains treatment to lump-sum payments in pension 
programs are sound. 

It seems to me that this lump-sum payment is merely a form of 
savings and should be treated like all other forms of savings and 
should be taxed accordingly. 

The thing that disturbs me most is that because of the favored tax 
treatment which is given to lump-sum payments there is a tremendous 
pressure to convert a program from paying periodic monthly bene- 
fits upon retirement to a program which will give an immediate cash 
benefit, either at the point of retirement or sooner. 

I think that the tax laws should encourage programs which provide 
for the periodic payment of monthly benefits. 

I think the sound development of private pension plans is impor- 
tant with the changing character of our society and the growing num- 
ber of aged persons. I believe, however, that the existence of this 
favored treatment for lump-sum payments discourages the devel- 
opment of sound programs. Too often, in negotiation of pension 
programs and in talking about pension programs with employees, 
potential beneficiaries, in their eagerness to get a sum of money in 
cash, have pointed out if we get it asa lump sum we get long-term 
capital gains tax treatment rather than having to pay normal income 
tax rates on monthly benefits as they are paid out. 

Now, the other point which I go into and about which I seem to be 
in disagreement. with most of the other members of the panel is the 
question of extending the favored tax treatment to persons not cov- 
ered by private pension programs. 

I am not in favor of the extension of favored tax treatment to per- 
sons not covered by private pension programs. My main reason is 
that I think if such provisions were enacted they would have to be 
enacted to cover not only people who cannot be covered under private 
pension programs, such as the self-employed, but persons who could 
be covered under private pension programs but who are not. There 
would be no equitable basis to deny them a tax deduction if they set 
up individual retirement programs. 

I think the effect of such provisions would be to discourage the 
adoption of broad based pension programs. The present tax laws 
provide that if a pension program is to be qualified it must be non- 
discriminatory and cover a certain percentage of all employees or 
groups of employees. 

I think if any individual can set aside money and receive a tax 
deduction for it, the incentive to establish broad based pension pro- 
grams will be eliminated. 

Now I do think that there is a problem with respect to the self- 
employed, who, for example, under present tax regulations cannot be 
covered as employees. I would recommend that the tax laws be 
changed to permit the individual proprietor, the self-employed part- 
ner, to be treated as employees under nondiscriminatory broad based 
pension programs, That would mean that if they want to make pro- 
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visions for themselves for their old age they would also have to do it 
for their employees; and the tax law would not encourage them to 
establish a program for their own old age without doing the same 
thing for their employees. 

Also, to take care of these persons I would suggest that the cover- 
age of the Social Security Act be expanded to cover some of these 
very groups who are the most vehement in claiming discrimination 
and inability to provide for their own old age. 

I would like to repeat one point. At the conclusion of my paper, 
I talk about this problem of exempt organizations. In going through 
the schedule of hearings I do not find any other panel which discusses 
the provisions of section 501 as they relate to health plans. 

I do believe that the committee should take a hard look at the pro- 
visions of 501, particularly the provisions of 501 (c) (3) and (c) (4), 
under which health programs, voluntary, nonprofit health programs, 
now have to seek exemption. Some attempt should be made to 
modernize the provisions and to remove the arbitrary distinctions that 
are now being made by IRS. I think some of these distinctions are 
largely based on the historical interpretation of statutory language 
rather than on any sound policy reasons. 

One example will illustrate the effect of these distinctions. A hos- 
pital or health plan that is exempt under section 501(c) (3) is elegi- 
ble for a grant from a foundation which is also exempt under section 
501(c) (3). It is not eligible for such grant even though an exemp- 
tion is secured under another subsection of 501. A 501(c) (3) 
organization cannot make a grant to any such exempt nonprofit 
organizations. Since 501(c)(3) has been strictly construed, strictly 
limited to hospitals, it has meant that the programs which have at- 
tempted to provide medical care as well as hospitalization care are 
not eligible and cannot reecive grants from foundations exempt from 
501(c)(3) even though such foundations are interested in the de- 
velopment of this voluntary type of program. There is no logical 
or equitable basis for discrimination in the code against the more 
comprehensive program. 

Thank you, Mr. Chairman. 

The CHarrman. Thank you, Mr. Lesser. 

The Chair now recognizes both Mr. Cliffe and Mr. Marshall to 
jointly present the summary of their paper in the compendium. We 
appreciate having both you gentlemen with us today and you are 
both recognized to proceed in the way you desire. 


STATEMENTS OF FRANK CLIFFE, H. J. HEINZ CO., AND ALLEN D. 
MARSHALL, GENERAL DYNAMICS CORP. 


Mr. Curve. Thank you, Mr. Chairman. Since Mr. Marshall and 
[have been associated for a great many years in various capacities and 
working on employees benefit plans for our employers and also work- 
ing on industry and public committees dealing with these subjects, 
it has been a pleasure to work with him in the preparation of the 
paper for presentation here today under the subject of “Financial 
Freedom and a Dynamic Economy.” 

To indicate the complete harmony in our thinking in spite of our 
different employers and varying experiences, we have chosen this 
morning to present our summary in a club sandwich form. 
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Mr. Marshall will read the first paragraph of our condensed sunm- 
mary and I will read the second. Thus we will proceed through our 
joint paper. 

Mr. Marswatu. Mr. Chairman, I am honored at being asked here 
and I have been delighted to work with Mr. Cliffe on this paper. He 
is much too modest. For more than 25 years I have been learning 
from his penetrating analysis and sound conclusions in this area. 

You gentlemen may not realize it from looking at him but he has 
just become the recipient, I take it, of a vested pension from one com- 
pany and a pension from another company. 

So he can speak with authority not only from experience in designing 
plans but as a recipient of the benefits under those plans. That is why 
I am delighted to be associated with him in presenting this paper. 

Just before reading the first paragraph I would like to point out 
that we are presenting this paper in the light of the fact that there 
are social objectives in the revenue law. If this law were for revenue 
only, we would not need to present this paper. But since there have 
been social objectives, almost from the time the income tax law was 
devised, I take it we are here to debate with you the merits of some of 
those social objectives. 

So to our paper now. 

Income in old age is a concern of every individual, and public atten- 
tion has been increasingly focused on ways and means to develop it. 
Part of our national policy for more than 20 years has been the devel- 
opment of social security—a national compulsory program of old-age 
benefits, designed so that the vast majority of our people on reaching 
old age will not be in want and destitution. In initiating and develop- 
ing this program, Congress has expressed its expectation that this 
will encourage everyone to build additional old-age income protection 
through his own efforts. 

Of course, we subscribe to the view that each person should exercise 
thrift, put something aside for the “rainy day,” and for retirement— 
including the larger medical care costs 6ften experienced in old age. 

Mr. Cuirre. In the aggregate, we believe this congressional expecta- 
tion of thrift is of particular national importance today, and in 
the years to come. Our economy continuously requires fresh sup- 
plies of money savings for growth. In addition to the current 
needs for capital funds for business expansion and for new homes, 
we are now in the midst of a rising wave of demand for new money 
savings. This wave is now in the sector of public capital and will, 
in the near future, move into the private sector. 

Mr. MarsHatu. The existing law and regulations relating to income 
taxes have, through employers’ pension plans, encouraged the growth 
of supplemental retiremen! income for employees, and hence of money 
savings by employers for employees. This encouragement is, we be- 
lieve, sound because it contributes to economic growth by channeling 
a portion of currently produced income into new private investment, 
which then becomes self-generating. 

Mr. Cuirre. Many workers, however, will probably never be cov- 
ered by a supplemental old-age income arrangement—either because 
they are unlikely to work for an employer who is willing to undertake 
the administrative and financial problems of a pension plan, or because 
they are self-employed. 
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In the interest of encouraging all these workers—at a time when 
the proportion of our population in the older age sector is growing— 
we recommend that similar tax treatment be extended directly to 
all. This could be achieved by allowing each person a percentage 
deduction from net taxable income, provided the individual put 
this part of his income into an approved type of plan for old-age 

urposes—prefunding of health insurance as well as for retirement 
income. Details of this are given in our extended paper. 

This tax-free deduction could be made available to everyone within 
certain age limits, and with an upward graduation in the percentage 
according to the age of the person. Employee contributions to quali- 
fied pension plans would be included in this deduction. As in present 
law, the investment income would also be tax-free, until the individ- 
ual retired and started receiving old age income. 

Mr. Marsuauu. This proposal might seem to entail a very sub- 
stantial immediate revenue foun We do not believe this need be the 
case. Over the long run, there might well be a net tax revenue gain, 
since the investment income as well as the original contributions 
would be taxable when received as benefits. 

Mr. Currre. The incentive proposal outlined above would make it 
possible for several million self-employed to build their own indi- 
vidual plans. The many millions employed by firms without pension 
plans could initiate their own retirement programs. We believe 
many individuals would be encouraged to save some current income 
that otherwise would be spent. 

Mr. Marsuatu. This incentive proposal would involve no dis- 
crimination among people. We find no economic or social justifica- 
tion for a criterion for extending, or withholding, this incentive on 
a basis of employment or fortuitous occupational status. We are 
here dealing with individuals, their hopes, their aspirations, their 
plans for old age—and we believe this incentive should be available 
to very American regardless of race, creed, color, occupation or type 
of employment. 

The CHatrman. Mr. Cliffe and Mr. Marshall, we thank you both. 

Let me again thank each of you, not only for the contributions 
you have made in your papers for the compendium but for your 
appearance this morning and for your summary of the paper in the 
compendium. 

We on the committee are in the process, as you gentlemen know, of 
trying to learn as much as we can about the provisions of the income 
tax law, and to elicit from those of you who have been invited to 
appear before the committee any suggestions for areas of study and 
consideration. 

The basic question that I have in my mind, with respect to the dis- 
cussion of subject matter by a panel, is the relationship of the subject 
before us to the overall provisions of the code and an evaluation of 
the benefits that are contained in the particular deduction or exclu- 
sion in relation to what the situation might be if modifications were 
made both in the particular subject and in the overall rates themselves. 

In my thinking the two things tie together and we must analyze 
the provisions that we discuss in each panel in relation to what the 
situation might be under some change within the rates themselves. 

Now, Professor Griswold, you have discussed the question of stock 
options. Take me back just a bit, if you will, and refresh my 
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recollection of the time when the conception of stock options came 
into the internal revenue law. 

Mr. Griswotp. Mr. Chairman, that is a fairly long and complicated 
story. The first statutory provisions of any consequence were in 
1950. Prior to that time there had been a history of probably 15 or 
20 years in which there had been court decisions involving stock 
options and a considerable amount of uncertainty, the argument then 
being roughly the same argument that Mr. Seligman and I have en- 
gaged in in our papers here, as to whether stock options are con- 
pensatory or whether they are somehow or other not compensatory 
but designed to grant an interest in the business. 


Of course, to me it is perfectly plain that they are designed to grant 
pe yp L £ g 


an interest in the business but that does not 
compensatory. 

I think in 1945, the Supreme Court decided a case which pretty 
plainly indicated that they were compensatory in their nature and 
that the amount of gain inherent in the exercise of the option was tax- 
able as ordinary income, probably at the time of the exercise, and the 
Supreme Court has since reaffirmed that position. 

This has made stock options extremely unattractive even in those 
situations to which I have referred where it seems to me there might 
be some justification for them—that is essentially the small business 
situation, the closely held corporation. In 1950 the Congress was 
induced—I think wrongly, I think by hindsight it has been proved to 
have been either a mistake or at least not carefully enough done—to 
enact what is now found in section 421 providing for restricted stock 
options and providing that in cases where the conditions of section 421 
are met there will be no tax on the income derived from the exercise 
of the option, nor at any other time unless and until the stock obtained 
through the option is sold or otherwise disposed of. 

One of the difficulties, it seems to me here, is in granting capital 
gain treatment, which is the only tax that is imposed on the sale of 
the option stock, to a situation in which the employee has made no 
capital investment. This is not a case where prior to the exercise he 
has anything at risk. It is a most favorable situation not available 
to Congressmen or law school deans, I regret to say, 

It is a one-way street. If things go up, wonderful—you get a 
great gain, sometimes millions of dollars, tax free. If things go 
down, no loss. You don’t have anything in the pot; you don’t take 
any risk whatever. 

Indeed if things go down you can, if you work hard enough—and 
it takes some working—you can issue new options at the low price 
when things go down and then when they go up again you have an 
even bigger gain arising out of the fact that the market got depressed 
after the options were first issued. 

Unlike pension plans, stock options are inherently discriminatory. 
Qualified pension plans have to be, within wide limits, fixed by the 
Congress, nondiscriminatory and applicable to all employees on a fair 
and equitable basis. 

But stock options are inherently discriminatory. They result in 
large gains to a favored few taxpayers. They impair the validity of 
equal tax treatment for all and it does seem to me that they are one 
relatively small facet but nevertheless a facet in the leaks in our 
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ame |} tax structure which make it necessary for tax rates on such income as 
does get taxed to be so high. 

ated [7 I think the tax rates are too high. I think, with you, Mr. Chair- 

> |) man, that the only way they can be reduced to what they ought to be 


90r | is by eliminating these leaks and I have tried to direct attention to 
Pe . . 

tock |) what seems to me to bea very substantial leak. 

hen — The Cuamman. Does anyone at this point want to add anything to 
4 


en- [) what has been said ? 
om- |) Mr. Sevieman. I would not like to add anything. I would like to 
ory |) try to rebut it. 


‘The CuHarrMan. That would, in the sense I used the word, be an 
rant addition to what was said. 


‘Ing Mr. Sevicman. I think that compensatory stock options, if you wish 

to call them that, or proprietary stock options, if you wish to call them 
etty | that—I don’t think the label is important—I think the dean and I 
and |) would both agree that the ones we are talking about are in part at 
fax- least both compensatory and proprietary. I see no difference be- 


the |) tween the owner of a restricted stock option and the owner of a sole 
proprietorship whose business goes up in value. He gets capital 

lose |} gain treatment when he sells his interest in the business. 
ght | In the AFL-CIO paper to which Dean Griswold and Leonard Les- 
ness | ser referred, I find no arguments against restricted stock options, ex- 
cept in terms of the size of the amounts received by the few individuals 
1to } they have picked out. I took those same six companies that are used, 
—to as examples there and I secured—and I can’t completely vouch for 
ock § the accuracy but I think they are accurate—the percentage of stock- 


421 § holders voting both for and against these stock options plans of all 
cise | except the Ford Motor Co. 

ned The Ford Motor Co. was a 100 percent closely held at the 
. . |) time their stock option plan was put into effect so I did not think that 
ital cne was relative and threw it out. Of the other five, the average 
> of voting against the stock option was 1.95 percent. The average for it 


» he percent. 

ble That was out of 21 million shares which were voted on the United 
States Steel Corp. plan. To compare with that I took the American 

ta | Telephone & Telegraph, which I believe is the largest employer in the 


no | was, naturally, 98.05 percent. The lowest vote in favor was 95.63 


go country, and its restricted stock option plan, which is certainly not of 

ake the type that Dean Griswold is complaining about. It is not for top 
' management. 

und | As I understand from printed matter and whatnot, the telephone 

rice Fy company plan is considered primarily as a source of raising capital for 

an | the telephone company from their employees and it is not open to top 

sed § management. In that plan 3.35 percent of some 53 million shares 
» Were voted against the plan. 

ry. § Mr. Griswoitp. Could Lask: Are you talking about shares or share- 

the holders ? ' 

ar Mr. Senieman. Shares. 


f Mr. Griswotp. The proportion of shareholders was probably 
in higher. 
of Mr. Setieman. I was trying to get that information and I could 
one not get it. Because of. proxies and so forth it was impossible to get 
our it by shareholders. 
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It is my position basically that if there is any validity in the 
criticism of restricted stock options, if the AFL-CIO paper means 
what it says, if it is a gift of corporate assets, if i: is a waste of cor- 
porate assets, then the firstline defense against that is the corporate 
shareholder, himself, because. it is his money that is being given 
away. Although De: an Griswold said these plans are without pub- 
licity, I think it is a fact, certainly in these big companies—an 
company that is listed and subject to SEC, this “information wit 
respect to the top employees has to appear in the proxy statement. 

I think it is a universal custom among these companies to submit 
these plans to stockholders for approval. 

Now, one further interesting thing, I think: In two of these five 
companies they have had a second ‘plan on a subsequent date. In 
each case the stockholder approval vote, number of shares voted, 
increased over what it was on the first event. 

So I am inclined personally to conclude that this attack is merely a 
complaint against some American businessmen making too much 
money. This is a complaint that we have heard from time imme- 
morial. I don’t think it is the fault of the tax law. I don’t object 
to a few people making some money if they really deserve it. I don't 
think it 1s haphazard. It is certainly no more haphazard than the 
fixing of corporate salaries and I would not suggest that our laws 
should regulate corporate salaries as long as they are reasonable, I 
would recommend to this committee, if it feels there is anything 
wrong with the restricted stock option, that the only thing that would 
be necessary to cure it is to ask the SEC to require a gr eater disclosure, 

The Cuarrman. Mr. Seligman, I believe some days ago my atten- 
tion was directed to the fact that the SEC took some steps to require 
more information to be given to stockholders with respect to stock 
option plans. Is that true? 

Mr. Sevieman. It is,sir. I could not go into full details. 

The Cuarrman. Is that the direction of your suggestion that the 
plan be given to the stockholder so that he may register his objection 
as to whether he wants to continue in the company or r not? 

Mr. Setieman. Yes, sir. 

Mr. Grisworp. I agree fully with Mr. Seligman, that there has 
been excellent publicity and disclosure in connection with the grant- 
ing of stock options. I did not mean to suggest the contrary. The 
place where I think the shareholders have not been informed is with 
respect. to the exercise of the options and with respect to the very 
substantial amount of benefits which are actually received by the 
top management officers when they exercise the options. 

As to this, neither the SEC nor the tax laws nor anything else 
require any publicity. We have very little information about it. As 
a matter of fact, the only thing I was able to get was through this 
report to which Mr. Lesser has r eferred. 

Mr. Sexieman. I think this is the area in which the SEC is mov- 
ing. As I understand the new rule now, you have to show the cost 
basis at least of the stock acquired in the stock option. 

Mr. Griswotp. Whether that will get to the shareholders is a prac- 
tical matter on which I am not clear. 

The CuHarrman. Mr. Lesser. 
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Mr. Lesser. I would like to make one comment on this in answer 
to what Mr. Seligman said. I think this is more than a complaint 
about people making a lot of money. I think the question 1s not 
whether or not these people are making a lot of money. Certainly the 
question before this committee is whether or not these people should 
get a favored tax treatment for this type of compensation as com- 
pared to the salary which they get. 

I think that is the issue—the gains made as a result of the restricted 
stock option are treated more favorably from a tax point of view than 
the salary which these people receive in cash. I think that is the issue 
before this committee. I think, since it is compensation, it should be 
treated in the same way as all other compensation. 

The Cuatrman. Mr. Marshall. 

Mr. Marswatt. I should like to make one statement in respect to 
this, that if there is to be an investigation, I think this is one thing 
you should look into very carefully. It has been touched on here 
but not carefully pointed out. The problem today of big business is 
how not to become a bureaucracy. What we need in our big business 
enterprises today is to attract managers who will act like owners and 
entrepreneurs. 

One of the purposes of the stock option plan has been to attract 
that type of people, not necessarily from other big companies as some 
people have alleged. I am told that there are numerous examples 
of cases where officers of big corporations have been attracted by the 
opportunities offered by their own companies who finance small busi- 
ness, distributorships, and so forth, where these officers could make 
capital gains because they then become the owners of those businesses. 

These are the kind of people—those who are willing to take those 
risks—that we want in managerial positions in big business today. 
If big business is to lose them to the automobile distributors and the 
opportunities for building their own business and hence get capital 
gains treatment, then we are really going to hamper the search of the 
big business enterprise for the man who will act like the owner of the 
business in making his decision. 

The Cuarrman. Gentlemen, what is this that the employee gets in 
the exercise of a stock option? Is it a form of compensation, incentive 
compensation, or whatever it may be called, or is it something else? 

Mr. Griswoup. I suppose that is a generation-old debate. To me 
the answer is so clear that there is no room for debate and I suspect 
it is substantially the same with Mr. Seligman the other way. To me 
it is perfectly plain that it is compensation. These options are not 
granted to you, Mr. Chairman, or to me—that is all right with me— 
because we are not employees of the companies. 

They are granted to employees of the companies because they are 
employees and that seems to me to lead to the conclusion that they are 
essentially compensatory in nature. Now, it is perfectly true that 
through the option the employee acquires an interest in, or an in- 
creased interest in, the ownership of the company. 

So he would, if he were eabk a salary and used what he had left 
from the salary after taxes to buy shares in the company. But the 
benefit conferred on him because he is an employee and on account of 
his employment, and usually under conditions which require him to 
continue in employment, seems to me to be essentially compensatory 
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in nature. We have in fact here a large element of compensation © 


which is now granted favored tax treatment by the tax laws. 


As Mr. Lesser says, the issue is not how much is the compensation, | 


to whom it goes, the issue before this committee is, is it appropriate 
that this particular type of compensation, unlimited in amount, should 
be subject to special favored tax treatment. 

The Cuarrman. Professor Morrison, 

Mr. Morrison. Mr. Mills, at the risk of opening up another line of 
inquiry: If it is compensation, Dean Griswold, does the corporation 
get a deduction for compensation ? 

Mr. Griswo pb. It does not under the current tax law where it isa 
restricted stock option. If it were taxed as compensation, of course, 
the corporation should be entitled to a deduction. 

Mr. Morrison. How would you measure the revenue loss in this 
case? Is it the difference between the top rate of the taxpayer that 
he would pay on ordinary income and the corporate rate, or something 
less? ; 

Mr. Grisworp. It is approximately that. 


Mr. Morrtson. Is this another aspect of the difficulty of the high | 


progressive rate ? 


Mr. Griswotp. Yes, I tried to make it plain at the beginning that 7 


if we could get the tax rate down, we would be much less concerned 
about this problem. 
Mr. Morrison. Is this another aspect of the fact that we tax a cor- 


poration as a saparate entity rather than tax the income directly to 
the owners? 


Mr. Grisworp. I would have to think about that for a while. Our | 


economy is so geared to taxing the corporation as a separate entity 


that we cannot as a practical matter get away from it, probably 7 


should not. 
The Cuarrman. Mr. Seligman. 
Mr. Sevieman. Just for the moment, let us say that a restricted 
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stock option is compensation. The corporation grants it; it is the | 


only person that could grant it. When is it granted? I submit that 
the only time it is granted is at the date of grant of the stock option, 
not at the date of exercise of the stock option which is what the Smith 
case held. 


If there is to be a tax, that this is compensation granted by a corpo- 7 


ration to the employee, then the only thing that. can be taxed consistent 
with all other tax principles, is the value of the option at the date of 
grant. Now if a corporation grants an option to an officer or to a 
group of officers and employees to purchase stock at. any time within 
the next 10 years at 100 percent of today’s market value, what is the 
value of that option? I am not saying that it does dot have some 
value. 

You can go out, in some States at least, and you can buy a “call 
that is the right to buy stock at a specific price for some specific defined 
period in the future. That is what this option is. To the extent 1t 
has a value, the value in my opinion must. and can only be measured at 
the date of actual grant. I think the inherent difficulty of valuing it 
at the date of grant was what was causing the trouble. The /sta‘e of 
Stone case which I believe preceded the Smith ease—maybe it came 
after, I am not sure—taxed the option at the date of grant. 
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tion Now I can see no possible bases for taxing the gain as compensation 
_ © at the date of exercise; the corporation did nothing at that date. 

Hon, | The Cuamman. Mr. Lesser. 

‘late 7) =r. Lesser. If you want to pursue this point go ahead with Dean 
ould |} Griswold or someone else. I did not want to get into this point. The 
only comment I wanted to make on this question of high rates is that 
if it is to be permitted because of high rates, it is a rather silly situa- 


aa, 





@0f F) tion. On the one hand Congress establishes high rates and maybe 
tion |F the rates ought to be changed, maybe they can if you plug up some of 
_ $) these leaks, but you establish high rates and then say because the rates 
88 )7 are too high we will permit this form of compensation to be taxed in 
ITse, 


a way which avoids the high rates. 

_ |) The Cnarrman. I am thinking not so much about what brought 

this |} about the development because I think that had the rate structure 

that | been 25 percent at the top you probably would not have had many 

ung |) things that you now have in the law. Perhaps you would not even 
| have had this matter of stock options. I think undoubtedly many of 

these things, all of us must admit, have come into the law because of 


ugh |) the excessively high levels to which rates go. 
But what I am thinking about here in this committee is more what 
that |) the nature of this think is. Is it compensation in reality? If it is 


ned | compensation, why is not some deduction taken by the corporation 
in the process of either the exercise of the option or the issuance of 

cor- the option? 
y to You, Dean Griswold, view it as a form of compensation. Mr. 

» Lesser, you view it as a form of compensation. 

Our j Mr. Griswoxp. Until section 421 was enacted it was quite plain that 
tity | the corporation could deduct the amount as compensation at the time 
bly the employee exercised the option. It is the express provision of the 
statute that denies the deduction to the employer, this being a correla- 
tive of the fact that there is no tax to the employee except a limited 


cted |) tax in a certain class of cases. 

the It is a little bit as if Congress were called upon to enact a provision 

that that I am sure they never would enact, which would provide that a 

100, corporation can pay tax-free salaries to its employees whenever they 

nith ) choose to do so, only in such cases they shall not be deductible by the 
corporation. This is the substance and effect of section 421 in this 

npo- area. If it were put directly 1 am sure it would never meet with 

tent | approval. 

e of | The CHarrman. Mr. Cliffe. 

fo a Mr. Currre. Mr. Chairman, may I come back to your fundamental 

thin question as to the nature of this stock option. Obviously it is not 

the simple and therefore any comparison will have some imperfections in 

ome 


it. It is true that the employee acquires the right to subscribe under 


4 the terms of a plan by reason of his employment and other defined 
ul, conditions. 





ned But it is in its nature primarily a matter of acquiring stock of the 
it It corporation which, except for this rather small amount of 5 percent, 
d at which would never raise all this fuss—that is not where the area of 
g it interest is aroused—the interest is aroused by reason of the stock that 
e of is acquired, subsequently increasing in market value, which in turn 
ume 


puts it very much in the nature of a reward to the individual for his 
participation in running a profitable enterprise. 
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The extent of this appreciation in market value of the shares which | 


he acquires, no matter how many shares it may be, is only a ve 


tiny faction of the increase in market value of all of the shares of 


the enterprise. 


That increase in market value of all of the shares of the enterprise j 
is not taxed under our general laws. If you buy 100 shares of the | 
XYZ Co. and a week later or a month later or a year later the market § 


price has gone up, you are not subject to tax on that increase. It is 
only when you part with those shares that _ are subject to tax, 


This provision is basically oe the individual in the position ¥ 

ock of stock and if he and his fellow 
employees are successful in running the company, thus making ita | 
profitable company, then the market value presumably will go uy 2 


of the man who purchases a b 


over a period of time. It is that appreciation which is the principa 
value in the stock option. 


The Cuatrman. Now, Mr. Cliffe, I think your point is perhaps the : 


reason why Congress enacted this in the beginning. Congress was told 
that it was desirable for management and employees of a corporation 


to become owners of stock in a corporation and if some provision 7 
could be worked out in the law that would enable them to become [ 


owners of stock easier than they could under the then existing pro- 4 the 5 


vision of law, the corporation itself might be better off and certainly 


the individual in his work with the corporation could grow financially f 


as the corporation grew. 


Now that to me was the reason in the conference I recall that we G5... 


finally agreed to this provision in 1950. 


Now I wonder whether or not the situation is such that if we hada | 


reasonable rate structure there would be justification for a continuation 


of this device or whether this is a device that might be eliminated in | 
return for reductions in rates in the so-called upper brackets of income. 7 


Mr. Sexigman. Directing my answer directly to that—we have so 
far talked about restricted stock options in terms of the large corpora- 
tions which were mentioned in this AFL-CIO study. 

I suggest, and I think Dean Griswold agrees, that probably the 


socially most desirable area is in the small, the new, the growing com- |] 
pany that cannot compete in terms of dollar salary today with a large 7 
established company but which by granting a stock option can secure 7 


competent and able management to help that small business grow 
and mature. 


Now the difficulty with that has been the determination of the fair 4 
market value of the small company’s stock. I do not think that a | 
reduction in rates would change that basic problem because the small | 


company does not have the cash today to pay the salaries that will 


attract top executives from large companies if they have not the § 


chance to participate in the growth of the small, young successful 
company. I think the 95 percent so far as I can find out from talking 
with people, was only put in to take care of this difficulty in deter- 
mining the market value. 

It has not been successful in achieving that end. 

Finally, I do not think that the elimination of the restricted stock 
option concept would yield any more tax dollars to permit a reduction 
inthe rates. I agree with what was at least implied by Professor Mor- 
rison’s questions, that the loss from the 52 percent corporate tax 


deduc 
the 
So 
high 
oak 
Th 
Mr 
tion ¢ 
avail: 
deal 
refer 
fair 
held, 
tax e 
in th 
to co 
On 
comn 
Mr 
of 21 


until 
the } 
that 


exer 
nism 
what 
ques’ 
price 








ich 
ery 


‘ 
4 
z 
i 
ha 
& 


of 


rise | 


the 


ket 


tis 


lon 
low 
It a 


the 
‘old 
‘ion 


IT0- 
inly 
ally 


we @ 


id a 


‘lon | 


1 in 
me. 
> $0 
ra- 


the 
om- 
urge 
cure 
TOW 


fair 
at a 
nall 
will 

the 
sful 
cing 
ter- 


tock § 


tion 
for- 
tax 


of 


ccossinaentiaesctill 


nt aie eteo 


pai eee act ans 


INCOME TAX REVISION 739 


deduction would in the overall more than balance the gain from taxing 
the individual’s profit from the exercise of these options. 
So I do not think that it can fairly be said that 1f we reduced the 


| high graduated surtax rates that we could eliminate the restricted 
© stock option concept. 


The CuarrmMan. Yes, Dean Griswold. 

Mr. Griswotp. Mr. Chairman, we have now in the tax law a defini- 
tion of small business corporations and if stock options could be made 
available to small business corporations and if we could find a way to 
deal with this problem to which Mr. Seligman refers and to which I 


) referred in my paper, of fixing in some way in advance assuredly the 





fair market value of the stock of these companies which are closely 
held, then we might eliminate the problems which concern me as to 
tax equity in the existing law and we might also preserve the benefit 
in the case of the developing, growing company which finds it difficult 
to compete with the others. 

On this I think Mr. Seligman and I could find a certain amount of 


- f common ground. 
ion 


me FF 


Mr. Lesser. I would like to make this one further comment in terms 
of growth. Certainly what I have talked about is not the growth in 
the market value from the time that a new man acquires the stock 
until he sells his stock. I am talking only about the difference between 
the price at which he can exercise the option and the market value at 
that time, the market value at the time he exercises it. Once he exer- 
cises it, and let us say he has a stake in the corporation because he has 
exercised the option, or if he gets the stock under some other mecha- 
nism, the tax treatment from then on, of course, would be governed by 
whatever tax rules govern any gains in corporate stock. I think the 
question here is only the difference between the option price and the 
price at which it is exercised. 

If it goes down he does not have to exercise it and he does not 
exercise it; and in some circumstances, as pointed out by Dean Gris- 
wold, corporations have given them options at lower prices. Certainly 
if they have much to do with the stock going up then they should 
have similar responsibility if the stock goes down. They are not 
penalized if the stock goes down. 

The Coarrman. Yes, Mr. Marshall. 

Mr. Marsuauu. Could I put in one more plea even though I may 


| be repeating myself? We have the sole owner of the small business 


enterprise which grows big. He gets a capital gains treatment. We 
have that man trying to get another into partnership with him—on 
this I agree with Mr. Seligman, Dean Griswold—somebody whom he 
wants to act like he does in managing a business, not to act like a paid 
employee out for the short-term but out for the long-term growth 
of business. 

He would like to give that fellow a stock option not so that he 
would have favored tax treatment but so he would have the same 


| tax treatment so he too would get a capital gains treatment. Next 


| We have the big business which may also be a growing business—I 
| Personally hope some of them are—who would also like to get this 


, Same man, to attract this same individual, one who looks not at the 
short-term effect of his decisions, the profit of today or tomorrow, 
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but who wants his business enterprise to grow and prosper over 
the long range. 

I would like to find some way to give him the same capital gains 
treatment that the owners of the Ford Motor Co. had while the 
Ford Motor Co. was growing up, and the stock option is about the 
only way to do it. 

The CuHarrman. Unless there is further observation by other mem- 
bers of the panel on this subject, let me turn to the matter of the 
qualified pension plan. Mr. Chiff or Mr. Marshall, will one of you 
gentlemen refresh our recollection of just what is involved in the 
qualified pension program, how it operates under the provisions of 
existing law ? 

Mr. Currre. In the presence of so many lawyers I must hesitate 
to answer your question, sir, but I will answer in layman’s language. 
If the lawyers wish to polish my answer or correct me I am sure they 
will feel free todo so. Basically, the law provides that an employer's 
sR to a pension trust may be treated as an expense of doing 

usiness, of the company, of the employer, if that pension trust 
receives the money under terms which provide, first, that the employer 
can never get the money back again. The money must be used, at 
some time, solely for the benefit of the employees of that employer, 
The second basic provision is that the terms of the benefits of the 
plan must be such that the plan is not designed solely for the benefit 
of the boss man or a few leading officers or employees of the company. 

The usual way of describing it is to say that it must not be dis- 
criminatory ; it must cover broad groups of employees. 

The law does permit a few qualifications and distinctions. The two 


most important ones in my thinking are, first, it does allow the [ 


employer to set up a provisional period of employment during which 
the employee does not participate, does not build up rights under the 
plan. 


That is to take care of the high turnover that is characteristic of | 


some employers and of some employees, particularly the youngsters 
just out of school who want to experiment a little bit as to where 
they are going to work and what type of business they are going to 


do, the housewife who comes in for seasonal employment and does 


not expect to be a regular employee. 


The second type of adjustment of this nondiscriminatory provision | 


is that the law recognizes that these plans will be setup by employers 
who are subject to the Social Security Act. So it says to the extent 
that an employee receives benefits under the Social Security Act, 
the employer’s pension plan may set: aside, discriminate, if you please, 
and not give him full credit or not give him any credit for the wages 
that are under the Social Security Act. 

Originally that was $3,000 and subsequently it was raised, as you 
know, to $4,800 presently. 

So that with those two qualifications, the plan has to be, broadly, 
for all ry as and it has to be invested under terms that are 
supervised by the Federal Government so far as the operation of the 
plan is concerned. 

The Cuarrman. Even to the point of how the proceeds are invested! 

Mr. Cuirre. There are limitations as to the way in which it can 
be invested, solely designed to protect the employees as a group, 9 
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that as a group they will receive the benefits that are available from 


‘ the funds that have been paid in. Now it does not guarantee that 
5 every employee will receive the benefits that are specified, because 
Q the employee may die, he may leave the employment of that employer 
e after a relatively short employment or at a tender age, and under 
those circumstances he does not participate. 
i Of course, it is rather ridiculous, may I say, to say that these plans 
0 will not protect many employees. The record shows the millions of 
u dollars that are paid out to the thousands of employees who have met 
e the qualifications of the plan, have reached retirement age or have 
f been disabled and have qualified for the benefits provided under the 
plan. As to a specific group of employees who are now only 25 or 
8 30 years old, it may be true to say that there will be many of those 
e, employees who will not receive benefits because of turnover, volun- 
y tary or otherwise. But on the other hand, every employer who has 
‘5 a pension plan picks up employees who were somewhere else when 
7 they were 25 or 30 years old and if they stay with him through the 
st later years of their normal working lifetime they do qualify and do 
ay recelve pensions. 
at The Cuamman. Mr. Cliffe, as these qualified pension plans work, 
r, there is no vested right of any individual employee or particular 
he employee in the fund. 
fit Is that the point you made a moment ago? 
y, Mr. Cuirrrs. That varies with the plans. There are all sorts of 
e provisions. Some of the plans have no provision unless the employee 
fully completes the age and service requirements such as reaching 
- age 65 in employment; then there are plans that modify that say 
he that if an employee is disabled, usually totally or permanently or 
* something — it, prior to reaching the age 65, then he re- 
he | elves some benefits, maybe full benefits, maybe scaled down. 

Then there are other plans that say after an employee has served, 
of let us say, to age 60, he has the right to retire and to demand his 
- benefits, if you please. There are other plans that say that after an 
re | ¢@mployee has reached a lower age, maybe 55, 50, or 45 and usually 
to | Coupled with some appreciable period of service, that he will have a 
08 right to benefits when he reaches age 65. 

I happen to be one of the individuals who is participating under 
‘on | that type of program, because I left an employer that had a plan 
ers | iter I had fulfilled the age and service requirements with him. I did 
snt | ot receive an immediate benefit. I went to other employment. But 
ct, | When I had fulfilled the age requirements of the original plan, then 
my I started to draw down the benefits. They were less than if I had 
res stayed with him until retirement. 

The Cuamman. Mr. Cliffe, in the usual type of qualified pension 
sou | Program does the employee make any contribution ¢ 

Mr. Currre. It is not a requirement of a plan in order to be qualified 
ily. for the employee to make contributions. That is a question that is 
am settled within the individual company, or by negotiation in some cases 
the between the labor organization and the employer or the group of 

empl vers. 
ad! The Carman. How does it work in the case of the plan wherein 
can | “2 employee makes no contribution? Is there no vested right in the 
"90 employee in the sense that he gets something out of the fund short of 


actual retirement from that employer ? 
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Mr. Cuirre. No, sir; that statement is not necessarily true. 

The Cuaiman. Iam trying to get the facts 

Mr. Cuirre. Let me get at it this way: In a noncontributory plan 
where the employer makes all the payments to the pension trust, the 
provisions for “vesting” as.it is termed, the right to get something un- 
der the plan, varies with the individual plans. There are some of 
them that are exactly as you describe, he has no right unless he reaches 
age 65 with that employer. 

There are also noncontributory plans in which the employer makes 
all the contributions and the employee, under the terms of the plan, 
has certain rights prior to reaching age 65. 

The CuarrmMan. Now, what are those 1 rights? If he leaves the em- 
ployer voluntarily at age 50 say, short of retirement age, and he goes 
to another employer, then in the noncontributory plan where he had 
a vested right, does he get anything at that point ? 

Mr. Cuirre. In a noncontributory plan the usual situation—and 
with hundreds of plans, thousands of plans, obviously, a generaliza- 
tion has to be qualifled; you can find exceptions to any rule you want 
to lay down—I believe, usually in a nonconributory plan if he leaves 
at age 50 or 55, something like that, he has no right or if he has a right 
it isa right to receive benefits when he reaches : age 65. 

Now, ‘T think that is the most common provision. 

In a contributory plan where the employees have been paying in 
perhaps over many years, the plans vary. So far as I can recall, every 
contributory plan provides that under all conditions the employee gets 
back at least his own money. 

Now, it may not be as a lump sum; it may be spread over a period 
of time. 

The Cuartrman. That is where the employee, too, makes the 
contribution ? 

Mr. Cuirre. Where the employee, too, makes the contribution. 

At some time he will get back all of his own money, sometimes plus 
interest, sometimes without interest, and there, too, there are 

variations. 

Sometimes he will get back all of his own money when he quits, 
and that generally applies to the person who leaves the employer 
at a relativ ely early age, and, obviously, when he has not paid in 
very much and has not built up very much in the way of pension 
rights, he may get back his money in a lump sum at that time. 

"That sort of cleans off the books and the employer can, accounting- 
wise, forget that employee. He has paid in some money, he has got- 
ten it back. 

If, however, he leaves the employer at a higher age, generally in the 
fifties or beyond, then it is usual in the contributory plan for him 
to benefit from some part of the employer’s contribution and the de- 
tails of that vary from company to company. 

The Crarran. Now, Mr. Cliffe, at the time this contribution is 
made under the qualified pension program, whether it is contributed 
to by the employee or not, whether there is in the sense of the use 
of the term “vested right, % any vested right or not, at the time that 
contribution is made by the employer that is immediately, in that 
taxable vear, deducted as an expense of doing business? 
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Mr. Currre. The payment made by the employer is deducted in 
that taxable year as an expense of doing business except—and I am 
sorry to have to give so many exceptions, but that is the way the 
situation 1s—w hen an employer first starts the pension plan most 
employers have set up the plan on the basis of giving credit for prior 
service. 

In other words, they have not thought about the pension plan until 
they have been in business for awhile and they have had employees 
with them for varying lengths of time, then they get to the point of 
adopting a pension plan. 

At that point some employees maybe have 10, 20, 30 years of past 
service and have only a relatively short period from then until the 
time they reach retirement age. 

So for that past service the tax law says in effect if the employer 
makes provisions for that past service, as most employers do when 
they adopt a pension plan, they cannot immediately pay the entire 
amount into the pension trust and get tax benefit for it. 

If their actuaries have determined that that past service requires 
a payment into the pension trust of a hundred thousand dollars for 
services prior to the adoption of the plan, then all that the employer 

can pay into the pension trust and get tax benefit for currently is 
10 percent of that amount, or $10,000 in the year in which he adopts 
the plan and then $10,000 the next year and the next year and the 
next year. 

By the time 10 years have elapsed he has paid in that $100,000 over 
and above his current payments. 

By that time there is interest that he owes the pension trust, 
because he did not pay in the $100,000 in the first year 

So that interest requires him to keep on paying additional amounts, 
actually for between 12 and 13 years in total before the $100,000 plus 
accrued interest, is all in the pension trust. 

The CHatrman. Now, Mr. Cliffe, how is that viewed from the 
point of view, say, of the employee—this amount that is contributed 
by the employer as a result of the employee being connected with this 
company into this pension fund? How is that viewed from the point 
of view of the employee? Is that a form of compensation / 

Mr, Cure. I think it is usually considered as being a part of the 
scenery or the climate under which the employee is wor king. 

We have a phrase that says, and pardon the plug, “Heinz is a good 
place to work.” ‘That phrase adopted by management is a self- disci- 
plining phrase. It is essential for management to continue to make 
that true. 

The adoption of the pension plan is part of that climate under 
W ry h the employee works. 

I do not think that there is one employee in a hundred of my com- 
pany, or any other company that I know, that really pays very much 
attention to acturial calculations of the employer’s payment to the 
pension trust. 

The Cuarrman. I had thought all along that the average person in 
such employment would probably not think of this as being compensa- 
tion at the time it was put into the fund by the company. Is he 
aware of it? Does he get any notice of what. takes place? 
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Mr. Cuirre. Most companies follow the policy of stating either in 
a separate report to employees or in many cases in the published 
annual report to stockholders, first, that they have a pension plan, 
and in most cases the pension plan has been approved by a vote of 
stockholders, and, second, they give some indication to the effect that 
the pension plan is actually operating, that money is going into it, 
and many companies report every year the number of persons who 
are currently receiving benefits. 

But much more important, sir, than the published report, is the 
grapevine, the word of mouth. In a community where an employer 
is an important part of the industrial picture, people in the com- 
munity know whether older employees are taken care of. 

Now, the mathematics of how they are taken care of is not of 
great interest to 99 employees out of a hundred. But if they know 
that John Smith down the street is getting a check regularly because 
he worked for a long time with the XYZ company, that news is com- 
mon property, and it may be much better known than anything that 
goes into SEC or goes into an annual report. 

It is part of the life of the community that this fellow does not 
starve and he is not on charity. 

The Cuairman. What is the justification, Mr. Cliffe, for the pro- 
vision in existing law that would permit me as such an employee upon 
reaching the age of retirement to receive a lump sum from the retire- 
ment program of my employer and treat it as a capital gain? 

Mr. Crirre. I was not part of the discussion that preceded the 
adoption of that lump-sum settlement. I would like to comment on it 
as I see it in operation. I think I agree strikingly with Mr. Lesser 
in saying that that is usually an undesirable feature; that is, the 
payment of the pension equity ina lump sum. 

For at least 9 employees out of 10, they are better off if they get 
monthly payments that are assured, that will continue as long as they 
live, and under many plans they have an option, they can select so 
that a payment will continue to their widows. 

There are a few cases that come in the administration of the pension 
plan where it seems reasonable to make a lump-sum payment and I 
would like to outline two typical cases. 

One is the employee of short service where the amount of monthly 
pension per the formula is going to be exceedingly small; where it 
would be only a nuisance, if you please. That comes because the em- 
ployer has done the socially desirable thing of hiring an employee of 
advanced years, who was pretty close to retirement age. 

Socially you do not want to discourage that type of employment. 
It produces only a small pension under any kind of formula, and 
rather than send out monthly checks for many years of $5 or $10 a 
month, it may be better just to say, “Well, here it is,” and close out 
theaccount. That is one type. 

A second type that is justified in pension administration, it seems 
to me, is where the employee has a reason for utilizing well an amount 
of capital funds. For instance, suppose he reaches retirement and 
still owes $5,000 on the mortgage on his house. Well, it is kind of 
foolish to drag out his benefit over a long period of time and have 
him at the same time paying on the mortgage. It might be better 
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to pay off the mortgage and have whatever income there is, thereafter, 
available for living expenses, if you please. 
There are other circumstances, but 1 just used those to illustrate. 
Now, that is the first part of the question, whether a lump-sum pay- 
ment is ever desirable. I think it 1s under some circumstances. 
These are the exceptions, but there are advantages in having a plan 
provide that if those circumstances exist, then you can clean up the 
pension obligation of the trust by making a lump-sum payment. 
[ think Mr. Dyer’s suggestion is most excellent, the law might be 


amended to provide for partial liquidation of pension liability. It 


may be that only half the pension money would do the job that is neces- 
sary in terms of cleaning up these lump-sum obligations or that type 
of thing. 

As for the reason for capital gains treatment, if an employee has 
been looking forward to receiving a retirement income stretched over 
a long period of time, with the $2,400 exclusion and so on and the fact 
that he is no longer on salary or wage, his income is low, he has not 
been looking forward to paying very much tax on that retirement 
benefit. 

If the lump-sum equivalent of his benefit is concentrated in a single 
year and is taxed as ordinary income in that year, obviously you are 
going to wipe out a substantial part of the equity that he thought he 
was going to receive, at least 20 percent and from there on up depend- 
ing on the amount and how it hits him, what his income louie is 
for that year, particularly if he should happen to retire toward the 
latter part of a calendar year when he has received his normal income 
from salary or wages for most of the year and he also gets the lump 
sum of several thousand dollars from his retirement program, it is 
going to put him in the highest bracket he has ever been in and the 
Government will take away a much higher proportion of his income 
than he has ever heretofore or will ever Senile pay. 

So that some form of minimizing the effect of a single-year payment 
is necessary in equity. 

Now, what that form is, is a matter of legislative determination. 
If the Congress decided the way to do it is to treat it just the same as 
you do other lump-sum payments—in other words, treat it as capital 
gains—and put a ceiling on the amount of taxation that will be 
applied to it. 

Actually, even with the lump sum treatment it may be that he will 
pay more tax than he would pay on that retirement income if it were 
spread over a period of years. 

The Cuarrman. Actually if it is spread over the period of years 
because of other provisions of law, he might not pay any on it; is that 
your point? 

Mr. Cuirre. Yes, sir. 

The CHarrman. Mr. Lesser? 

Mr. Lusser. I would like to go back one step. 

You raise the question in terms of what are employer contributions, 
what do workers think of employer contributions? 

I think it is important to recognize that employer contributions 
made to the pension program are more than part of the scenery; I 
think they are treated as an employer cost the same as wages. Direct 
wage payments are treated as employer costs, and to the extent that an 








746 INCOME TAX REVISION 


employer puts money into a pension fund the amount of economic 
gains that workers would otherwise get in the form of wages will be 
reduced by that amount. 

In other words, and I speak primarily from experience in having 
negotiated these programs, if the employer is going to give or you 
agree in negotiations that the size of the economic package, the 
economic gain during a particular year will be, let us say, 10 cents an 
hour; if the pension program costs 6 cents an hour, then there will 
only be 4 cents an hour left for wage increases or other forms of 
benefits. 

I think a good example and best example of that is the current steel 
labor dispute. There is a dispute as to what the total economic 
package is going to be. 

Everybody, both in the company and in the union, has agreed that 
for the first year, whatever part of the economic package is devoted 
to the first year, will be used for pension benefits, insurance benefits, 
so-called fringe benefits. 

Now, in computing the cost of that economic package the cost of 
the pension and fringe benefits is deducted from the amount that 
inakes up the total package. 

If it were not used for the pension benefits it might be available 
for a direct wage increase. 

So I do think in that sense the employer contributions to pension 
programs are part of the overall compensation that the employees as 
a& group receive by reason of working for the corporation. 

I do not think, and I think Mr. Cliffe is right, that a particular 
individual cannot say that the 5 cents an hour or the extra percent of 
payroll that goes into that fund is made on his behalf because he may 
never get a pension from the fund unless he fulfills the requirements 
of retirement or vesting, whatever they may be, in the particular 
plan. 

The CuatrmMan. Then that is the practical difficulty of trying to 
treat it as compensation in the year in which it is paid into the fund? 

Mr. Lesser. That is right. 

I think that is the practical difficulty. I think the inherent basis 
of the tax law is to tax at the point that there is some realization of 
income. 

Thinking in terms of the plans, I am most familiar with, the auto 
companies’ plans, there a certain annual payment goes into the fund. 
It happens to be computed on the basis of funding past service over 
30 years and taking care of the future service costs as they accrue. 
While in negotiations it is generally talked of in terms of cents per 
hour and so many cents per hour may be attributed to this, let us say 
it is 7 cents an hour, no employee can say he is ever going to get that 
7 cents. 

There is no vesting until the age of 40. 

In the auto plans it is 40 years of age and 10 years of service. _ 

I think the reason for not taxing. the contribution is that there 1s 
no way of really measuring how much income has been realized by any 
particular individual until he actually retires and draws benefits. 

Mr. Currrr. I think Mr. Lesser has clarified a point with which I 
am in agreement, and I will be very happy to have the record indi- 
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ite that the individuals who conduct negotiations are keenly con- 
scious of the part of pensions in the economic package. 

The individual employee, and that was the question of the chair- 
man, does not to the same extent ascribe a pension plan as part of his 
compensation because by the same token that he may never get the 
5 cents, whatever it is, some other employee is going to get 10 cents, 
15 or 20 cents out of the package. 

An employee who is close to retirement and who stays through to 
retirement is going to get more than his “share.” The young em- 
ployee who may leave the employment before he accumulates any 
vested right may get nothing out of it. 

Mr. Lesser. I think that is right, except I do think, and I have 
been in an awful lot of meetings where the points have been raised by 
the younger employee, “Let us not try to negotiate & pension improve- 
ment, let us take the money in wages instead.” 

So individual employees do recognize that this just does not come 
from no place and to the extent that they do take it in pension gains, 
in pension benefits, the money is not going to be available to them for 
direct wage increase. 

The CuarrmMan. Mr. Dyer. 

Mr. Dyer. I would like to comment briefly on two of the things that 
have been discussed here. One is vesting and the other is lump- 
sum settlements. 

On the matter of vesting, I think it was Professor Holland's paper 
which set forth certain rates of turnover which were described as 
demonstrating that. very few people would receive a benefit. 

That might be true if “ take all of the employees from the 
youngest on up to the oldest, but those who leave generally leave at a 
reasonably young age, in time so that they can settle down with some 
other employer who presumably has a pension plan from which they 
will receive a pension. 

So I think it is important to keep in mind the fact that this young 
age turnover does not have an awful lot to do with how many people 
actually end up with a pension from a private plan. I think you will 
find that a great many more than these turnover assumptions would 
indicate will end up with some benefit from some private plan. 

The period ¥ high turnover is roughly up to age 40. If you look 
at the tables in Professor Holland’s table, the turnover after age 40 
is very low. 

Twenty-five years is a long time and a fairly substantial pension 
could be accumulated in 25 years. 

[ simply mention these things to suggest that the use of these turn- 
over rates which commence at a fairly young age, as in Professor 
Holland’s paper, might lead to somewhat erroneous results. 

On the question of vesting specifically—what I have already said 
hasn’t as much to do with vesting asit has with “no vesting”—the state- 
ment was also made somewhere that vesting has not been advancing 
rapidly, that improvements in vesting have not taken place. 

I feel very certain that the opposite is the case, that vesting is 
becoming increasingly popular, and increasingly liberal. 

As Mr. Lesser mentioned, the automobile industry now has a vesting 
provision in all of its pension plans. That is a recent thing, I think, 
about 3 years old, something like that. 
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Mr Lessrr. 1955. 

Mr. Dyer. And a number of the other major industrial groups 
have followed along, the steel industry has a sort of qualified vesting 
now, but they may get rid of the qualifications before long. 

Next on the matter of lump sum settlements, what I have to add here 
is partly repeating what Mr. Cliffe has said. 

It certainly is true that a lump sum settlement under a qualified 
pension plan is not a capital gain. The law does not say it is a capital 
gain. The law says it shall be treated for tax purposes as though it 
were a capital gain. 

In my opinion the flexibility of lump sum settlements under private 
pension plans is quite necessary. It would be entirely out of the ques- 
tion to have such an option in social security, but private pension plans 
are supposed to be flexible, and to adapt themselves to the particular 
requirements of the employer who sets them up. 

One of those flexibilities that in my observation, while not frequently 
used, nevertheless is a very valuable one when it is there, is the lump 
sum settlement. 

Mr. Cliffe mentioned a couple of situations where it is needed. | 
might mention one another, which I think is more important than the 
ones Mr. Cliffe mentioned. That is the case of the company which has 
large operations countrywide, sometimes worldwide, where it trans- 
fers employees to different locations. Frequently an employee will end 
up at retirement age far away from the place he started, and far away 
from the place he wants to settle down once he has retired. His need 
is for a cash lump sum in order to relocate himself and his family, 
and to pay off the mortgage on the old house and buy a new house. 

I know that, for example, the oil companies practically without ex- 
ception have at least a part of their overall retirement programs geared 
to this necessity for having lump sum settlements available upon 
retirement. 

Mr. Lesser mentioned a couple of things that I would like to dis- 
agree with, or at least disagree with the words he used. 

I do not consider the capital gains treatment for lump sum settle- 
ments as “favored treatment.” It is fairly easy to demonstrate that 
any amount of annual pension up to possibly around $25,000 will be 
taxed more under the capital gains treatment than it would have 
been taxed had it been taken as a pension. 

This is true only in the absence of other income. If you put other 
income on top of it, the line moves down so that somewhat smaller 
pensions are treated more favorably, shall we say, under the capital 
gains treatment than they would have been if they had been taxed 
as pensions. 

Sf course, 1 make this comment with the implied preamble that 
it would be unthinkable to tax these lump sum settlements as income 
in the year received. 

One other point that Mr. Lesser mentioned was that in the presence 
of a ae sum settlement provision there would be a tremendous 
pressure for all employees, or many employees, to surrender their 


pensions and thereby destroy what has been set up for them as old 
age security. 

Especially in view of the tax disadvantage of taking lump sum 
settlement for the great majority of employees, I cannot believe this 
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would be true. As a practical matter I have not observed any — 
sure among either the lower or the higher paid to take these lump 
sum settlements where they have been permitted. 

The Cuarmman. Mr. Dyer, you and Mr. Cliffe have stimulated 
another question. If pension plans do get favorable treatment over 
other savings—I say if they do, as some contend—then I wonder 
why the benefit should not be available when the funds or the pro- 
ceeds of the fund are used for some other purpose than retirement? 

Is it true, first, as is contended by some, that with all that we have 
done in the way of tax incentives to establish savings for retirement, 
that we may have not provided sufficient incentive for other types 
of savings for other purposes? 

Now, many people contend that it is also important for us to stimu- 
late savings for purposes other than retirement perhaps more than 
we have. If we have. Now, if it is true, as contended, that retire- 
ment savings do receive more favorable treatment than other types 
of savings, then are we justified in extending to savings for other 
purposes this favorable treatment granted to savings for retirement 
purposes 4 

I am thinking in terms of some of the examples which you and 
Mr. Cliffe gave of how it may be necessary or desirable for this money 
to be used for something other than mere retirement. 

I am thinking whether or not we have stimulated savings on the 
part of other people to take care of those requirements and those 
needs and if we have not, should we then permit the proceeds of a 
retirement plan to be used for those purposes ¢ 

Mr. Dyer. All of these things that Mr. Cliffe and I mentioned 
[ would consider as being retirement purposes. Such things as relo- 
cation, paying off the mortgage, and so on. 

The Cuarrman. You mentioned the fact that the individual might 
want to take a part of his pension benefit or all of it for the purpose 
of going back somewhere from which he came. 

Now, that is to get to the point of retirement rather than to receive 
money in retirement, as I take it, and are we justified in extending 
this favored treatment for retirement purposes which one can cer- 
tainly justify, into other areas than retirement? 

Mr. Cutrre. I think that we have to consider past legislation, we 
have to take legislation on the basis of the overall policy and recog- 
nize that there might be exceptions. 

In a little aside chat with Mr. Lesser I think we have found that 
he and I were in agreement that these cases of lump sum settlement 
are One in a hundred or infrequent, but nevertheless, they may be 
important in a few cases. 

The fact that in a few cases you arrange for an individual to receive 
a lump sum so that he can carry on his financial affairs after retire- 
ment in a way that seems desirable is just as much part of a retirement 
program as sending him a check every month. If he can get to a 
place where living costs are low because of climate and so on and so 
forth, you have done just as much for him as though you had prom- 
ised him a check every month for a long period of time as part of the 
retirement program. 

Mr. Lesser. I do not think we got quite the agreement that Mr. 
Cliffe indicates. I think there is some basis in case of the very small 
pension. 
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I see that asa point. But I think the point you make, Mr, Chair- 
man, in distinguishing between this form of saving for purposes 
other than retirement is an important one. 

For example, if you set up a severance pay plan just as a severance 
pay plan, the money when received is treated as income at that point. 
You don’t get the « ‘apital gain treatment unless you can tie it in with 
a pension program and get it qualified as a pension plan even though 
the basic purpose of it is to provide a severance benefit. As a result, 
articles have been written recently on how you can get the capital 
gains treatment for severance pay by qualifying them as pension 
programs. 

The Cuarrman. Mr. Seligman. 

Mr. Serieman. Mr. Chairman, I would like to go considerably 
further than both Mr. Cliffe and Mr. Dyer. 

I don’t think lump sums are needed in only a few cases. I think 
they are needed in many cases. I think possibly the point of depar- 
ture is that Mr. Cliffe is talking in terms of “done for him,” he just 
used that expression, you have “done for him” if you get him back 
to where the climate is better, the living costs are lower. 

I still think the plans should be to the maximum extent possible 
designed to let the individual do for himself. 

You speak in terms of retirement purpose. I take it retirement 
purpose means the economic necessities of life after your working 
days are over. One of those necessities is to live where you want to 
live. If you grew up in Arkansas and you end up in Washington, 
D.C., with your final employment and you don’t want to live in Wash- 
ington, you want to go back with your family and retire to Arkansas, 
I would think it would be quite an important retirement purpose that 
you could get back to Arkansas and be able to live there. 

A second element of this, I think, is inflation. Now, to the extent 
that a pension is paid it is a paternalistic act over which the employee 
has no control. If he believes that inflation is going to continue he 
is powerless to protect himself against it. 

On the other hand, if he is given a lump-sum distribution, he can 
invest that in something which he thinks will protect him against 
inflation. 

Thirdly, he can buy with that lump-sum income producing property, 
a farm, a small business, a filling station, which will provide him a 
means of livelihood and a means of 0c cupation after his working days 
are over in a large corporation or a small corporation. 

Perhaps even more important than any of those, I think the 
present 401 and the 165(a) before it are desirable because it allows 
plans to experiment, and there is no one in this room and no one in 
this country that knows which is the best plan for the future. 

We have today not only pension plans, but we have profit-sharing 
plans; we have so-called thrift or saving plans, we have stock bonus 
plans. They have all come under this section. 

Now, a deferred profit- sharing plan can not, at the time of retire- 
ment, pay a life annuity. A profit- sharing plan can, it is true, use the 
man’s entitlement and go to a commercial insurance company and buy 
a life annuity but they cannot pay him out of the profit-sharing plan 
a life annuity. 

So for profit-sharing plans the lump sum is practically a must. 
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Feeling that this discussion might come up today, I looked « 
what I think probably is the best known plan the Sears, Roebuck om in. 
They have about 140,000 participants in that plan. It only covers 
compensation up to $10,000. 

It used to be five and it was doubled a few years ago. 

So it is not a plan essentially for top management. In 1958 they 
had some 17,000 terminations. Under the plan the employee is 
permitted a lump- sum distribution, but he may request the trustees to 
provide him with an assured life 1 income in the form of annuity. 

Out of the 17,000 in 1958, 11 requested a life annuity—11 out of 
17,000. 

And these are not high paid, I mean this is not for tax purposes 
that they are asking for this. 1 think it would be a very serious mis- 
take to eliminate from the qualified plan concept the lump-sum dis- 
tribution. To my way of thinking it would carry paternalism to the 
ultimate and it would put profit-sharing plans, thrift plans, and so 
forth, under a severe handicap today, and as far as the rates are con- 
cerned if the people don’t like the name “capital gains,” call it some 
other name. 

It cannot be taxed as ordinary income in the year in which received. 

The Cuatrman. Actually, if the program of lump-sum payments is 
to continue, it would not be utilized perhaps by many people if the 
entire amount were subject to ordinary income, I gather from what 
was said this morning. 

Mr. Sevieman. It could not afford to. It takes approximately 
$15,000 to provide $100 a month for life for a male age 65. So even 
if he has no other income he is already up in what, about the 40-percent 
bracket if he is just getting $100 a month pension. 

So 40 percent of that, less deductions, would go in taxes. 

The Cuarrman. Dean McConnell. 

Mr. McConne tt. It seems to me that the more individual circum- 
stances you make allowances for in the lump-sum settlement the more 
complicated the tax structure is likely to become, the more inequitable 
itmay be for some people. 

Therefore, since the first purpose of this tax provision was to pro- 
vide a continuous retirement income, that that relatively simple pur- 
pose should be maintained and not add to it a lot of special circum- 
stances where it might be used otherwise. I don’t know whether you 
want to give me time to comment on some of the other things that 
have been said this morning, Mr. Mills, or not. 

The Cuatrman. Yes. I apologize to all the members of the com- 
mittee for not yielding to them but we are trying to get the informa- 
tion from the members of the panel. 

Mr. McConne.z. I will try to be brief on a couple of points. The 
whole question of mobility of employees over the age of 45, between 
45 and 64 is not one that we have final answers on but some studies 
which have been made recently of labor market areas indicates that 
there is a much higher amount of mobility among employees at this 
age level than earlier studies would lead us to believe. 

‘For example, the Bureau of Employment Security study has taken 
up seven labor market. areas and these studies show that the amount 
of labor turnover among this particular age group is relatively high. 
If you projected figures both from the group and from the studies of 
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the old-age and survivors insurance wage records you would find that 
only about a third of the employees between the age of 45 and 64 
would remain with the same employer for as much as 10 years, Now, 
if this is true it means that over the years relatively few people ac- 
tually, compared to those who are covered by private pension plans, 
are going to draw benefits from private pensions. 

I think we need to pay a great deal of attention to the study of 
the labor market area rather than the statistics furnished by individ- 
ual employers which may be relatively good compared to the total. 

The second thing is that despite the encouragement lent to the 
development of private pension plans they have been relatively nar- 
rowly concentrated in large employers and in the stable manufactur- 
ing industries. There is very little development of pension plans 
among retail and wholesale employment and in many of the service 
trades. Yet the labor force in the United States is expanding more 
rapidly in these latter industries than it is in the former. 

Now in some way, if favorable tax treatment is to be used to pro- 
mote the development of private pension plans, these smaller employ- 
ers and the service industries particularly have to be brought into the 
picture. So that I think some modification of the tax incentive per- 
haps ought to be used for these particular industries. 

The last thing I would comment upon is this question of whether 
the employee recognizes contributions to benefit plans as part of his 
wages. Most of the personnel publications, that is the inplant jour- 
nals that are designed to inform employees about what is being done 
for them in terms of personnel policies and practices, emphasize the 
contribution which the employer makes toward the fringe benefit 
structure in a plant. I don’t think any employee fails to recognize 
that this is a substantial part of the wage bill so far as the employer 
is concerned and that the employee presumably benefits therefrom. 

But the employee does not know enough about the details of a pen- 
sion plan to recognize how small the chance is that he may actually 
remain with an employer in order to draw the benefit. To provide 
tax deductions for the employer making a contribution to a pension 
plan in situations where the employee most likely will not receive 
such a pension is an unfortunate circumstance. I feel that some form 
of vesting ought to be one of the requirements of an approved pen- 
sion plan if contributions to it are to be considered a deductible busi- 
ness expense. 

The Cuarrman. Professor Morrison. 

Mr. Morrison. I would like to make one or two comments with 
reference to the exchange which we have just had. 

Whether or not a lump-sum payment should be made is one ques- 
tion; how it should be taxed is another. The present provisions for 
taxing lump-sum payments illustrate a frequent problem. Congress 
enacts a statute with reference to conditions at the time when the 
statute is enacted. We should consider, however, that we live in a 
dynamic society and that every individual will consult how he can 
minimize his tax costs. In this area the opportunity for favorable 
capital gain rates is stretched far beyond the original intention. The 
present provisions for capital gain rates on lump-sum payments pro- 
vides a very attractive method for the reduction of taxes. 
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With reference to the problem of the vesting of the employee’s 
interest, it seems to me that the employer has a tax interest in estab- 
lishing plans which do not onaVidls for immediate vesting. Even 
though the plan does not provide that the employee has a vested in- 
terest, the employer obtains a tax deduction in the year of contribu- 
tio. Although the employee may never receive any payment, the 
employer obtains a deduction in an earlier year. 

The Cuamman. Dean Griswold. 

Mr. Griswoip. Mr. Chairman, I would like to make my observa- 
tions on three points to which reference has been made. We are deal- 
ing not only with pension plans, as it has been observed, but also with 
profit-sharing plans and with stock-bonus plans. 

With respect particularly to the latter two there is a very substantial 
tontine affect with respect to the nonvesting. You may remember 50 
years ago there used to be sold life insurance policies in which you 
did not get the dividend. The company kept the dividend for 20 
years and then those who were still policyholders at the end of 20 
years divided up all the dividend of everybody who had been in the 
original group. 

This was recognized as in essence a gambling sort of transaction 
and way back in the investigations of which Mr. Hughes was so 
prominent they were completely eliminated from the insurance busi- 
ness. Actually, in profit-sharing plans and in stock-bonus plans we 
often have a very great tontine effect, that is, they are not vested, 
accumulations are made with respect to younger employees or others 
who later withdraw, and then when they withdraw those amounts 
become available to those who persist, and the result is that the em- 
ployees who do stay until retirement time get the benefit not only of 
the accumulations on their own salary but also on all those who have 
withdrawn and these sometimes lead to very large amounts. 

Now I would like to suggest that we ought to have a pretty sub- 
stantial vesting requirement in this area. I recognize very much the 
problem of the young people just out of school and I would just like to 
suggest for consideration—there may be other factors—for example, 
a requirement that all amounts should be vested at either age 30 or 
after 5 years of service, whichever occurs first. 

Then we would eliminate this tontine effect which pyramids the ac- 
cumulations under a good many of these plans so that despite the 
nondiscriminatory nature of the original plan they are in actual 
operation extremely discriminatory in favor of management, highly 
compensated supervisory employees and so on. 

This becomes relevant with respect to the next point to which I 
want to refer which is the capital gain treatment on withdrawal from 
the plan. I quite agree that there are small situations where it is 
desirable to make a lump-sum settlement. On the other hand, suppose 
that the accumulation is $250,000 and that has happened a good many 
times, and it is taken out at capital gain rates, I know a great many 
people, including perhaps some Congressmen and law school deans, 
who would like to have their salaries taxed at capital gain rates not 
to mention accumulations on the salaries tax free during the interval. 

In many of these cases to say, “Well, look, you can put a portion of 
your salary away through a profit-sharing plan, when you get to 65 
you can take it out at 25 percent maximum tax,” is an extremely at- 
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tractive and interesting thing and it is being done in a good many 
cases. 

It seems to me that two things could be done in this area. One is 
to put a ceiling on the amount that could be taken out at capital gain 
rates, say $10,000. Ten thousand dollars will take care of these mort- 
gages and probably get the man relocated and other such things. But 
it should not be left without limitation. 

The other is to recognize more clearly that we are not dealing with 
a capital gain situ: ition at all; we are dealing with a spreading problem. 
I quite agree that to bunch it all in 1 year “and to put it at graduated 
rates is very difficult and unfair. But we have many other related 
provisions in the code. We have the provision for income earned over 
a period of time where you can ee it back. We have the provision 
for taking out, and a very closely analogous one, the provision for 

taking out the proceeds of an endowment insurance policy where you 

spread it over 4 years at ordinary income rates. We should treat it 
not as a capital gain problem but as a spreading problem. By enact- 
ing any one of several formulas which could be devised which would 
treat it as ordinary income but would keep it from pyramiding in 1 
vear I think we would have made a good deal of progress. 

Finally, I would like to make reference to the point to which the 
chairman referred. It seems obvious that these plans are getting 
further and further removed from the basic objective of providing 
pensions and assured income into old age. And that they are being 
used more and more simply as a current means of postponing the tax 
on savings. If that is the purpose and operation and if they are so 
used, then I think much more consideration should be given to the 
problem of other kinds of persons who want to make savings so that 
when they come to retire they can move to a warmer climate or buy 
themselves a filling station or whatever else would be wise at the time 
but which it is not possible to do under the current tax law except in 
the form of an accumulation under a pension, profit-sharing or stock- 
bonus plan; and I would like to emphasize again that the law applies 

not aly to pension plans but also to profit- sharing and stock-bonus 
a ins and that there are a lot of problems in this area with respect 
to the other two which we tend to overlook because we tend in our 
thinking to lump them altogether as pension plans which have been 
agreed : are very desirable. 

The Cramman. Mr. Mason. 

Mr. Mason. I don’t know why but I have gotten the impression 
that we have two schools of thought here on this panel and that one 
school of thought would rather discourage these special tax privileges 
and tax treatments for a person who indiv idually tries to make security 
in his old age possible; and the other school seems to want to discourage 
that because it relieves the pressure for expansion and liberalization of 
our “OAST” and Government taking care of the individual. 

Personally, I think we should follow our past custom in this 

American way of life and encourage the individual to do as much as 
he can to prepare for his old age and even if we have to give him 
tax priviliges or special tre atment for it, than to discourage ‘that and 
encourage ‘the Government taking care of all of our problems. 
That isall, Mr. Chairman. 
The Cuamman. Mr. Byrnes. 
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Mr. Byrnes. Mr. Chairman, I gathered that we get off into differ- 
ent tangents on what we are really talking about, whether we are 
talking in terms of pensions and following that thought through or 
whether we are talking in terms of retirement benefits, retirement 
income. 

When we think in terms of retirement income we recognize it goes 
beyond pensions. When we enacted the retirement income credit, we 
recognized this point. We also thought of the matter of interest, 
rents, and other income in an equal category with pensions and 
annuities. 

[ am wondering whether the panel would agree that in this area 
we should be restricting ourselves to pensions as such or whether we 
should be looking more in terms of the general retirement and the 
income to serve retirement purposes. 

Dean Griswold, for instance, in his remarks limited himself to 
talking about pensions rather than retirement income and drawing a 
distinction. 

Are we justified in just looking at the pension situation from the 
standpoint of tax policy / 

Mr. Griswotp. I am not sure that I understand you, Mr. 
Congressman. 

Mr. Byrnes. Now in the retirement income credit, for instance, we 
lump together for the purpose of this credit pensions and auunities 
and also interest, rents, and dividends, all of which are in the nature 
of savings that result in the income at the retirement age. What I 
am thinking of is this: Could we not be justified in saying that for 
everybody a limited amount of savings could be deferred for this 
retirement purpose, whether it is put in a pension plan, into rents, or 
something that produces rent, or dividends or whatever it might be. 

Mr. Griswotp. I think it is quite clear that the present law results 
in a substantial discrimination in favor of those who are in corporate 
employ, or employees generally. The question of how that discrimina- 
tion should best be dealt with still remains a problem. One way would 
be by reducing the discrimination and, for example, eliminating such 
bonanzas as capital gains treatments for very large accumulations in 
profit-sharing plans. 

There is another aspect of this whole problem which it seems to me 
you very much get into if you undertake to allow deductions for ac- 
cumulations made by the self-employed and other such persons. This 
is to put down on paper some figures and figure out how much the 
totals are going to be and what you are going to do with accumulations 
of hundreds of billions of dollars of economic power and who is going 
to be controlling the corporations and the economy of America and so 
forth before long if we do go down that path. 

We already have, I think, $44 billion in corporate pension plans— 
public pension plans other than OASI have probably much more than 
that—and if we make provision for individual tax deductible contri- 
butions to pension plans my guess is that in 10 years we will have 
3100 billion there and this is a very great deal of economic power. 
The control of this raises problems that I don’t begin to see now but 
which I would like to have thoroughly explored before we get started 
down that path and find ourselves so far down the path that we cannot 
do anything about it when we discover that it raises a great many 
difficulties. 
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This is one of the things that I had in mind when I said at the 
conclusion of the remarks I just made that the thing raises the whole 
question of the deductibility of savings for all purposes, of all kinds, 
Way back during the war years I was working as a very junior junior 
in the Treasury Department and there was very actively proposed 
by the Treasury at that time a spending tax. 

It seems to me that somewhat unconsciously we are moving more 
closely in that direction than we always fully appreciate because to 
the extent that you make savings tax deductible you are producing 
simply a tax on income which is received and spent and this has 
economic implications which I am not qualified to deal with but which 
I would like to see dealt with before we follow out what I understand 
to be the implications of your question. 

Mr. McConnext. I think I would answer your question this way, 
that if there were any problem of personal savings in the country 
today, that some tax incentive might very well be used to encourage it 
but despite the growth of pension plans, personal savings have ‘also 
increased, not only as an individual matter but as an institutional 
matter, so that. I do not believe that we are faced with an economic 
problem of the lack of personal savings in any sense of the word. 

What does seem to me to be an important problem is the low level 
of income received by millions of people in the upper age brackets and 
it is for this group it seems to me that some sort of tax incentive might 
very well be used to encourage institutional plans to provide retire- 
ment income. 

Mr. Byrnes. The point I was trying to raise was whether or not we 
are saying that even personal savings would be increased, the question 
of whether personal savings for the purpose of retirement or filling 
retirement purposes were increasing. If there were, then we would 
not have the problem we have as we look at the problems of retired 
persons. I was wondering if by our tax policy we should dictate to 
the individuals the type of savings that they should be encouraged to 
concentrate on to the exclusion of others. 

One member of the panel, and I forget who it was, brought to our 
attention the problem that was created under present law, of almost 
requiring a business to operate on a corporate basis 1 in order to obtain 
the adv antages that are now accorded to savings put into pensions. 
So [ am w ondering if we are not, by concentrating on this type of 
saving for retirement, getting ourselves into some more confused 
pr oblems and ver y difficult ones. 

Mr. SevieMan. Isn’t that really the purpose of H.R. 10? Isn’t that 
what you were seeking to cure in large measure by the passage of 
ILR. 10? 

Mr. Byrnes. As I saw H.R. 10—I voted against it—it seems to me 
you are dealing with any exclusive group. You left some employees 
out that are not covered under any plan at all. 

Mr. Serigman. This may well be but that is in that direction. 

Mr. Byrnzs. It moves in the direction, that is right. 

Mr. Seviaman. Maybe H.R. 10 needs to be broadened to include 
these other groups. If I could just say one word on this tontine that 
Dean Griswold mentioned, actually the same exact result can be 
achieved, and without any "consideration of this reallocation of for- 
feitures, by applying forfeitures as a reduction of the employers 
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contribution and merely have the employer contribute more, a plan 
still will not qualify and will not stay qualified if in fact it discrim- 
inates in the way the dean suggested. 

If in actual operation the plan does produce disproportionately 
large benefits for the highly paid people whether it is a profit-sharing 
plan or stock bonus plan, it cannot be qualified and cannot continue 
to que alify. 

Finally, on this vesting question I think that I would have gone 
much further than Mr. Cliffe. I think the common plan today vests 
in 15 years and usually starts to vest with lesser service than that. 

Now I certainly agree that the trend is toward more liberal vesting 
but to propose a full vesting on every employer in every type of sit- 
uation after 5 years of service or at age 30 is again what I object to in 
much of this discussion, it is a legislation merely against numbers. 

If the dollars get too high some want to legislate 1 against it. I think 
we have to legislate i in terms of principle. 

Mr. Byrnes. Mr. Dyer. 

Mr. Dyer. I connection with the last point Mr. Seligman men- 
tioned, I would like to offer an even stronger warning against any 
requirement for vesting in qualified pension plans. I submit that any 
such requirement would weaken the sec urity that employees now 
have, because it would discourage employers from funding for un- 
vested employees at all. If they are not going to get a tax deduction 
for the money they put aside, they are not going to put the money 
aside. They are going to limit their funding arrangements to those 
employees who have the vesting rights already. 

There are many, many of these plans where funds have been built 
up far beyond that point already, where funds have been accumu- 

lated which not only cover all of the vested benefits that have accrued 
to date but cover a substantial amount of the benefit that is not vested. 

I think that is good. I think that it represents ultimate security 
for the employees who don’t have their vested rights. I would hate 
to see that destroyed by any restriction in the tax law along this line. 

Mr. Byrnes. Mr. Lesser. 

Mr. Lesser. On this question of rights I have a few figures here. 
A survey that was made as of the end of 1958 in one of the leading 
automobile manufacturing companies shows that 71 percent of the 
active employees had no rights at all. Twenty-five percent had vested 
rights and the vesting provisions there require 10 years of service 
and age 40, and 4 percent had rights to immediate retirement, men 
who were over the age of 65. 

Now at the same time it is only fair to point out this is merely 
dealing in terms of the currently active employees at the end of 1958. 
As of that time there were about 20,000 employees already out on 
retirement receiving guaranteed monthly pension benefits either be- 
cause of having reached the age of 65 or having become permanently 
and totally disabled. 

Also, you can’t tell within the 71 percent how many were within 
a year or two of r ceiving vested benefits. In any case, at a particu- 
lar point in time these are the figures in terms of the then active 
employees. 

Mr. Byrnes. Mr. Cliffe. 
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Mr. Cutrre. May I raise a question in relation to the dean’s discus- 
sion of tontine. If my memory serves me correctly the tontine insur- 
ance policy changed the benefit to those who survived in relation to 
those who withdrew from the group so that you might start with a 
$10,000 policy but if there were enough withdrawals the policy might 
pay fifteen or twenty or thirty thousand dollars. 

That change in benefit does not exist with a pension plan. The 
pension plans, certainly the great majority—— 

Mr. Grisworp. But it does definitely with the profit sharing plan. 
And that is what I was referring to. 

Mr. Cuirre. May I finish my “remarks, sir? 

Mr. Griswotp. Yes, indeed. 

Mr. Cutrre. With a pension plan the benefit is not varied by the 
rate of withdrawal by employees prior to the time they either retire 
or reach a vesting stage. With a profit sharing plan normally it is 
a matter of credits on a year-by-year basis and of course the longer 
an individual stays in a group and the more the profits the more he 
will get out of it. 

Mr. Grisworp. Including the forfeitures from those who withdraw, 
which is what I was referring to. 

Mr. Cutrre. On a year-by-year basis. 

Mr. Griswoip. On a year-by-year basis, right. 

Mr. Marsnaru. I would like to expand on Dean McConnell’s points 
on the point of vesting. I think there are sometimes when the vest- 
ing is good. I would like to suggest that perhaps the surveys made 
indicating high turnover between ages 45 to 65 may be in distressed 
areas where there may be high turnover because of movement of 
industries or for other reasons. 

I would like to be sure this is a fair sample. Now let me continue, 
that if there is high turnover in those areas I think that is the area 
between age 45 and age 64 is where the most progress has been made 
in vesting prov isions. 

[think you will find most modern plans have vesting in those age 
groups. We, for example, made a few rough calcul: ations and we 
found this morning that the $5,000 a year man, $2.50 an hour, who 
saves 5 percent of his pay for 25 years, from age 40 to age 65, thereby 
gets enough money roughly at 3 percent interest so that he will have 
$100 a month pension, which is not a small pension in the context we 
are now talking. 

I think there was another point that Dean McConnell made with 
respect to retail and other service businesses. On that Lagree. The 
proposal that Mr. Cliffe and I are making for a broad tax exemp- 
tion would help in those businesses. It seems to me that comparing 
our proposal with that of H.R. 10 is like describing how you slice a 
watermelon. 

If you want to start in encouraging individual thrift you stand it 
on end and.slice it and 8 million self- employed can make a tax-free 
contribution, Or if you slice it lengthwise, 30 or 40 million employed 
and self-employed, who have no pensions, can make tax-free con- 
tributions at a smaller individual rate. 

Mr. McConnetu. May I comment on Mr. Marshall’s comment. on 
the distressed areas. I think that is exactly the point I was making, 
that people in this age group who happen to be in either industries or 
in geographical areas which are distressed find themselves in the 
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most difficult. circumstances and it is only by some form of vesting 
provisions at a fairly early age th: ut gives them the basis either for 
i retirement income if they choose to retire or gives them the oppor- 
tunity for another job with some retirement credits already to their 
dvantage. 

Mr. Morrison. Mr. Byrnes, I would like to come back to the ques- 
tion from which we started this round of discussion. We have been 
talking today about retirement benefits as a congressional policy for 
those indiv iduals who perform personal services. It seems to me that 
the oceasion primarily for a tax differential is the difference between 
the individual who receives income from property and the individual 
who performs personal services. ! 

I do not believe the present circumstances will continue. Either 
we will modify the present system by reducing the tax differential 
for personal services, or the favor: able tax differential for personal 
ervices will be extended to the self-employed and to those employees 
who are not presentely covered in qualified plans. 

If the present income tax system is not changed, self-employed 
individuals will tend to seek employment with corporations and 
entrepreneurs and partnerships will tend to incorporate. Employees 
who do not presently benefit under qualified plans will also seek to 
obtain the favorable tax differential. I do not believe we will con- 
tinue the present circumstances. 

Mr. Byrnes. Could T ask the panel this: Is there general agree- 
ment that if we are to provide this benefit, this deferment, in the area 
to encourage pensions plans, let us say, that it should be extended so 
that ever ‘ybody potentially has avail: ible to him this benefit from that 
type of saving irrespective of the form of the business? 

Mr. Morrison. The question relates to the comment made by Dean 
Griswold. A similar plan was proposed during the war. Your 
suggestion does not include, of course, the savings from income from 
property. That would be, in my opinion, an entirely different prob- 
lm. I think it is appropriate to discuss the opportunity to save 
where the individual performs personal services, particularly the 
opportunity to save for retirement. 

It has always seemed to me to be proper to provide a tax differential 
between the individual who performs personal services and the indi- 
vidual who relies primarily on income from property. Therefore, I 
would be inclined to move in the direction of affording all individuals 
who perform personal services an opportunity of providing tax-free 
swings, particularly for retirement. 

The major objection in the past has been to the administrative 
complexity of this kind of tax system. This is one of the objections 
that has been made to a progressive tax on consumption. In my 
opinion, this objection should be reexamined. 

In the first place the administrative difficulties which have been 
encountered under the present income tax provisions are substantial. 
The income tax has not proved as simple as had been antic ipated. 
In the second place the rapid introduction of electronic equipment 
will facilitate administrative controls. 

The administrative problems of a system which provides for tax- 
free savings may not be any more acute than those which we presently 
encounter. 
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Mr. Byrnes. Mr. Lesser. 

Mr. Lesser. I would like to make one comment, Congressman 
Byrnes. I think you are right, H.R, 10 is going to just be the first 
step, it is only a first step. The thing that bothers me about pro- 
posals to permit individual deductions that Mr. Cliffe and Mr. Mar- 
shall propose is that I think they are going to weaken the incentive 
for the establishment of group, broad-based pension programs. 

It is all very well to say if the individual does not take care of him- 
self, if he does not contribute the money on his own, then he is just 
out of luck. Yet when the person reaches age 65 and stops working 
he is going to be a charge on society and society is going to take care 
of him one way or the other. 

The present tax laws at least are geared toward the establishment 
of private pension programs that cover large groups of employees 
that are broadly based and nondiscriminatory. I think it is impor- 
tant, and I certainly would say that the self-employed individual, the 
individual proprietor and partner should be entitled to participate 
in that type of program. 

I think it would be much sounder to try to permit as many people 
as possible to come into this type of program rather than to say, well, 
they are now excluded from this type of program, let us let them set 
up individual accounts. Once you start permitting some individuals 
to set up their own programs, you remove the incentive to establish 
the broad-based pension program. I then think you are going to 
then have a problem of an awful lot of people who will have no retire- 
ment income at age 65 because they do not participate, because their 
income is so low that they just can’t take 5 percent or whatever it is 
and set it aside in an individual account and save it. 

Mr. Byrnes. Mr. Dyer. 

Mr. Dyer. I think Mr. Lesser’s assumption is based upon a fallacy, 
upon the fallacy that most pension plans are adopted because the 
managers of the business want pensions for themselves. I do not 
believe that, myself. As I mentioned, I have been working in the 
pension field for over 20 years. When I first started in it there was 
one major incentive for pensions—there were no requirements for 
nondiscrimination or anything of the sort then, but the employers 
who did adopt pension plans almost invariably adopted broad-based 
pension plans. They did it because they felt that pension plans were 
a good thing for the business, they were something that would attract 
and retain high class personnel, high paid and low paid. 

That is the way the pension movement started. Now, of course, 
there is another incentive in the picture. The unions have become 
interested in pensions and they are actively negotiating pensions for 
their constituents, 

Thus, today, one reason for pensions is business efficiency. The 
second is that the unions think it is a good thing for their people to 
have pensions. I cannot accept any implied suggestion that the higher 


paid people who manage the business are putting in these plans pri- 
marily for their own selfish reasons. 
Mr. Marsuatt. Could I illustrate the point Mr. Dyer has made that 
a mene with which Mr. Cliffe and I are very familiar started a 
a 


nsion plan in 1912, a broad base pension plan with 1 percent of the 
ast 10 years average pay with retirement at age 70 and that the first 
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modification was made after World War I when that percentage was 
increased to 114 percent because of the effect of World War I inflation. 

Mr. Lesser. How many employees were covered by this pension 
plan ‘ 

Mr. Marsuauu. All employees. 

Mr. Lesser. Not of that employer. In terms of the total number of 
employees in that community, how many were covered by the pension 
plan ‘ 

Mr. Marswauy. I would say practically all. 

Mr. Lesser. Well, maybe in Schenectady. I mean in the United 
States. 

Mr. Byrnes. If the committee were to move further in this direction 
of deductability of contributions, would the panel agree that we 
would be justified in moving away from the retirement income credit ? 
As I see it now, you create a situation where you let the individual 
deduct from taxable income at the time it is earned if he puts it in a 
particular type of saving and then you exclude it from income at the 
time you defer it to as a result of your retirement income credit. 

If we are going to move further in the direction of an exclusion from 
taxable income, then should we reverse what we have done in the 
matter of retirement income credit ? 

Mr. Seticman. I would like to answer that and also suggest that 
in this consideration, if you do move, as I think many of the panel feel 
that you should, in the direction of encouraging saving for retirement 
through every type of program, group and individual, I think that 
to the extent you succeed in doing that the retirement income credit 
no longer serves a useful purpose. 

You should take care of the very lowest paid group through personal 
exemptions, a double exemption for those over age 65, and an exemp- 
tion for blind people and so forth. But I think we are going to run 
into trouble again, and this perhaps is along the lines of your former 
inquiry, if we keep this discussion solely to retirement income. 

I think it is much sounder to think of it in terms of any type of sav- 
ings to provide against the hazards of loss of income; in other words, 
unemployment, sickness, accident, death, disability and retirement. 
Now I have never been convinced that administratively this is an 
insuperable problem to allow a deduction for any bona fide saving and 
tax all benefits uniformly when they are paid out regardless of the 
source from which they are paid. 

Mr. McConneuu. I think I would like to support the position here 
except that I would deal solely with employee benefit programs organ- 
ized on an institutional basis rather than on individual savings type of 
programs. It seems to me that there is likely to be a much simpler 
lax structure if you make the contributions tax free but tax the bene- 
fits that are received at the time they are received according to the 
income bracket in which the recipient may be in at that particular time. 

Mr. Byrnes. You would at least remove from the retirement income 
credit the pension annuity payments? 

Mr. McConne. Yes. 

_ Mr. Byrnes. Might you continue it, then, as far as the retirement 
income from interest, rents, and dividends because you would be ex- 
tending the deferral in those areas? 

Mr. McConnetu. I,think not. 
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Mr. Byrnes. You would keep that as a retirement income credit? 

Mr. McConnett. I would not keep that as a retirement income 
credit. 

Mr. Byrnes. Even though you made no deferral in the earlier years 
on those particular types? 

Mr. McConne ut. That is right. 

Mr. Dyer. The retirement income credit got into the law as an 
equalizing factor. Most people were getting social security benefits 
that were tax free, but some of them were not. It seemed desirable 
to give them the same break for retirement income. 

I would like to see social security benefits and other Government- 
sponsored pensions become taxable. That would render the special 
retirement income credit unnecessary. The whole problem of special 
tax treatment for older people could be handled a adjustment of 
personal exemptions. 

Mr. Lesser. Since it is basically part of your program anyway, if 
you made the social security benefit taxable you would then exempt 
the contribution to social secur ity. 

Mr. Byrnes. That is all. 

The Cuairman. Mr. Alger will inquire. 

Mr. Arcer. I will just ask this one question because the hour is 
late. I have listened carefully to your remarks and have read your 
statements. Under the present law is the social security lessening 
incentive as compared with private plans and is it replacing private 
plans ? 

Mr. Lesser. I will make one comment: I would say the answer is 


“no.” Certainly, the growth of private plans has increased tremen- 


dously since the institution of the Social Sec urity Act. Now, whether 


it would have increased more if social security had not been enacted 
is something people may argue, but certainly in terms of figures there 
has been a great growth in private plans since the enactment of social 
security. 

Mr. Arcer. But eve rything had grown, our total income, Govern- 
ment, private industry, everything. 

Mr. McConne wu. Every form of economic security established 
through an institutional medium such as either a priv ate employer 
or through Government has resulted in a great expansion of indi- 
vidual efforts to prov ide economic security on their own behalf. 

It seems to me there is an accumulative effect about this that one 
has to recognize, that a little bit of security provided at some point 
encourages an increased effort on the part of the individual to provide 
more economic security for himself. 

So I think I would say that your question ought to be stated in the 
reverse: “Has the development of public economic security programs 
actually encouraged the growth of private measures for economic 
security ?”” and the answer to that is “Yes.” 

Mr. Marsuatu. I am not too sure, Mr. Alger, that Mr, McConnell 
has a point. You have to take a look at both sides. I am quite sure 
that I can think of some small employers, perhaps even some 
eleemosynary institutions, who say: “Look, the people who are retired 
from our service are covered by social security. That is about all 
we can afford to give them anyway; therefore, we will not institute 
a plan.” 
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I admit that social security may have increased the desire and I 
can name some if you will. One put in a plan only last year. Prior 
to that the answer of most of the people connected with the institution 
was, “That is about all we can afford. When a fellow gets $120 or 
$160 a month, whatever it is, he retires if he is married, th it is about 
all we can afford to give him as acharitable organization.’ 

So you can’t make a categorical answer. I will admit it is sort 
of like group life insurance plans. All the salesmen of ordinary 
insurance said group life insurance would ruin their sales. Actually 
they found out it was different. On the other side of the picture we 
have other factors. 

Mr. Auger. You had the inference there, whether you intended it 
that way or not. That is the only reason I thought of the question. 

Mr. Setieman. I have definitely intended it that way. I do not 
think in my experience, I am not an economist, I have not made any 
studies on the subject, but in my personal practice of the law I cer- 

tainly feel that social security has had a deadening rather than a 
stimulating effect on the growth of private pension plans. I certainly 
~ disagree with Mr. Lesser’s statement that they have increased 

: dollar volume and numbers covered and everything else. 

"4 believe, I cannot prove, that if there was no social security they 
would have increased a great deal more because obviously in a society 
such as we have today you cannot continue to live off the farm, you 
cannot continue to live off your children after you get to be age 65. 

If it was not available through the Government I think that in- 
dividuals would have stirred themselves a little more and provided 
other means of making it available for themselves. There would 
have unquestionably been many more destitute than we have today 
because all would not have succeeded but I can’t believe that social 
security is stimulating to an individual to save for himself or to in- 
crease his benefits a a group plan. 

Mr. Dyer. I think I disagree just a little bit with Mr. Seligman, 
for the first time today. At least in the early years after the Social 
Security Act was passed I know that many employers had as an 
important part of their thinking leading to the adoption of a private 
pension plan the following reasoning : 

“We are compelled to invest in pensions for our employees through 
social security. The investment we are compelled to make is not 
adequate to make a good pension plan. Therefore, we might as well 
pay in the rest to havea good plan.” 

So they did it. That was the stimulus. 

Mr. Averr. Thank you, gentlemen. Mr. Lesser, are you not con- 
cerned with the stock option primarily because this does impair the 
rate of the income tax system the way we have it set up? Is that not 
actually your concern ? 

Mr. Lesser. My concern 

Mr. Arerr. I am thinking of the progressiveness of the income tax. 

Mr. Lesser. My basic concern with the stock option is that I view 
it as a form of compensation and I think it is an anomalous situation 
to set up rates, whether the rates are too high or too low, whatever 
they may be, and say, “Well, with respect to this form of compensa- 
tion, particularly which is av ailable. to a few, because the rate is so 
high, we will tax it at a different rate.” 
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Mr. Arcer. I know what you said earlier. That is why I asked 
the ee This does attack the progressiveness of the rates, does 
it not ? 

Mr. Lessrr. Yes. 

Mr. Axcer. To that extent you very definitely believe that the 
progressive income tax rate is impaired ¢ 

Mr. Lessrr. Yes. 

Mr. Auerr. This does impair it ? 

Mr. Lesser. That is right. 

Mr. Areer. That is what I thought. 

Thank you, Mr. Chairman. 

The Cuarrman. Any further questions? 

If not, gentlemen, let me thank you again for participating in our 
discussions and for being with us this morning. We appreciate it so 
much. 

Without objection the committee will adjourn until 10 a.m. 
tomorrow morning. 

(Whereupon, at 1:25 p.m., Monday, December 7, 1959, the com- 
mittee adjourned, to reconvene at 10 a.m., Tuesday, December 8, 1959.) 
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SPECIFIC ELEMENTS IN THE COMPUTATION OF TAX- 
ABLE INCOME—COMPLIANCE AND ENFORCEMENT 


Amount of Unreported Income 
Procedures To Improve Income Reporting 


TUESDAY, DECEMBER 8, 1959 


House or REPRESENTATIVES, 
Com™itree ON Ways AND MEANs, 
Washington, D.C. 


The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chairman 
of the committee) presiding. 

The CuamMan. The committee will please come to order. 

Today we continue looking at the subject matter of the computa- 
tion of taxable income, looking at compliance and enforcement, and 
particularly this morning, the amount of unreported income. 

We have as panelists Mr. Daniel M. Holland, professor of eco- 
nomics, MIT, and Mr. Harry Kahn, of the National Bureau of Eco- 
nomic Research. 

We appreciate the papers that you gentlemen have prepared for 
the compendium. We appreciate your being with us this morning. 

We will ask you to summarize the papers that you prepared and 
that are now in the compendium and then nmembers of the committee 
will ask questions of you. 

Mr. Holland, we will recognize you first, sir. 

We are pleased to have you with us and you are recognized. 


STATEMENT OF DANIEL M. HOLLAND, ASSOCIATE PROFESSOR OF 
FINANCE, MASSACHUSETTS INSTITUTE OF TECHNOLOGY 


Mr. Hotianp. Thank you, Mr. Chairman. 

I shall summarize briefly some of the findings presented in the 
paper I prepared for the Tax Revision Compendium on the Under- 
reporting of Dividends and Interest. 

I will, of course, be happy to go into these matters more deeply or 
take up points not covered in this summary, should you so desire, in 
the course of today’s discussion. 

For many years now the tax liability associated with wages and 
salaries received in the normal course of employment has been col- 
lected at source, prior to the employee’s receipt of such payments, but 
reporting of and paying the tax liability on other types of income 
receipts has remained the responsibility of the taxpayer. 
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Mr. Arcer. I know what you said earlier. That is why I asked 
the question. This does attack the progressiveness of the rates, does 
it not? 

Mr. Lesser. Yes. 

Mr. Acer. To that extent you very definitely believe that the 
progressive income tax rate is impaired ¢ 

Mr. Lesser. Yes. 

Mr. Arcer. This does impair it ? 

Mr. Lesser. That is right. 

Mr. Aucrr. That is what I thought. 

Thank you, Mr. Chairman. 

The Cuarrman. Any further questions? 

If not, gentlemen, let me thank you again for participating in our 
discussions and for being with us this morning. We appreciate it so 
much. 

Without objection the committee will adjourn until 10 am. 
tomorrow morning. 

(Whereupon, at 1:25 p.m., Monday, December 7, 1959, the com- 
mittee adjourned, to reconvene at 10 a.m., Tuesday, December 8, 1959.) 
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SPECIFIC ELEMENTS IN THE COMPUTATION OF TAX- 
ABLE INCOME—COMPLIANCE AND ENFORCEMENT 


Amount of Unreported Income 
Procedures To Improve Income Reporting 


TUESDAY, DECEMBER 8, 1959 


House or REPRESENTATIVES, 
Com™MITTEE ON Ways AND MEANs, 
Washington, D.C. 


The committee met at 10 a.m., pursuant to recess, In the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chairman 
of the committee) presiding. 

The CHarmMan. The committee will please come to order. 

Today we continue looking at the subject matter of the computa- 
tion of taxable income, looking at compliance and enforcement, and 
particularly this morning, the amount of unreported income. 

We have as panelists Mr. Daniel M. Holland, professor of eco- 
nomics, MIT, and Mr. Harry Kahn, of the National Bureau of Eco- 
nomic Research. 

We appreciate the papers that you gentlemen have prepared for 
the compendium. We appreciate your being with us this morning. 

We will ask you to summarize the papers that you prepared and 
that are now in the compendium and then nmembers of the committee 
will ask questions of you. 

Mr. Holland, we will recognize you first, sir. 

We are pleased to have you with us and you are recognized. 


STATEMENT OF DANIEL M. HOLLAND, ASSOCIATE PROFESSOR OF 
FINANCE, MASSACHUSETTS INSTITUTE OF TECHNOLOGY 


Mr. Hottanp. Thank you, Mr. Chairman. 

[ shall summarize briefly some of the findings presented in the 
paper I prepared for the Tax Revision Compendium on the Under- 
reporting of Dividends and Interest. 

I will, of course, be happy to go into these matters more deeply or 
take up points not covered in this summary, should you so desire, in 
the course of today’s discussion. 

For many years now the tax liability associated with wages and 
salaries received in the normal course of employment has been col- 
lected at source, prior to the employee’s receipt of such payments, but 
reporting of and paying the tax liability on other types of income 
receipts has remained the responsibility of the taxpayer. 
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Given this dichotomy in administrative practice, the zeal with which 
taxpayers have assumed their responsibility to report income is more 
than a piece of information; it is a matter of real concern, 

For two such categories of income—dividends and interest—I have 
attempted to measure over the last 20 years or so, the extent to which 
dividend receipts and interest receipts did not show up on tax returns, 

Very simply, I have compared the total of these income types de. 
rivable directly or indirectly from tax returns, with the aggregate 
amount of dividends and interest receipts of individuals as estimated 
by the National Income Division of the Office of Business Economics 
of the Department of Commerce, adjusting these latter data as best 
[ could for comparability with tax law definitions and reporting 
requirements. 

The difference between estimated aggregate personal dividend—or 
interest—receipts so adjusted, and the total of same derived from tax 
returns has been taken to be a measure of underreporting. 

[I call ita gap. But—and this cannot be too strongly emphasized— 
this gap is not a measure of dishonesty or memory lapse. 

True, these enter in, but so do also the dividend and interest receipts 
of persons not required to report for tax purposes or whose exemp- 
tions and deductions exceed their taxable income. 

Moreover, we should recognize that some portion of the gap could 
be a consequence of errors In measurement due to imperfections of 
the data or the estimator. 

Unfortunately, as you will note in what follows, I am in a position 
to give specific evidence on this latter point. To put it bluntly, I 
made a mistake, a mistake which caused me to overstate the gap for 
the last 5 or 6 years particularly, and I welcome this opportunity to 
rectify it. But more of this in a moment. 

With these qualifications in mind, here is a quick summary of my 
findings, first for dividends, and then for interest. 

The National Income Division estimates the dividend component 
of personal income at $12.5 billion for 1957. 

After a number of adjustments—all subtractions from this total 
primarily to take out the dividend receipts of the institutions treated 
as “persons” in the national income accounts and the capital gains 
lividends paid by investment companies which are reported on tax 
returns as capital gains, not as dividerids—we get a figure of about 
$11.1 billion as the maximum that we could expect to find on tax 
returns, 

But to the tax returns filed in 1957, we can trace directly or in- 
directly some $9.8 billion of dividends. The difference between the 
adjusted NID figure of $11.1 billion and the tax return total of $9.8 
billion—i.e., $1.3 billion—we call the dividend gap. 

In 1957 the gap of $1.3 billion represented about 11.5 percent of the 
total that might have been reported. 

Let me interrupt the main thread of this summary to point up the 
mistake I referred to earlier. 

You will note, if you compare the results just cited with those on 
page 1399 of my paper, that the present version of the gap is some 
$350 million—almost 3 percentage points less on a relative basis— 
than it appears in the paper. This is because while preparing the 
paper I overlooked the fact that included in the NID dividend esti- 
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mate were the capital gains dividends of investment companies, which 

i tax returns are reported as capital gains, not as dividends. 

“This oversight affects the dividend gap as I initially measured it 
for all the years covered in my paper, but only for the period 1954 
hrough 1957 is the effect substantial. 

I have taken the liberty of appending to this statement revisions 
of some of the data in my paper. In the main, the conclusions of the 
paper are unaffected by these corrections. 

That the gap was $1.3 billion in 1957 does not mean that taxpayers 
purposely avoided or forgot to dec ‘lare $1.3 billion of dividends that 
they should have. I have and I consider this a very 
liberal estimate—that $400 aii of dividends went to nontaxable 
adults and minors. The rest, $900 million or so, remain a complex of 
evasion memory lapse, and statistical error. 

If we are interested in the revenue loss associated with the failure 
i) report dividends, we should recognize that some dividends not 

rently reported are uncovered later by audit. 

An allowance of $200 million on this score would be generous. 
[his leaves about $700 million increment to tax base, or about $200 
nillion more in tax liability were unwarranted underreporting of 
lividends to be corrected. 

Despite all the uncertainty that characterizes my measure of the 
mp, there is no reason to think that the sources of statistical error 
vould operate capriciously. That is to say, while we may justifiably 
eel quite unsure about the accuracy of the level of the gap, we can 
till accept changes of the gap overtime to be indicative of the true 
trend in underreporting. 

My measurements for the years 1956-57 show that the gap measured 
isa percentage of that might have been reported was little different 
uthe thirties and fifties. 

And this is surprising in view of the income tax conversion over this 
period from a minority levy to a tax involving most of the population. 

Total dividends are much larger now than they were 20 or 25 years 
igo, so the constancy of the gap in relative terms is associated with a 
wnsiderably larger amount of unreported dividends currently. 

In my judgement, these measures of the gap, imprecise as they may 
ie, warrant the conclusion that dividend underreporting and, of 
ourse, the revenue loss associated with it, have not tended to be self- 
orrecting overtime. Dividend underreporting is about as _pro- 
hounced now on a relative basis as it was 25 years ago, and on an 

ibsolute basis it is more serious now. 

For interest receipts my summary shall be brief indeed. The con- 
clusions are similar to those for dividends, and the inadequacies of 
the data and consequent inaccuracies of the estimates make detailed 
liscussion unrewarding. 

But the magnitude of the interest gap triumps over all statistical 
— ision. ‘And it is clear that interest underreporting is consid- 
etably more serious even though total cash interest receipts of indi- 

iduals have in recent years run below dividend receipts. 

For 1957 I estimated an interest gap derived on a basis similar to 

that used for dividends of $5.5 billion and estimated also that some 
® billion of this was received by nontaxable individuals. 

Hence, about $3.5 billion that should have been reported, wasn’t. 
I repeat, this figure could be off sizably in either direction, but on 
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any basis of estimation the unwarranted underreporting of interes 
is substantial. 

This suggests a revenue loss associated with interest underreporting 
of about $750 million. 

The trends in the interest gap over the last 20 years show no ral 
fall in relative underreporting and, of course, an absolute increase j 
the amount of unreported interest. 

Despite the wide ranges of error to which our estimates are subject, 
a following conclusions seem justified : 

im goodly amount of dividends and an even more substantial 
seneiat of unreported interest receipts cannot be explained away, 
Taxpayers forget to, or purposely fail to, report them. 

2. The proportion of such dividends and interest is about as high 
now as it was 25 years ago; the absolute amount much higher. 

3. The revenue loss associated with unwarranted nonreporting of 
dividends and interest may currently be close to $1 billion. 

Thank you. 

The CuHatmrman. Thank you, Mr. Holland. 

Without objection, your material as appended to your statement 
will be included immediately following your statement. 

Mr. Hotianp. Thank you, sir. 

(The material referred to follows:) 


REVISIONS OF ESTIMATES IN “UNDERREPORTING OF DIVIDENDS AND INTEREST 0N 
Tax RETURNS,” BY DANIEL M. HoLianp 


(Pp. 1397-1488 of Tax Revision Compendium ) 


1. Table 1, page 1399, add: 
Line 10a. Minus capital gains dividends of investment companies____ $365, 592 
and change the values in succeeding lines as follows: 


Line 11__ a $11, 064, 365 
Line 12 ; ' , 276, 748 
Line 13 aden 11.5 


2. Substitute for table 2, page 1403, the following table: 
TABLE 2.—The dividend gap, 1936-57 


Absolute gap (in millions) Relative gap 


| 


| 
Variant 1 | Variant 2 | Variant3 | Variant 1 | Variant 2 | Variant3 
| (percent) | (percent) | (percent 


8. 
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The Cuarrman. Mr. Kahn, we appreciate having you with us this 
morning. You are recognized, sir. 


STATEMENT OF C. HARRY KAHN, NATIONAL BUREAU OF ECONOMIC 
RESEARCH 


Mr. Kann. Mr. Chairman, you introduced me a minute ago as 
a member of the staff of the National Bureau of Economic Research. 
Since Rutgers University was good enough to give me this oppor- 
tunity to come here, I w ish to state Tama member of the staff of both 
institutions. 

The CuarMan. I apoligize to the faculty, the students, and the 
alumni of Rutgers University. 

Mr. Kann. “My paper deals with the coverage of entrepreneurial 
income on tax returns. 

The extent to which the income of unincorporated enterprises, inde- 
pendent professional persons, and farmers, appears in the tax base 
constitutes a part of our income tax experience that we know least 
about. It is an area which requires much more work of a basic char- 
ucter before one can present more than tentative conclusions. 

With the limited data now at our disposal we find that soie- 
what less than $11 billion, or 73 percent, out of an estimated $40 
billion of entrepreneurial income did not appear on tax returns in 
1957. This is over one-third of Dr. Pechman’s estimated $28 billion 
of adjusted gross income not appearing on tax returns. 

Both figures include the amounts received by persons witli incomes 
too low to require them to file and by persons who are nontaxable 
and, therefore, may not bother to file although the law requires them 
to file. 

[ have attempted to estimate the possible importance of these two 
factors in causing entrepreneurial income not to be reported. For 
the year 1955, $27 billion out of $39 billion, or 68 percent, appeared 
on Income tax re tama, 

In other words, there is a gap of $12 billion to be explained for 
that year. 

I find that about $350 million, or 1 percent, was received by per- 
sons below the filing requirement level. Even if we assume that all 
persons whose 1 Income was nontaxable refrained from filing a return, 
we find that only $2.5 billion out of $12 billion can be explained that 
way. That is, 6 cecod in addition to the 68 percent reported, or 
i+ percent in all, can be explained on this extreme assumption. 

I might add that $2.2 billion was actually reported on nontaxable 
returns, which shows how extreme the assumption is that all persons 
who are not taxable did not report. 

These estimates for all entrepreneurial income cover up a great 
difference in the e reporting ratio of farm and nonfarm entre preneurs. 

For the period 1947-57, our data show four-fifths of estimated 
nonfarm income, but only two-fifths of farm income to be reported on 
lax returns. 

Again when we adjust for the income received by persons whose 
income was below the filing requirement the percentages are only 
slightly increased. The estimates for 1955 are as follows: 
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| 
| 

| Business 

| and pro- Farm 

| fessional 

| 


1. Percent accounted for on tax returns -- -- nthe 78. 5 | 


2. Percent of income below filing requirements-. : 4 | 
3. Line 1, plus 2_-_. : ‘ ; Sahin cipal 78.9 | 
4. Percent of income not taxable-.-.--...-..---- ‘i 2.6 | 
5. Line 1, plus 4 


The nonfarm reporting ratio is raised from 78.5 to 78.9 percent. 

The farm ratio from 34 to 37 percent. 

However, if we assume that persons who were nontaxable did not 
file—our extreme assumption—the effect on the amount of farm 
entrepreneurial income thus accounted for is considerable: 56 instead 
of only 34 percent of farm income would be accounted for. 

For nonfarm entrepreneurs 81 instead of 78 percent of income can 
be explained on this assumption. 

While we have no similar estimates of nontaxable income for 1957, 
if the 1955 relationships are projected forward, 84 percent of nonfarm 
entrepreneurial income, and 66 percent of farm entrepreneurial income 
are accounted for if we assume that all nontaxable persons did not 
bother to file a return. 

Our finding that a major part of underreporting occurs on the 
returns of the self-employed is confirmed by the findings of the IRS 
audit control programs of 1948 and 1949. But the large difference 
in reporting ratio between farm and nonfarm income is not confirmed 
by the audit control program findings. 

My figures for farm proprietors’ net income are based on Depart- 
ment of Agriculture estimates, which are probably quite accurate. 

My figures for nonfarm business and professional income are based 
on Commerce Department estimates, which, in turn, are, at least in 
part, derived from tax return reports with an adjustment for under- 
reporting based on the amounts uncovered in the IRS audit control 
program. 

There is thus a strong possibility that the Commerce Department 
estimates for nonfarm entrepreneurial income are somewhat too low. 

Let me stress that in presenting these data no criticism of either the 
IRS or the Commerce Department’s National Income Division is 
intended. 

Like the rest of us, they must operate with insufficient data. This 
means that one of the first requirements of efficient tax enforcement— 
reliable information—is at present unfilfilled as regards the nonfarm, 
unincorporated business sector. 

Future provision of income estimates for this sector, independent of 
tax return data, would be an important guide to our officials. 

This would not be the first time that taxation requirements furnished 
the impetus for the collection of statistical information. Nearly 300 
years ago Sir William Petty became one of the founders of the science 
of statistics when, in a book entitled “Political Arithmetick” he 
referred to “number, weight, and measure,” in advising his Govern- 
ment on matters of policy and tax assessment. 

Thank you. 

The Cuarrman. Thank you, Mr. Kahn. 
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Mr. Holland, in reaching your estimates on the dividend gap, as I 
understand it, you allow $3) 50 million for dividends of regulated in- 
vestment companies which are actually reported as capital gains; is 


; that right ? 


Mr. Horianp. Yes, sir. 

The Cuamrman. Are there other ty pes of dividends as reported by 
the Department of Commerce which in the tax law are regarded as 
capital gains ? 

Mr. Hottanp. There are. 

I have not been able to make any serious estimate of them and I 
have not worried too much about them because I think either they 
are small in magnitude, or else constant year after year, so that 
comparisons over time would not be distorted by a constant oversight. 

One category of dividends that falls under your question is divi- 
dends paid out by some public utilities, and perhaps some other com- 
panies as well, which relate to these companies accounting under the 
accelerated amortization, 5-year writeoff privileges assoc ciated with 
certificates of amortization and necessity, some of whith were granted 
during the Second World War, some following Korea, and some still 
currently being granted. 

Such companies pay out dividends which are considered to be non- 
taxable for current purposes, but which involve readjustment of the 
basis on which stocks are held for capital gains purposes. 

I considered them to be rather smal] in amount after a rough check 
ona number of such companies. 

I would say they probably would not come to more than $50 million. 

The CratrmMan. What are your estimates with respect to dividends 
inredemption of one shareholder’s interest ? 

Mr. Hortanp. I have no way of knowing what they come to. 

The CuatrMan. You made no allowance in your gap? 

Mr. Hottanp. No allowance for that. 

The CHarrman. Redemptions to pay death taxes? 

Mr. Hottanp. You mean payments that are not considered 
dividends if made for that purpose ? 

The Cramman. Treated as a capital gain, it is my impression. 

Mr. Hottanp. No, no allowance for that. 

The Cuatrman. No you have any information that would reflect 
whether or not this might be a sizeable amount or an insignificant 
amount in determining this dividend gap? 

Mr. Hornanp. I have no w ay of knowing. 

I would hazard a guess it would be small in comparison with these 
other aggregates. 

The CHatrMaN. Mr. Holland, in ex xplaining the $1.3 billion divi- 
dend gap you estimated that $200 million was received by minors and 
adults that would not be subject to tax if reported. 

Mr. Hotianp. As I examined the paper on the way down, it struck 
me that I used unfortunate phraseology here. That includes two 
types, two categories of dividends—those received by minors and those 
received by nontaxable persons from nontaxable fiduciaries. 

The Cuatrman. What would your idea be of the range of possible 
estimate of dividends received by minors that would be nontaxable ? 
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The 

Mr. Hotzianp. T would like to refer to my paper. Footnote 11 on B estima 
page 1401 of my paper suggests that that would be about $100 million, Mr. 
The Cuatrman. That was taken into consideration ¢ in cont 
Mr. Hot1anp. $100 million of the $200 million total that you asked The 
about. am try 
The Cuarrman. Now, with respect to interest, in arriving at your ) yeport 
estimated gap of $314 billion for interest, did you make allowance for F admit 
the possibility that interest income may be reported on business tax Mr. 
returns as other income ? lion di 
Mr. Hotianp. No, I did not. The 
The Cuatrman. It has been suggested to me that this amount might PF in bets 
be as high as $1 billion for corporations, and nearly half a billion dol- Mr. 
lars for individuals. The 
Mr. Hoiianp. I have no way of knowing anything about that. I F find o 
have not investigated it. we COr 
The Cuatrman. Isit likely that that would be the case ? subjec 
Mr. Hottianp. The orders of magnitude of interest and the con- Mr. 
fusion in this area is such that it could be the case. Im: 
On the other hand, let me say that I did attempt to make a very lib- [ is affe 
eral estimate for the amount of interest received by nontaxable per- — menti: 
sons, perhaps more liberal than the data alone would suggest because Anc 
IT wanted to cover up a number of oversights that might occur. gap 0 
The Cuatrman. If these suggestions of a billion and a half dollars — wheth 
are right for interest reported, by corporations and individuals, as For 
other income not stated as interest, that would reduce your figure to F extrer 
$4 billion ? Wh 
Mr. Hotianp. That would reduce the gap figure to $4 billion, but, — consis 
remember, in seeking to arrive at a measure either of dishonesty or § of fig 
revenue loss, I made some further adjustment to the gap. The 
I am trying to suggest that that adjustment going from the gap to — tablis! 
the measure of, say, purposeful nonreporting, was very liberal. tion t] 
So that the $2 billion figure I lopped. off there for interest of non- § us by 
taxable persons could cover in effect many oversights of the kind that — tax p 
you have pointed to, for example, in the formal categories of my table. — mates 
Let me put it differently : ceived 
Two investigators, perhaps one armed with more information than Do 
the other, carve up these magnitudes differently, but it might be that — Mr 
the person who adjusted for business interest receipts reported as other — This: 
income—and I would not know on what basis to make this adjust- In 
ment—might throw in a much smaller figure for the amount of interest J of th 
receipts for nontaxable persons than I did. relian 
So when you put it all together the aggregate figure is not going to Ts 
look very much different even though the universe is carved up some- § om 
what differently. Ch 
The Cramman. I noted in your paper, the $2 billion figure that you § ‘Start 
used of unreported interest income received by persons who would § !div 
not be taxable if they did report their income. It seemed to me that § % for 
that was an excessively high figure. Mr 
Mr. Hotiann. Very high figure. Th 

I did it, I might say, because there was so much to play with in these 8 as 
totals, there was so much unknown about them, that I wanted to be 7 
safe. I 
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The CuHarrMAN. What do you think would be a range of reasonable 




























on estimate ¢ 

On, Mr. Hottanp. I am not sure that reasonable is a figure you can use 
in connection with these data. 

ked The Cuatrman. If $2 billion is in your opinion extremely high, I 
am trying to think what. a reasonable estimate might be of this under- 

our F reported interest that might not be taxable anyway, $2 billion you 

for F admit is extremely high. 

tax Mr. Hotianp. I would judge that $2 billion is high and a half bil- 
lion dollars is probably low. 

The CuatmrmMan. A more reasonable estimate might be somewhere 
cht F in between, then ? 
lol- Mr. Hottanp. Yes, somewhere in between. 

The Cuamrman. I know you cannot be exact, but we are trying to 

| — find out what the gap is. If we are extremely high in our deductions 
we come up with perhaps an underestimation of the gap that would be 
subject to tax if reported. 
on- Mr. Hotuanp. Yes. ‘ 

I might say I tried to do two things with these figures. One of them 
lib- | is affected by all these refinements and all these specificities that you 
er- fF mentioned, that is the current nature of the revenue loss. 
use Another thing that I tried to do is to see what has happened to the 

gap overtime, whether it is a matter that we should worry about or 
lars § whether it is a matter that will correct itself. 
, as For that latter purpose, accuracy in absolute magnitude is not 
2 to FF extremely important. 

What is important is to be consistent. If you make a mistake be 
but, F consistent in your mistake so that at least you have a consistent run 
or & of figures. 

The CuarrmMan. Now, I have always questioned that we could es- 
» to & tablish with any degree of accuracy from the point of view of estima- 

tion this gap in interest if we look solely at the figures which are given 
on: — us by the Department of Commerce and then the figures reported for 
hat — tax purposes. As I understand the Department of Commerce esti- 
ble. § mates, there is always some offsetting interest paid and interest re- 
ceived and netting of the whole situation. 
han Do you find that to be the case ? 
hat Mr. Hottanp. We on the outside must start with such figures. 
ther & Thisis the figure we have to work with. 
ust- [ might say this gives me an opportunity to point out also that one 
rest — of the basic flaws in my estimate both of dividends and interest: is a 
reliance solely on this set of figures. 
g to stress with Mr. Kahn this is no criticism of the Department of 
me- § Vommerce, but it is all we have. 

rhe CuarrMan. Have you ever tried to measure the interest gap 
you § ‘larting with the tabulations of specific types of taxable interest. that 
yuld § individuals receive, savings bond interest, savings bank interest, and 
that § forth ? 

Mr. Hotuanp. No, T have not. 

_ The Carrman. Have you ever looked to see what the total of that 
hese § Sas reported and then looked to see what is actually reported for tax 
» be purposes ? 


Mr. Hor.Anp. No, I have not. 
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The CuatrmMan. Would you suspect that there might be some diffe 
ence in the estimation of the gap if we looked at the actual amount 
reported by institutions and paid out and compare that with the 
amounts of interest reported for taxable purposes by people ¢ 

Mr. Hotianp. Undoubtedly there would be. 

The CHarrman. Would the gap from your studies appear to ly 
somewhat the same as the gap you come up w ith in using the Depart 
ment of Commerce figures ? 

Mr. Hottanp. I cannot answer that. I would expect that am 
specific enumeration of receipts by type could well be in the positio: 
of having overlooked perhaps one or another such type of payment or 
not having the data available on one or another such type in arriving 
at the total from which the gap is to be measured. Therefore, Ww 
we would be likely to arrive at a lower figure for the gap. 

The CuarrmMan. You do reach a conclusion from your - studies that 
there is perhaps more interest that is subject to tax and unreported 
than there is dividends? 

Mr. Hoxtianp. I think that is a very safe conclusion. It stands ow 
from this kind of operation no mi utter what assumption you make. 

It also stood out in the 1948 audit control survey of the Internal 
Revenue Service which showed, so far as I could estimate from tho 
data, an amount of discovered interest about twice as large as the 
amount of discovered dividends. 

The Cuarmman. You would conclude then, using the average rate 
applicable to taxable income, that there is something i in the neighbor. 
hood of $350 or $400 million of actual revenue with respect to interest 
and dividends ? 

Mr. Hotianp. Actual revenue loss, I would put over three-quarters 
of a billion dollars, probably close to $1 billion in all. 

The Carman. The Treasury estimates in the past, as I recall, have 
been approximately $350 million. Do you think these have been o1 
the low side? 

Mr. Hotianp. These are dividends and interest combined ? 

The Cuarrman. Yes. 

Mr. Hottanp. Yes. I would perhaps reach that conclusion mor 
comfortably than the conclusion on the specific size of the gap itself 

Mr. Mason. I got it that on the dividend gap we lost $200 millio: 
or more and on the interest gap we lost $750 million, and putting 
the two together we are losing approximately $1 billion. That 
what I got from your figures ? 

Mr. Hotnanp. Right. 

And then to assess the proper worth of these figures, let me say 
that probably would be more appropriately phrased as somewher 
between three-quarters of a billion dollars and one and a quarte! 
billion dollars. 

The Cuairman. You must reach the conclusion with respect to this 
amount that if there is underreporting, the underreporting must be 
in the brackets that are in excess of the average of the tax rate paid 
on the total taxable income. 

Mr. Hoxianp. Let me state the figures I used in that connection. 
In eat on the dividend estim: ate, the dividend revenue loss esti- 
mate, I did use a figure higher than the average. I used a figure 
something like 30 percent as the incremental tax liability associated 
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with that addition to tax base and that is a relatively low estimate 
for nena income, especially of dividends. 

With interest, given the imprecision of the estimate, I was more 
bland. I think the arithmetic works out something like this: 21 per- 
cent of $314 billion w ould give us $750 million. 

Tw enty- one percent is certainly a very low figure for an incremental 
tax rate. 

The CuarrmMan. Do you recall the percentage of taxable returns 
in recent years that included amounts on the income side attributable 
to interest ? 

Mr. Hotxanp. I don’t have that figure with me, Mr. Chairman. 

The CuarrMan. It seems to me that about 11 percent of the returns 
in the year 1956 reflected interest received. Is that something near 
your recollection ? 

Mr. Hotxanp. Yes, that would be reasonable. 

The Cuatrman. Have you reached any conclusion from your study 
as to what percentage of the returns should reflect interest received ? 

Mr. Hottanp. No. 

The Cuarrman. Is it scattered generally amohg taxpayers or is 
it confined to smaller percentage of the total ? 

Mr. Hotianp. I can’t answer that question. I can only suggest 
from what are by now ancient data, the 1948 audit control survey, 
that underreporting, both of dividends and interest, seem to be con- 
centrated more than interest and dividend receipts themselves in the 
lower income classes. 

But lower for those purposes is not very precise because the audit 
survey had four classes of income, four classes by which the income 
distribution was characterized. The lowest class was very broad, 
under $7,000. 

The CHarrMan. I remember that information. That led me to 
believe that probably in determining the amount of revenue being 
received from this interest that is now in the gap area that we should 
use an average rate that we get by looking at total revenues and the 
taxable income subject. to tax which is about 23 » percent, say, in 1959. 

For the purpose of estimating our revenues in these gap areas we 
would be safer in concluding that the total revenue that is lost as a 

result of the gap would come nearer being 23 percent of whatever 
the gap is. 

Mr. Hotianp. My estimate for interest used a lower figure than 
that, or something of that order, certainly not higher than 2 23 percent. 

The estimate for dividend used a rate that was based on the audit 
control survey distribution of underreporting. 

The Cuatrman. If you use a higher rate you lead me to believe 
that you reach the conclusion that there is more underreporting of 
interest in brackets of taxation above the first and second brackets, say, 
than in the first and second. 

Mr. Hotianp. Well, for interest I did not use that higher rate. 

The CuatrmMan. What did you use for interest ? 

Mr. Hotianp. In my summary I mentioned a three-quarter billion 
dollar figure for revenue loss, due to the failure of $314 billion of in 
terest to ‘show up on tax returns. 

The Cuarrman. Would that percentage be near the average? 
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Mr. Hotxianp. The rate implicit in that is about 21 percent. I 
think it is certainly appropriate to use a somewhat higher rate for 
dividends although it would make very little difference. 

The Cuarrman. I agree with you. Maybe this is not significant, 
but I am just trying to see how you came up with this estimate of 
revenue. 

Now, Mr. Kahn, I discussed with Professor Holland the estimate 
that about a billion and a half dollar interest income is reported in 
business accounts as other income. If this is correct, would it have 
any implications for your estimate of unreported income? Did you 
allow for any such possibility as that in reaching your conclusions as 
to the amount of unreported income ? 

Mr. Kaun. If I understand you right, you say that my reported 
figure, the figures that I used as reported income, would be too high 
in that case. To answer your question, the only allowance that I made 
for dividends and interest received by business firms is for partner- 
ships—partnership information returns do show dividends and in- 
terest received and that I took out. 

I think in 1957 that amounted to about $275 million. That was 
interest only because since 1954 partnership income no longer includes 
any dividends. 

The Cuamman. Mr. Holland mentioned the 1948 audit control 
program. As I recall, that indicated much less underreporting of 
business income than your estimates indicate. 

Do you draw any implications from this? 

Mr. Kaun. No; not particularly, since it has been stressed by 
Marius Farioletti, the man who is mainly responsible for report- 
ing on that program, the program was not designed to uncover all 
errors. It was designed to uncover the amount of error that would 
come to light at a certain level of intensity of auditing. 

They never expected to find all errors for the following reasons: 
Probably even in the cases included in the sample, the taxpayer might 
have been successful in hiding some income. 

Furthermore, the ACP did of course not examine the taxpayers 
who did not file returns at all. 

The CHarrman. What I am getting at is this: Do we have informa- 
tion with respect to unincorporated businesses for us to be able to 
develop information that is responsible or fairly accurate through 
such an audit as the 1948 audit? Do we have enough information 
to conclude, as we did in the 1948 audit, that there is this much loss or 
this much gap? 

Does it explain the difference between that and your estimates that 
an audit itself just does not have enough information to be correct’ 

Mr. Kaun. The audit did not disclose anything near the gap that 
I find. 

The CHamman. I know. I am talking about the difference. I am 
trying to reconcile your figure of gap and the figure based on this 
actual audit program that was conducted. 

Now, did the audit program have information to really be correct. 

Mr. Kann. The audit program was very valuable in showing us 
in what areas errors are concentrated. It showed that more than one- 
half of all the errors uncovered were found on returns with business 
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and professional income. Even though these returns accounted for 
only 10 percent of total adjusted gross income, they accounted for 
well over 50 percent of tax error. 

Although they did not, to my mind, uncover the total gap, they 
did uncover where the biggest error occurs. 

The gap I find for business and professional income bears a similar 
relationship to the gap for total adjusted gross income as the audit 
control program gap bears to its total gap. 

The Cuarman. What I am thinking about is the difference in the 
size of the unreported business income, in your estimates and in the 
1948 audit program. 

I am wondering whether we explained that because the informa- 
tion available in the 1948 audit program was not sufficient to reach 
any reliable conclusion with respect to the underreporting or whether 
the size of the sample taken from the 1948 audit was not sufficiently 
large to really indicate what the situation was. 

Mr. Kann. I am sure the sample taken was adequate as far as I 
can see. The answer to the other question is, I stppose, no, 

The CHarrMan. Were you disturbed at all by the different conclu- 
sions that you reached from the conclusions of this audit? 

Mr. Kann. No, I wasn’t. It is true I have a much higher figure, 
but I expected to get a much higher figure. 

I assume you did not think that it might be so much higher. 

The CHarrman. That is the point. I was surprised at the size of it. 

Mr. Mason. The 1949 survey went into it for the purpose of deter- 
mining the areas not for the purpose of determining the total gap. 

You have gone in for the other objective, to try to determine the 
total gap and, therefore, of course, your figures and the figures for 
1948 were quite different. It could be expected because of the differ- 
ence in the objective of the 1948 and your objective. 

Mr. Kaun. Yes, there was a difference in objective. 

The CuatrmMan. Now, let me look at this matter of farm income for 
just a moment. 

Is it possible that we can be misled as to the amount of unreported 
farm income to these estimates of gap because quite a bit of farm in- 
come is reported on ordinary business returns and not on farm 
returns. 

Some farmers will use the ordinary business part of the income tax 
— Other farmers will use that part that is specifically there for 
armers. 

Now, to the extent that the farmers use the business return, and have 
no real breakdown as to what business income is from farming, does 
that explain some of your gap in any way ? 

Mr. Kann. Offhand I doubt that that is a very important factor. 
It would, of course, not change the total gap, but 1t would change the 
distribution. 

The CuatrmMan. It would not change the total from business and 
farm, but it would change definitely the amount of unreported that 
is indicated in farm returns. 

Mr. Kaun. I have no information on that point. 

The Cuatrman. Do you have any information as to whether or not 
part of the gap in farm income is due to the use of accrual basis by 
farmers rather than cash basis or vice versa ? 
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Mr. Kaun. No. I assumed that most farms are on a cash basis, 
The Cuarrman. Maybe they sell their crop in a different taxable 
year from the year in which the crop is grown or harvested. 

Now, does that in any way explain the gap? Do you know? I 
was alleged to the committee by one panelist some days ago that it was 
his opinion that considerable shifts in reporting of farm income could 
be explained because of the accounting method followed by farmers, 

Mr. Kann. A person, when I asked for advice on this matter, told 
me as far as they knew most farmers were on a cash basis. I followed 
that assumption, so I made no allowance. 

The Cuarrman. If a farmer is on a cash basis he reports his income 
when he receives it. 

Say that he is a cotton farmer and he produced a cotton crop in 
the year 1959, but he actually sells that crop in 1960. He is ona 
cash basis. What year is the income included by the Department of 
Commerce estimates and what year is it included by the Internal 
Revenue Service? 

Mr. Kany. I think in both cases they are in the same year. I am 
not certain. 

The Cuatrman. Is not a farm crop that is grown and harvested 
in 1958 included by the Department of Commerce in income in 1958! 

If I sell my cotton crop actually in 1959 for tax purposes is that not 
within the taxable year 1959? 

Mr. Kann. Commerce has an estimate of change in value of inven- 
tory which, to the best of my recollection, I took out. 

The Carman. Because of this allegation the other day by a 
panelist, I am merely asking these questions to see whether or not this 
gap in farm income can be explained to any of these possible reasons. 

Mr. Kaun. Let me see if I have a figure at hand here. It may be 
in one of my tables, but I am not certain. 

No, I don’t have the figure. 

The Cuarrman. I thought you would have told me that probably 
that is not an explanation because this tnder- -reporting that is indl- 
cated is not with respect to just one year, but it is a continuing pro- 
cess, is it not? 

Mr. Kaun. Yes. 

I thought you were asking me how this would affect the figures 
from one year to the next. 

The Cuatrman. That might be the answer to the thought that the 
accounting method itself is the cause of this gap? 

Mr. Kaun. Over the years it should not change the gap, over a long 
period of time. 

The Cuatrman. That is right, not for that reason. 

Mr. Kann. That is right. 

The Cuarrman. But there is a gap in each of the years of about some 
size, is there not ? 

Mr. Kaun. Which has been fairly stable, around 40 percent. Some- 
what lower’ in some years, and somewhat higher i in some years. 

The Cuarrman. The significant fact is that it has not increased 
percentagewise ? 

Mr. Kaun. That is right. 

The CHarrman. Has it remained about the same? 

Mr. Kaun. Since 1941. 
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Mr. Mason. Then the rate of tax has not had anything to do with 
this gap with the farmers, has it? In 1941 the tax was low and still 
they neglected to report. 

The Cuamman. Let us say it was lower. 

Mr. Kahn, how do you account for the fact that in the audit con- 
trol program the results of underreporting of farm and nonfarm, 
unincorporated business i income, were so close, yet your results show 
far more underreporting in the farm section ? 

Mr. Kann. Well, I was quite disturbed over that, too. One pos- 
sibility is that the Commerce Department nonfarm estimate may be 
somewhat too low. 

In other words, I don’t think my figures prove that farmers under- 
report their income more than nonfarmers. Commerce to some extent 
depends considerably on tax return information for the nonfarm, 
unincorporated sector. They correct their tax return data in part 
by audit control program findings. Not entirely, but to a great ex- 
tent. It is quite possible that the income estimates for nonfarm are 
too low. 

The CuarrmMan. In determining the size of the gap, do you do what 
the Department of Commerce does, include as income to farmers 
those amounts that are grown and consumed on the farm? Is that a 
part of this gap, or not ? 

Mr. Kann. No, it is not a part of the gap estimate. 

Are you talking about farm income now ¢ 

The Cuamman. I am talking about the farmer who raises and 
consumes on his farm. 

The Department of Commerce does now include that as income. It 
is not income for tax purposes, but they include it as income for pur- 
poses of reaching total income. 

Mr. Kann. I left that out. 

The Cuarrman. That is not included in the gap. 

Mr. Kaun. That is not included. 

Mr. Arerr. I cannot find in Mr. Kahn’s statement what is the loss 
of revenue to the Government. 

The Cuarrman. I was going to come to that. 

Mr. Auerer. I am sorry. I was not sure whether he covered that. 

The Cuatrman. Did you reach any conclusion from your study as 
to the amount of revenue that might be involved because certainly 
some of this gap is made up of income that would not be taxable, 
you will have to admit that. 

Mr. Kaun. Only to the extent that it is income of people who would 
not have been taxed in any case. That would at the most bring it 
down to about $7 billion. 

I did not make any estimate of revenue loss mainly because I do 
not have any better information required for that purpose than you 
possess and you can multiply by .25, .23, as well as I can. I have no 
income size distribution data depend: able enough to make a precise 
estimate. Roughly the revenue loss would probably be somewhere 
between $214 and $3 billion. 

Mr. Auger. Two and a half to three billion dollars. 

Mr. Kann. I am sorry, in the neighborhood of $114 billion. 

Mr. Arerr. One and a half billion dollars would be the loss? 

Mr. Kaun. Very roughly speaking. 
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The Cuarrman. Did the audit control program data give any indi- 
cation of the income levels at which business income 
underreported ? 

Mr. Kaun. Yes, they did. 

The CHarrman. In a brief way did the underreporting extend 
throughout, or was it in certain brackets or not ? 

Mr. Kann. I recall only roughly, so that I should be very careful, 
but my recollection is that for 1948 and 1949 there was a decline in the 
proportion of income unreported as one moved from lowest to highest 
income levels. 

The Cuarmman. If you desire to do so, and want to correct your 
answer here, you will be permitted to do so, of course. 

I am asking you and you are using your memory and if you do find 
that that is not correct, I want you to feel free to correct it. 

Mr. Kaun. I shall be happy to doso. 

The Cuamman. Do you know the method the Commerce Depart- 
ment uses in making their dividend estimates ? 

Mr. Kann. You mean nonfarm, entrepreneurial dividends. 

The Cuarrman. Do they not blow them up somewhat as a result of 
the 1948 audit control program ? 

Mr. Kann. They use a correction factor for underreporting based 
on the audit control program, and they make a correction for under- 
coverage of the business population based on census data. Those 
are two major corrections in the Commerce estimates, 

The Cuamman. What would you say would be the low and the 
high? You have reached a conclusion with respect to the estimate 
of unreported business income, including farming, but allowing for 
all these errors and other factors that we discussed, what do you think 
would be the range of estimates, high and low? 

Mr. Kaun. If my figures are correct, I would say that the low 
would be about $7 to $8 billion for farm and nonfarm combined. 
That is, if you assume all people who were not taxable, even though 
they were required to file a return, did not file a return. That is an 
extreme assumption. 

Now, it is, of course, possible that I overlooked adjustments that 
should have been made to the Commerce income estimates or that | 
overlooked adjustments which should have been made to the Agri- 
cultural Department income estimates. 

At the moment I am not aware of them so it is hard to talk about 
them. 

The Cuatrman. Mr. Kahn, as I recall in your paper in the compen- 


dium you gave an estimate of $7 billion of unreported wage income, 
did you not ? 


Mr. Kaun. Yes. 

The Cuarrman. That would be received, would it not, by very low- 
income individuals ? 

Mr. Kaun. Well, I recall 3 years ago when the Joint Economic 
Committee had hearings, we estimated about half a billion dollars 
for wage income that was not reported because it was received by per- 
sons in too low an income group, but here I did not make that ad- 
justment. 

The Cuarrman. I did not quite understand. My recollection is $500 
million of unreported taxable income on wages; is that what you say! 


was 
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Mr. Kaun. If you asked me what amount of wages and salaries 
are not reported by presumably nontaxable persons, my recollection 
is that in 1952 we had an estimate of—, was it a half billion dollars, 
ora billion and a half? 

Mr. Hottanp. May I talk to this? You are referring to an earlier 
paper. That paper was in line with a number of other estimates. 

As a matter of fact, we followed other estimators and their proce- 
dures and came up with roughly similar results. 

As I recall those figures, and I cannot phrase it in terms of absolute 
magnitude, but only in terms of the percentages of gap, or the opposite 
of that, the percentages of what could possibly as a maximum have 
been reported that was reported, for wages and salaries, we got a 
figure of 95 percent. 

Now, because wages and salaries is such a big total, a missing 5 per- 
cent is a lot more in absolute magnitude than missing interest or miss- 
ing dividends. 

Nonetheless, it is a smaller percentage. 

The Cuarman. But does that gap indicate loss of revenue? That 
is what I am getting at. 

Mr. Hotianp. There is undoubtedly some loss of revenue associated 
with it, but we are in no position, especially at this time, to estimate 
how much it is. 

Mr. Kann. Off that $7 billion that I show in my table here I recall 
that we estimated for 1952 that a billion and a half dollars was the 
wages and salaries of persons who were not required to file. I think 
this gets directly at your question. 

The Cuarrman. Let me ask one more question on this matter of 
proprietorship income. 

Does not the Department of Commerce include in proprietorship 
income an adjustment for underreporting on tax returns? 

Mr. Kann. Yes. 

The Cuatrman. Is that included in your gap? Take 1957, for 
instance. I think the amount that the Department of Commerce 
increased proprietorship income—that is income from unincorporated 
business and farming—about $4.7 billion as a guess by the Department 
of Commerce of the amount of income that was not reported for tax 
purposes. 

Am I correct, or not? 

Mr. Kaun. That figure is included in the amount that I start out 
with. 

The CHatrman. That you start out with? 

Mr. Kaun. Yes. 

The Cuarrman. That is what I am getting at. That is included 
also in the gap? 

Mr. Kaun. Yes, it must be. 

The Cuarrman. It would have to be? 

Mr. Kann. For the nonfarm sector, because I don’t use Commerce 
figures for the farm sector. 

The CHarrman. That is also included by the Department of Com- 
merce as a result of this 1948 audit control program ? 

Mr. Kaun. Yes. 

You mentioned a $5 billion figure. 

The CHarrman. I think it was $4.7 billion in 1957. 
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Mr. Kaun. That applies to nonfarm. 
The Cuarmman. That applies to nonfarm and farm, does it not? 
Mr. Kaun. I think only nonfarm. 

The Cuatrman. I had in mind it applied to both. 

Mr. Mason # 


Mr. Mason. Mr. Holland, I want to clear up something in my 
mind. 

In figuring the gap and the loss of revenue in the interest sector, 
you used 20 percent to figure it instead of the average of 23 percent 
on interest, did you not; ‘and that was below the av erage on that? 

Mr. Houuann. Y es, that is just an expression of the ‘fact that little 
faith can be placed in the accuracy of the total. 

Mr. Mason. Yes, and on the dividend you used 30 percent, which 
is above the average in figuring the loss, did you not? 

Mr. Howianp. Yes. 

Mr. Mason. Well, if you put the two together you figured it above 
the average on one and below the average on the other, they ought 
to balance out pretty well, should they not, and the total loss would 
be, you say, a billion dollars to a billion and a quarter dollars—which 
would be a pretty fair estimate, would it not? 

Mr. HotiAnp. In terms of the roughness of all this, a billion dol- 
lars, in quotes. 

Mr. Mason. Now, Mr. Kahn, in figuring it, as I understood you to 
say, with the loss of this unreported income, would be about a billion 
and a half dollars. Is that about your estimate of the loss in 
revenue ? 

Mr. Kaun. For entrepreneurial income. 

Mr. Mason. For the unreporting? 

Mr. Kaun. Yes. 

Mr. Mason. Well, one checks against the other. One approaches it 
from a different angle so I guess we can comfortably say at least a 
billion dollars or a billion and a quarter dollars more is the loss be- 
cause of this unreporting. 

I think we can safely say that, can we not ? 

Mr. Hortianp. Now, these are not the same totals you are talking 
about. These are additive totals. You were talking about entrepre- 
neurial income. I was talking about dividends and interest income. 

Mr. Mason. Yes, and he was talking about the other. 

If you put the two together, it is his billion and a half or your billion 
and billion and a quarter. 

That is what I am trying to arrive at in my mind. 

That is all. 

The Cuatrman. Mr. Alger? 

Mr. Acer. I have just one question. 

It is obvious with the care you are using in answering these ques- 
tions and the uncertainties that it is difficult to get all the figures you 
need. 


It would suggest we have to study it further before taking any leg- 
islative action. 
Have you covered in your papers and in what you said this morning 


why it is so difficult to do this estimating? W hat are the uncertainties 
you are confronted with ? 
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Mr. Hottanp. There are two considerations suggested by your ques- 
tion. One is whether for some purpose it is really necessary to become 
much more refined, to become much more precise and accurate. 

The other more directly in answer to your question, is that we are 
in effect outsiders, using end products. 

Every one of the estimates we use, and we use numerous estimates, is 
in itself a composite of a number of other estimates. 

All along the line investigators arriving at those estimates take 
their assumptions and data and combine them in certain w ays. 

Mr. Arerr. When you refer to outsiders, you are referring to in- 
siders such as the Internal Revenue Service. 

Mr. Hottanp. The Internal Revenue Service and the Department 
of Commerce, whose job it is to make these estimates. We are using 
the data, in a sense, usually not fully cognizant of all that went into 
them. 

Mr. Aucer. Then your figures are dependent on the accuracy of 
their figures ¢ 

Mr. Houtianp. Yes. . 

I am sure at certain points in these figures that certain of their data 
are better estimates than others. Some of the estimates are estimates 
which for their purposes in a big aggregate total may admit of some 
imprecision. 

For our purposes, estimating a smaller residual we would need 
ideally a better igure. 

Mr: Aucer. There is the time lag also inasmuch as it takes what, a 
year, 2 years, 3 years, to compile any given fiscal year or tax year 
returns. 

Mr. Hotuanp. There is a time lag. But I think that this historical 
review that we have undertaken of these data suggests that is not 
very serious for our particular purpose. 

Mr. Areer. Your percentages remain fairly true? 

Mr. Hotianp. The percentages remain fairly similar, or there are 
explanations why they differ or change over time in some cases. 

Given the fact that these are estimates, of necessity, the ranges 
associated with them are significant enough for many purposes. 

One of the conclusions that both Mr. Kahn and I suggest in our 
pes rs is that somebody could do a much better job than we did if 
he had access to these figures. 

Mr. Aueer. Thank you very much. 

The Cuatrman. Mr. Holland, and Mr. Kahn, the mere fact that 
the Department of Commerce in preparing statistics of income reflect- 
ing total personal income says that there are about so many billion 
dollars of income received by individual operators of business is 
nothing but an estimate, actually, as you pointed out to Mr. Alger. 

W hat criteria are used, if you know, by the Department of Com- 
merce in reaching a conclusion as to what the total of business income 
from unincorporated businesses is? Mr. Kahn, or Mr. Holland, 
either one, do you know how they proceed ? 

In understand they use available record payments in some income 

ategories. They have unemployment compensation records and vari- 
ous other fairly accurate guides to go by, but now do they have the 
same kind of criteri: a, relic able criteria, in estimating the total of busi- 
ness income from unincorporated businesses ? 
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Mr. Kaun. I don’t think they have anywhere near the precision as 
in the case of wages and salaries obtained from OASI records. 

For farm income they use Department of Agriculture data. 

I consider much care has gone into the farm income estimates, much 
experience, much knowledge of average farm expenses so that most 
persons in the field consider the farm income sector fairly well 
estimated. 

As to the nonfarm sectors, Commerce itself would be the very first 
to say that these are probably the weakest link in our national in- 
come estimates. 

The Cuatrman. Now, are the estimates prepared by the Depart- 
ment of Agriculture of farm income susceptible of more accuracy 
because of better criteria used by the Department of Agriculture 
in reaching conclusions than the Department of Commerce has with 
respect to nonfarm business income? Or is there the same weakness? 

Mr. Kaun. In part they are dealing, of course, with an industry 
for which a whole department, the Department of Agriculture, exists 
and for no other purpose but to concern itself with “the agricultural 
sector. 

In other words, they know a good deal about agricultural output, 
agricultural prices; they know a great deal about farm gross Income; 
they know a great deal about farm ¢ expenses. 

The Department of Commerce does not have the facilities to con- 
cern itself to the same extent with any particular sector as the Agri- 
culture Department has to concern itself with the farm sector. 

That would be the first point. 

In the second place the farm sector is a much more viene gests 
one than the unincorporated business sector. It would be much more 
difficult to get some of the figures with the same degree of accuracy. 

The Cuarrman. I have always been a little reluctant to look at the 
Department of Commerce figures on total unincorporated business 
income and then look down on the Internal Revenue side at the amount 
reported and make allowances for the difference in the gap that would 
be attributable to nontaxable income and so on; just because the 
Department of Commerce says that there is so much income received, 
to reach a conclusion that the rest of it, the difference, constitutes 
unreported income, actual income. 

Now, I think everyone would admit that there is some degree of 
underreporting perhaps by some taxpayers but the size of this g gap 
that is indicated would indicate to me if the gap is accurate, that it 
is a pretty widespread practice. 

Take the magnitude of the dollars in the gap that are attributable 
perhaps to tax: able income, it would take an awful lot of taxpayers 
to be earning that amount of money, would it not ? 

What I am getting at is this: Before we would reach any conclu- 
sion that any such widespread unreporting is actually in existence by 
unincorporated business operations, we would have to have some more 
information, would we not, with respect to the degree of accuracy in 
the Department of Commerce estimate. 

Mr. Kann. That is right, sir. 

The only thing that one could add onto this is that, if anything. 
the Department of Commerce figures will tend to understate the gap 
for nonfarm sector rather than overstate. 
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That is why I wanted to stress the fact that we cannot say that a 
farmer underreports more or reports with less zeal than the nonfarm 
businessman. 

The CHatRMAN. Do you reach the conclusion now about the non- 
farm business income, that the Department of Commerce statistics 
lead you to underreport the gap there ? 

Mr. Kann. That is right. 

The Cuarrman. In both instances, then? Farm and nonfarm? 

Mr. Kaun. No; not in both instances, because I did not use the 
Department of Commerce figures for the farm sector. 

The Cuamman. I know, but I heard you with respect to the farm 
income, but I was thinking now in terms of the Department of Com- 
merce estimates with respect to business income. Do those estimates 
lead you to believe, in the use of them, that you underestimate the gap 
there 

Mr. Kann. I would not put it as strongly as that. I would say that 
there is reason to suspect it. I cannot be positive for the reasons you 
mentioned. 2 

The CHatrmMan. My concern that there is some degree of over- 
estimating by the Department of Commerce is not borne out by your 
studies ? 

Mr. Kann. That is correct. 

The Cuatrman. Are there any further questions? 

Mr. Acer. In that same vein that you were pursuing, it is true, 
however, is it not, that we are talking about the greatest number of 
businesses, inasmuch as 85 percent of our total business is not incorpo- 
rated. So that maybe the failure to report or underestimate is across 
the broadest number of businesses. 

Mr. Kann. That is right. 

Mr. Areer. We are not talking about corporate taxation, are we? 

Mr. Kaun. No; we are talking about unincorporated business 
income. 

Mr. Axcer. Is it not true that 85 percent of our total business is 
not incorporated ? 

Mr. Kann. That is true. 

Mr. Arcer. We are talking about an awfully large number of 
businesses. 

Mr. Kaun. Small businesses. 

Mr. Acer. Making up whatever this gap is. 

Mr. Kann. Yes; we are only talking about the unincorporated busi- 
ness sector and independent professional persons. 

Mr. Arcer. That is all. 

The Crarrman. Are there any further questions of these gentle- 
men ? 

If not, again let me express our very deep appreciation for the 
spadework you have done for the committee. I want you to know 
that I certainly do appreciate it. I know the many hours that you 
had to spend to prepare your papers. You have been very helpful 
tous. As you recognize, it is most difficult for us to have readily 
available the type of information that you have given us. We want to 
thank you for being here today and for the papers you have prepared. 

The committee will adjourn until 2 o’clock this afternoon. 

(Thereupon, at 11:25 a.m., the committee recessed, to reconvene at 
2p.m., same day) 
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AFTERNOON SESSION 






The committee reconvened at 2 p.m., upon the expiration of the 
recess. 

The Cuamrman. The committee will please be in order. 

This afternoon we continue looking at specific elements in the com- 
putation of taxable income under the broad subject of compliance and 
enforcement, particularly at procedures to improve income reporting. 

Our panelists this afternoon are Mr. Russell C. Harrington, former 
Commissioner of Internal Revenue Service; Mr. Edwin L. Kahn, an 
attorney, Washington, D.C., formerly an employee of the Treasury 
Department, I believe; Mr. Joseph A. Pechman, Committee for 
Economic Development, also formerly with the Treasury Department; 
Dr. Thomas Atkeson, professor of taxation, William and Mary Col- 
lege, for many years with the Internal Revenue Service; Mr. Richard 
T. Boehm, attorney and accountant, of Columbus, Ohio; Mr. Way- 
land Gardner, professor of economics, North Dakota Agricultural 
College; Mr. Spurgeon Avakian, attorney, Oakland, Calif.; Mr. 
Michael D. Bachrach, accountant, Pittsburgh, Pa. 

Gentlemen, let me express to each of you our deep appreciation for 
the hard work that I know you went through in developing these 
papers for the compendium, and for your presence here soles for the 
purpose of summarizing the highlights of your paper in the com- 
pendium and for the purpose of answering any questions that the 
members of the committee might desire to propound. 

We appreciate your being here. We will recognize you, beginning 
with Mr. Harrington. 

Mr. Harrington, we welcome you back to the committee today. We 
recall your many appearances before us in your capacity as Com- 
missioner of Internal Revenue. 

You are recognized, sir. 











































STATEMENT OF RUSSELL C. HARRINGTON, FORMER COMMISSIONER 
OF INTERNAL REVENUE 






Mr. Harrrneton. Thank you. 
I appreciate the privilege of appearing before your committee to 
present my views on certain aspects of Federal tax administration. 

We are discussing here today ways and means by which under- 
reporting of income may be reduced. This is an enforcement prob- 
lem which has concerned the Internal Revenue Service for a long 
time. 

It has been estimated that the underreporting. of gross income by 
individuals in 1957 was in the magnitude of $24 billion, or some 8 

reent of roughly $300 billion of the gross income that should have 

en reported on individual income tax returns. 

This breaks down somewhat as follows: Business income of non- 
corporate taxpayers, about $12 billion; interest, $3.5 billion; divi- 
dends, $1 billion. 

The balance is made up of wages and salaries, particularly those 
not subject to withholding, and several other miscellaneous categories 
of income. 

To deal with underreporting by individual taxpayers of dividends, 


interest, and certain wages, I have recommended more effective use 
of informational reports. 
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There is little question, of course, that withholding of tax at the 
source With respect to dividends and interest would produce satis- 
factory results to the Treasury by bringing in tax revenues from 
these sources promptly. 

I have not recommended extension of the withholding device into 
these areas, however, because I believe that it would prove unduly 
burdensome on both the payor and the payee. 

I believe that if we expanded the informational reporting require- 
ment and encouraged the Internal Revenue Service to improve its 
mechanical facilities for handling the informational reports, we 
would have made substantial progress in solving the problem. 

The informational approach would place the burden of matching 
and followup on the Internal Revenue Service, where I think it 
belongs. 

Specifically, my suggestions call for informational reports on inter- 
est payments of $100 or more, and on wages paid to domestic 
employees and agricultural workers which are already subject to 
reporting for socia] security purposes. 

About one-half of the total of the estimated income underreported 
by individuals consists of business income of self-employed persons and 
members of partnerships. This problem is more serious in its effect on 
tax revenues of the Government than the underreporting of dividends 
and interest combined. It is clear that neither withholding nor infor- 
mational reporting will reach this situation effectively. 

The best way I know of to discover underreporting of income by 
business and professional people is through the examination of their 
books and records and the books and records of persons doing business 
with them. I have made two recommendations in this area, 

First, I would encourage an expansion in the auditing by the Service 
of returns of business taxpayers. 

Secondly, I would encourage the Service to establish a systematic 
method of identifying taxpayers, particularly those in business, who 
are required to, but do not, file income tax returns. 

These recommendations mean, of course, an increase in the enforce- 
ment and supporting staffs of the Service. 

You will note that my recommendations emphasize legislative 
change less than they do the need to strengthen the Internal Revenue 
Service. 

Our whole Federal tax structure rests on the foundation of a system 
of voluntary compliance on the part of our millions of taxpayers. 

We need not labor the point that voluntary compliance would suffer 
drastically if any class of taxpayers were able to evade with impunity 
their fair share of the tax burden. 

The Internal Revenue Service is the very lifeblood of our Govern- 
ment. It is unique among Government agencies in that it pays for 
itself many times over in increased collections. 

The Service has been severely handicapped by lack of funds to 
maintain a well-balanced and effective enforcement program consider- 
ing the wide scope of its activities and the many situations with which 
it has to deal. 

To limit the capacity of this organization to expand to meet the 


challenge of a constantly increasing workload is, to my mind, false 
economy. 
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I realize that the appropriation of Government funds is not a fune- 
tion of the Committee on Ways and Means. I believe, however, that in 
any discussion of tax administration the financing of the Service's 
operations deserves prime consideration. 

Thank you, sir. 

The Cuatmrman. Thank you, Mr. Harrington. 

Weare pleased to have you with us today, Mr. Kahn. 

We recall your previous appearances before the committee in execu- 
tive session when you were with the Treasury Department. 
You are recognized, sir. 


STATEMENT OF EDWIN L. KAHN, ATTORNEY, WASHINGTON, D.C. 


Mr. Kaun. Thank you. Mr. Chairman and members of the com- 
mittee, I want to thank you for the opportunity of appearing here to 
discuss some of the compliance and enforcement problems. 

I agree, of course, with Mr. Harrington, that appropriations are 
probably not part of the function of this committee, but this committee 
does enact the laws with which taxpayers must voluntarily comply. 

I think the time has come for the committee to consider the standard 
of administration which is possible under the present budget of the 
Internal Revenue Service, to determine whether that standard is 
preserving the system of voluntary compliance or permitting it to 
deteriorate. 

The administration of the revenue is important not from the stand- 
point of additional revenue brought in, but from the standpoint of 

reserving the Treasury’s most important asset, the good will or 
abit of taxpayers that brings in billious of dollars each year solely at 
the cost of furnishing the taxpayers appropriate tax return forms. 

In considering the present standard of administration in my sub- 
mitted paper, I considered three periods, 1939, before the adoption of 
a mass tax system; 1949, which was a nonwar period following the 
adoption of the mass tax system, and 1958." 

The figures over that period show, as one measure of the result of 
Revenue administration, that the ratio of additional assessments of 
income tax to the total of income tax collections has dropped from 12.8 
percent in 1939 to 2.4 percent in 1958. 

During the same period the workload per employee of the Internal 
Revenue Service, if measured by the number of income tax returns 
filed, increased 400 percent and the workload per employee if measured 
by total collection of taxes increased 1,200 percent. 

I think the decrease in additional assessments can be explained not 
on the ground that taxpayers are filing more accurate returns despite 
the increased complexity of the law, but rather on the ground that the 
administration of the revenue has become less thorough. 

I say this not at all in criticism of the Revenue Service, but solely 
on the ground that the Revenue Service, while doing the best it can 
with existing staff and equipment, may not be able, and I say may, 
because I think the decision is for this committee, may not be able 
to achieve the type of administration proper for the body of laws now 
on the books. 

I would like to suggest to this committee that it should determine 
how many income tax returns are being audited and whether the 
extent of the audit is sufficient for the present body of laws. 
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In my own view every business return should be audited within 
the applicable 3-year period of limitation. 

I do not believe that is being done. 

I think a greater number of non-business returns should be 
audited. 

Secondly, there is a great deal of revenue information presently 
available to the Revenue Service which it is not able to use. I feel 
that every employer’s copy of form W2 should be matched with every 
employees copy. This can be done if proper electronic equipment is 
furnished to the Internal Revenue Service. 

There is some $29 billion in revenue there that can be audited 
through this matching by electronic equipment. 

Every partnership return should be matched with the partners’ 
returns. 

Every fiduciary return should be matched with the return of the 
beneficiaries. 

I further feel that a significant part of the information returns, 
that is, reports of dividends, interest, and so forth, should be matched 
with the payees’ return. 

These returns are filed with the Treasury Department at great 
cost to the payor taxpayers and the Treasury either should be en- 
abled to ole use of them or the requirement for furnishing these 
information returns should be eliminated. 

I would also like to call to the attention of the committee that 
the decreased staff and the necessity of a tight organization to make 
the maximum use of people has resulted in a decreasing amount of 
contact and a decreasing flow of information between the people in 
the national office who make the rules and the people in the field 
oflices who apply them. 

As a result, the Washington office is becoming less familiar with 
the everyday problems presented by tax returns and their audit, 
and the field offices are frequently not fully informed about the tech- 
nical rules developed by the Washington office. 

This situation has often led to difficult areas of controversy being 
permitted to continue in the various field offices across the country 
without the issuance of guides or standards by the Washington office. 

I suggest that perhaps there should be sufficient funds to permit an 
adequate flow of information between the Washington office and 
the field, and also to permit the assignment of responsible people 
to handle areas of controversy which develop, that is, the assign- 
ment of responsible people who can develop nite ‘m solutions for these 
areas of controversy. 

Finally, I call your attention to the fact that the increasing com- 
plexity and incre: ising burden of tax rates over the last 19 years has 
been such that certainty as to tax results is often essential before 
business transactions can be accomplished. 

During this recent period it has become apparent that neither the 
law itself nor the Treasury’s regulations can furnish the necessary 
certainty. 

The solution has been an increased reliance by taxpayers on rulings 
by the Washington office and on general guides published by the 
Washington office, such as the very excellent publication, the “Tax 
Guide for Small Business.” 
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I suggest that the committee should ascertain whether this fune- 
tion of the Washington office in furnishing interpretations of the 
law can be adequately performed with the limited staff presently 
available. 

The frequency and complexity of legislative changes in the tax 
laws during the past few years has imposed a burden on both the 
taxpaying public and the Revenue Service to understand and apply 
the law. With all due respect to the committee, I would like to make 
certain suggestions as to new legislation in the light of this adminis- 
trative burden. 

First, I suggest that the desire to develop a perfect statute without 
any possibility of inequity or avoidance should be balanced against 
the need to enact understandable provisions. 

If the underlying purpose of the statute will not work without a 
multitude of subordinate rules and conditions, then perhaps the 
purposes of the statute should be reconsidered. 

I call to your attention as an example section 341(e) of the 1954 
code. 

Secondly, in fairness to taxpayers who must take new legislation 
into account rather promptly in filing their returns and planning 
their business transactions, I suggest that the committee should ascer- 
tain whether the Treasury will be able to issue regulations on the new 
legislation within a reasonable period after enactment. Furthermore, 
the committee should ascertain whether the legislation is of such a 
nature that the Revenue Service will issue rulings interpreting it. 

If not, the committee should reexamine the legislation in the light 
of its impact on business transactions if businessmen must take the 
risk of all the various theories which an examining revenue agent 
might develop several years after the transaction is completed. 

Third, I suggest that the committee should be apprised of the impact 
of proposed legislation on tax return forms. 

Fourth, and finally, I suggest that the committee should be apprised 
of what methods will be used to enforce the proposed provisions. 

If the Treasury plans to rely on its general audit program rather 
than a special method of enforcement, then consideration should be 
given to whether the general audit program is likely to disclose any 
lack of compliance with the provision. 

I would like to use as an example section 302(c) which provides 
that certain redemptions of stock from a member of the family will 
produce capital gains rather than dividend income, but further pro- 
vides that if the taxpayer engages in certain other transactions within 
10 years, the redemption is then retroactively treated as producing 
dividend income. 

The taxpayer must file an agreement to notify the Internal Revenue 
Service of any such transaction within the 10-year period. 

I believe in enacting a provision of this kind it would be pertinent 
to find out whether the Treasury plans to follow up on these agreements 
during the 10-year period. 

If not, will they be available to examining revenue agents if the tax- 
payer’s return for any of the 10 years should be selected for audit! 

If they will not be available to him, is the agent likely to discover 
noncompliance? 
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I doubt that he will, and in the light of that I question whether a 
provision of this type is fair to those taxpayers who do voluntarily 
comply. 

I use this only as an illustration, because more and more provisions 
of this type are being added to the Internal Revenue Code. 

I suggest that as a matter of fairness the type of administration 
contemplated for new provisions of law should be considered by the 
committee before it adopts the provisions. 

Thank you. 

The CuatmrMan. Thank you, Mr. Kahn. 

Mr. Pechman, we are pleased to have you back with the committee 
today and you are recognized, sir. 


STATEMENT OF JOSEPH A. PECHMAN, COMMITTEE FOR 
ECONOMIC DEVELOPMENT 


Mr. Pecuman. Thank you, Mr. Chairman. 

Under present law, interest and dividends are reported by individual 
income taxpayers on a voluntary basis and the Internal Revenue Serv- 
ie depends on its regular enforcement procedures to detect underre- 
porting. But as this morning’s testimony indicated, I think rather 
conclusively, the present system has been grossly inefficient. Com- 
pliance with respect to both interest and dividends, particularly the 
former, has been poor. 

The possibility of closing this gap in our administrative procedures 
by extending withholding to interest and dividends has been explored 
by the Congress on several occasions, most recently in 1950 and 1951. 
Ineach of these years, a withholding provision for dividends—and in- 
terest, in 1951—was included in the revenue bill passed by the House, 
but both attempts were unsuccessful in the Senate. 

The 1950 plan, which was patterned after the wage withholding sys- 
tem, was rejected largely because corporations claimed that the cost 
of compliance would be burdensome for them. The 1951 plan re- 
duced the burden of compliance for withholding agents virtually to 
zero. 

I would like to repeat that the 1951 plan reduced the burden of 
compliance for withholding agents virtually to zero. It was rejected, 
nonetheless, partly because it involved withholding from nontaxable 
recipients of dividends and interest, and partly because opponents 
of withholding stubbornly refused to admit that it is possible to 
withhold without costing them much more than the price of a 4-cent 
stamp four times a year. 

lam particularly disappointed that a man with Mr. Harrington’s 
experience is still under the impression that a dividend and interest 
withholding system need be burdensome for the withholding agent, 
or for the recipient. 

You will recall that the 1951 withholding plan was devised by the 
staffs of the Treasury Department and the joint committee at the 
request of the Ways and Means Committee. It relies on a simple bit 
of arithmetic. If tax is withheld at a flat rate of 20 percent on the 
gross payment, the amount withheld is 25 percent of the net amount 
ter withholding. With this as a basis, it is possible to operate with- 
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holding system without requiring any additional record keeping on 
the part of the withholding agent. 

For example, suppose an indidual owns 10 shares of General Motors 
stock, which now pays a dividend of 50 cents per quarter. At a 20 
percent withholding rate, General Motors would send him a dividend 
check of $4 each quarter and would remit to the district director of 
internal revenue the balance of $1. At this point the corporation's 
role ends—it prepares no documents for the government or for the 
stockholder. 

On his income tax return, the individual would first enter the $16 
of dividends he actually reecived during the year. He would then 
add one-quarter of this amount, or $4, which was the amount withheld 
A space on the tax return would be available for this computation, 
The total of $20, the amount of dividends he received before with- 
holding, would be included in his adjusted income. After computing 
his total tax liability, he would deduct the amounts withheld on wages 
and salaries, payments on declarations of estimated tax, and the $4 
withheld at source on his dividends to obtain the overpayment—which 
would be refunded to him—or the balance of tax due—which he 
would remit to the district director of internal revenue with his return. 

Crities of withholding have argued that the Internal Revenue Serv- 
ice should be able to enforce the tax on interest and dividends through 
the use of information returns. Mr. Harrington mentioned this pos- 
sibility and here, again, I must disagree with him. Aside from being 
very costly for both withholding agents and the Government, this 
suggestion simply will not do the trick. 

The number of information returns for these two items already runs 
into the millions; it would be multiplied several fold if the coverage 
of the information returns were enlarged to include most. recipients 
of interest. In many instaness, interest and dividend recipients give 
different names—and, sometimes, different addresses——to corpora- 
tions, banks, and other savings institutions. To collate the informa- 
tion returns by name, and then to match them with the tax returns 
filed by the recipients, would be a large and expensive undertaking, 
even with the latest electronic equipment. 

I must remind the committee that electronic equipment and the 
time on these machines are not costless. 

Tf the collection part of the operation were ever completed, it would 
then be extremely costly to follow through individually on the hun- 
dreds of thousands of delinquent. stockholders and interest recipients 
with small amounts of tax due. No tax-enforcement officer with 
limited resources at his disposal would allocate the funds necessary to 
complete such an operation, since the funds could be used more effi- 
cienly in other ways. 

The Treasury has performed a useful public service in confirming 
the fact that billions of dollars of interest and dividends are not 
reported on tax returns each year. But it is hard to understand the 
reasoning behind the Treasury’s plea to corporate payers of interest 
and dividends, which appears on the last page of the instructions for 
next year’s corporate tax return, to remind taxpayers to report their 
interest: and dividends. 

One of the Treasury’s suggestions is that corporations and savings 
institutions should send a notice to their stockholders and depositors 
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at the end of the year informing them of the amount of interest or 
dividend they received. Consider what this would mean for a corpo- 
ration like A.T. & T. with 1,700,000 stockholders. One mailing per 
year to every one of these stockholders would cost A.T. & T. $68,000 
for postage ‘alone. To this must be added the cost of the additional 
machine operations, as well as the cost of 1,700,000 pieces of paper and 
1,700,000 envelopes. 

I understand that it would cost A.T. & T. tens of thousands of 
dollars merely to stuff a notice reminding the stockholder to report 
his dividends on his tax return in the envelope containing his dividend 
check. 

3y contrast the annual cost of the 1951 withholding plan for 
A.T. & T. would be 16 cents—for four mailings to the Government of 
the amount it withheld—plus the time it takes to multiply the number 
of shares cutstanding on each dividend date by the amount withheld 
per share. 

In other words, the withholding plan I suggest would be virtually 
costless for the withholding agent, while the information-return sys- 
tem would impose heavy costs on both the Treasury and the very 
people who have opposed withholding. 

Incidentally, the Treasury might well be asked whether it will 
follow through on its own suggestion and inform all Federal interest 
recipients at “the end of each year exactly how much interest they 
received. If the Treasury expects to act on its own suggestion, I am 
sure the members of this committee, and the Appropriations Com- 
mittee, will be very interested to know how much such an operation 
would cost. I have little doubt that the estimate would be an eye 
opener. 

I see no reason why such costs should be imposed by the Govern- 
ment either on itself or on corporations, banks, and other savings 
institutions, when a virtually costless alternative that will do the 
job efficiently and completely is available. More important, in these 
times of high tax rates, there is no justification for a loss in Federal 
revenues approaching the billion dollar mark because of the continued 
delay in the adoption of dividend and interest withholding. Whether 
the underreporting of these incomes on tax returns is due to inad- 
vertence or to outright evasion, it is simply bad public policy to 
permit these income recipients to avoid paying their full share of 
the tax load. 

I should like to add, in closing, that the views I have expressed 
are my own and not necessarily those of CED. 

Thank you, Mr. Chairman. 

The CHarrman. Thank you, Mr. Pechman. 

Dr. Atkeson, we are pleased to have you back with the committee 
today, and you are recognized, sir. 


































STATEMENT OF THOMAS ATKESON, PROFESSOR OF TAXATION, 
WILIIAM AND MARY COLLEGE 


Mr. Arxrson. Thank you, Mr. Chairman, 

The understandable preoccupation of all the people connected with 
legislation in respect to the substantive provisions of the code makes 
it necessary for me to call attention to the need for giving a little 
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more attention to the administrative provisions from the standpoint 
of improving the administration and compliance. 

The subject assigned to me is to indicate in what areas certain 
improvements could be made which would have effect in this area, 

I have nine points, each of which is illustrative of the type of 
thinking that could go on in the revision of the tax laws which 
would improve administration and compliance. 

I hope that this will lead to further thinking from the standpoint 
of opening up other areas in case there is any revision of the sub- 
stantive provisions. 

The first point that I want to make by way of illustration is the 
fact that under the present code all income tax returns are required 
to be filed in the local areas, that is, with the district directors of 
internal revenue. 

This particular provision makes it impossible for the Commis- 
sioner, by way of regulation, to prescribe a more convenient filing 
place 1 in case it turned out from an administrative standpoint that he 
wanted all of the tax returns sent directly by the taxpayer to the 
particular centers where they would be machine processed. 

So my first suggestion is that the code should give the Commissioner 
the authority, in case it is needed, to prescribe by regulation the place 
for filing income tax returns and the place of payment. 

The present code does give that leeway in respect to other tax re- 
turns, but not in connection with the income tax returns. 

The second point I have in mind by way of illustration is to give 
the Commissioner the authority to prescribe by regulation the fre- 
quency of filing certain types of returns. 

For example, the code says there shall be filed annually certain 
tvpes of exempt or ganizations. Some of these serve no useful pur- 
pose, but the Commissioner is witihout authority to use his discretion 
to say a return filed every third year or fifth year would accomplish 
the same purpose as one annually filed. 

I would like to see that particular provision broadened so that the 
Commissioner in his discretion could extend by regulation the time 
of filing certain types of returns and thereby relieve the burden not 
only on ‘the public but on the Revenue Service. 

The third point which I mentioned with some hesitancy because 
it relates to the joint committee review of tax cases, but I think you 
will understand what I have in mind here, that we are trying to re- 
lieve the burden on the Revenue Service in the matter of processing 
tax returns, 

The present code requires that all tax refunds.of $100,000 and over 
be reported to the joint committee. That was reduced, as you remem- 
ber, in the 1954 code, from $200,000 to $100,000. 

Presently there are some 278 cases reported each year to the com- 
mittee involving about a quarter of a billion dollars in refunds. 

Despite the fact that the same time and attention is supposed to be 
given to every type of refund as those which happen to net out to be 
$100, 000, it does take some extra time to send this through the Chief 
Counsel’s Office and my suggestion is that perhaps you might con- 
sider raising this amount to $500, 000, or better, still, let the committee 
staff sample check any refund desired. That might speed up some 
of the larger refunds. 
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The fourth point I have in mind relates to the point Mr. Pechman 
has just discussed and others discussed so I am not going to dwell on 
it, namely, withholding in connection with dividends and interest. 

But I would like to add to the record that in connection with any 
consideration given to extending the withholding tax to dividend and 
interest, that other sources of income be brought in. 

For example, taxable pensions and annuities which are becoming 
larger and larger each year and where they are wholly taxable they 
represent theoretically an extension of wages and salaries over the 
nonworking life of an employee, and I see no reason why the with- 
holding tax method of collecting the taxes in respect to that source 
of income should not also be applied. 

I also think that we are approaching the time where it might be 
extended to some other areas where it has proved feasible to : with- 
hold the social security tax, for example, in the domestic field, agri- 
cultural labor and income of that kind. 

To the extent that the population has become adjusted to the taking 
out of the tax for social security, they might now be more nearly 
adjustable and adaptable to t iking out the income tax. 

The fifth point I have in mind relates to a simplification device, 
namely, the family relationship test in connection with dependency 
credit. This relationship test takes up a lot of space on the tax 
return, requires the taxpayer to abide by the test provided by law 
and presumably requires the Revenue Service to verify the relation- 
ship shown on the tax return. 

Actually, there is no particular money involved if you were to 
abandon the whole relationship test and reinstitute the definition of 
dependent that the Congress lived with from 1916 to 1944, namely, the 
chief support test, irrespective of relationship. 

The sixth point that I had in mind concerns the standard deduction. 

As you will recall, the standard deduction came into being in 1944 
and at that time in the income class of 10,000 to 15,000, there were 


only 272,000 taxpayers. Today we have well over 2,000,000 returns 
in the $10,000 to $15,000 class. 

So we are living in a little different world. I would suggest that 
the present $1,000 limitation that is presently in the code be raised 
perhaps to $1,500 i in order to cover this new body of taxpayers who 
have grown up into those upper brackets during the last 15 to 20 
years. 

This, of course, would have a pleasant impact upon those particular 
taxpayers who would be able to use the standard deduction who 
are not now able to use it from the standpoint of keeping records 
and also in eliminating a considerable amount of the audit work so 
far as the Revenue Service is concerned. 

However, I must call attention to the fact that obviously there is 
a fairly substantial revenue loss involved in that type of change. 

But from a relative standpoint there is no more revenue loss 
bing in that than there was in extending it to the $10,000 level 

n 1944. 

Point seven is a suggestion that we provide for a minimum stand- 
ard deduction; for ex: cample, there are more people than we realize in 
the low income brackets, such as $800 and $900 where the standard 
deduction runs around $80, or $90, and there is a terrific burden upon 
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those people in those lower groups to itemize the deductions to keep 
the proper records in order to justify the deduction other than the 
standard. 

From a revenue standpoint there is not much money involved. So 
I would suggest that we start out with a minimum standard deduc- 
tion of $250 for joint returns which, of course, would take hold all 
the way up to the $2,500 income level and at $2,500 it would, of course, 
revert to the present 10 percent. 

Then it would stop with $1,500 at the $15,000 level. 

This would save and avoid a terriffic amount of recordkeeping in 
those cases where the taxpayers have less than $1,200 to live on. 

Point 8, I would like to suggest that we consider rewriting the 
filing requirements to eliminate much unnecessary filing. 

For example, presently the rule is that every person who grosses 
income of $600 or over has to file a tax return unless they happen to 
be 65 years of age and then it 1s $1,200. 

Now, you can imagine a couple, both over 65, their taxable income 
would have to start above the $2,500 level. Yet you would have to 
have a tax return because they received over $1,200. 

With a couple under 65, of course, it would not take hold until 
around $1,200. 

So I would suggest that you consider eliminating some two or 
three, million returns that are today nontaxable, necessarily nontax- 
able because of the exemptions, by providing a fairly simple | rule say- 
ing that the return will be required if the income is over $600 plus 
their old age exemptions. 

It is a fairly simple rule to follow and would eliminate the filing 
of 2 or 3 million returns at least. 

The last item that I have seems to cause a lot of trouble for taxpay- 
ers, and is not too important revenuewise. 

That concerns the section 213 medical deduction formula which 
provides the 1-percent limitation in connection with medicine, the 
excess of which has to be carried against the doctors’ bills and then 
the 3 percent applied to that. 

That is a very complicated rule for lots of people because it is very 
difficult to keep proper records in connection with all of their drugstore 
purchases. 

I would suggest these two items be combined in some overall per- 
centage limitation such as we had prior to the 1954 code, namely, a 
4-percent, or 5-percent limitation involving all medical "deductions 
whether they be for medicine or for doctors’ bills. 

Mr. Chairman, that is a very rough picture of illustrative areas of 
the code which might be carefully ‘considered and to which I could 
add a number of others in connection with the overall revisions which 
are designed to ease some of the administrative stress and strain on 
both the taxpayer and the Revenue Service without any real 
substantial revenue effect. 

I do think it is important for us all to look at the administrative 
end as well as the substantive end of the code. 

Thank you, sir. 

The Cuatrman. Thank you, Dr. Atkeson. 


Mr. Boehm we are pleased to have you with us today, and you are 
recognized, sir. 
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STATEMENT OF RICHARD T. BOEHM, ATTORNEY AND CERTIFIED 
PUBLIC ACCOUNTANT, COLUMBUS, OHIO 


Mr. Borum. Mr. Chairman and members of the committee, my 
first and fundamental premise is the same as has been stated in at least 
seven different places in the written statements submitted to the com- 
mittee during these hearings, that is, the overriding importance of 
voluntary compliance. Without continued voluntary compliance, we 
may reasonably expect to see a spreading collapse of our system. A 
basic part of our objective to attain satisfactory general voluntary 
compliance is the need for a sure method to see that the man who does 
not comply is brought into line. 

This involves a much broader problem than the simple fraud situa- 
tion. We are not concerned in this thinking, in terms of crime. We 
are not concerned in terms of the more serious fraud which requires 
legal proof of intent. 

We are concerned with the chisler, the petty activity which enters 
into country club gossip, the kind of thing that gets around in parties 
and that makes our people ask, “What is the other fellow getting 
away with that I am not?” It is important to get that fundamental 
point of view because I am sure that I bring to you a grassroots 
feeling about this. 

The costly job of tax law enforcement has to assess the honest, the 
not-quite-dishonest and the not-quite-honest people alike. No man is 
entitled to a sporting chance to avoid his taxes. The Internal Revenue 
Service must be given the means to apply the law fairly and certainly. 
Each citizen must be required by law to help the Government to do 
its job fairly and with as little expense to the public as possible. 

The end objective and result of enforcement methods must be that 
every man must pay his taxes as surely as the factory worker’s tax is 
withheld on payday. Im the absence of that, nonenforcement 
produces unintended class legislation. 

First, in order to ease the administrative burden of the Revenue 
Service, we need a stricter disclosure standard which will impose a 
stout penalty for failure to adequately and candidly inform the 
Government through the information in the tax return. 

Taxpayers ought not to be permitted to leave to the Internal Rev- 
enue Service the expensive job of digging out the tax disputes, going 
through the taxpayers files and records and looking through 10 million 
information returns and an endless variety of information sources. 

Still assuming the absence of fraud, many disputable items are not 
returned because the taxpayer elects to use his own version of the facts 
often carelessly gathered—or not gathered—and applying his own not 
too carefully informed notion of what he thinks the law is or might be. 
He will often accordingly omit the information from the return, or it 
will be concealed in the dry bones of a column of figures. 

_ Where we grant reasonable ground for a difference of opinion, there 
salmost no legal compulsion to disclose this information in the return 


sothat the Service can easily and cheaply discover the presence of these 
issues. 


Less uprightly, there is the cynic, the man who perhaps won’t admit 
to being dishonest, but who says, “Let them find the item if they can. 
here is no extra cost, why should I worry about it.” 
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Furthermore, there is the old mousetrap trick. If a taxpayer 



































































































































































purposely puts an erroneous item in the return, and the agent finds it, not be 
he may turn it in with the thought “My production has been recognized J ™*2" 
and my record will show that I have done a good job in this particular § . This 
case.” Thus lulled to sleep, he may not notice that there may be a half § the 
dozen items left over somewhere else in the return. — 
These methods are hard to answer except in terms of ethics. I find J 0" 
it difficult to tell a man that he is not quite honest. But if we could sg 
give to our taxpayers a practical answer, that is, say, “This is going to J "" 
cost you money if”—then we will have a much better way of doing the q vos 
Government job. It is a fundamental that tax counsel serve the J *”Y 
Government in a very special and direct sense. "Tl : 
Too many taxpayers seem unconcerned with candor so long as their higl e 
conduct does not approach fraud which they think is more affirmative | "2" 
in its nature. Back in Columbus, some people came to the conclusion § 2°" 
that 80 percent of the deficiencies that came out of the Columbus area my k 
was based on information which was not in the return. In other EN : 
words, that meant that somebody had to dig that information out. To | *°" 
do one tax return that hard way takes a lot of time. We, the tax- Pane 
payers, are paying for that. “l “~ 
To cure this we should have a requirement for more adequate dis- Mot | 
closures in the tax return. To enforce this I suggest a stiff penalty— oan? 
perhaps fifty percent of the deficiency—added automatically where a | 
there is not full disclosure so as to force the taxpayer to pay the cost of “Tl : 
the investigation. On the other hand, if the taxpayer has adequately 
disclosed the information in the return, there is no reason for a non- i 
disclosure penalty because the taxpayer has put the Government in the tein 
satisfactory position of being able to simply and adequately review the iat 
return. Each technical employee can increase productivity manyfold the | 
if he can stay in one place to review an adequate return. To. 
But if information is withheld on the theory that this is not a taxable | |, c 
item, according to the taxpayers viewpoint, or because the law of ain 
deductibility is uncertain, or whatever; the taxpayer may resolve the as ; 
issues in his favor. This conduct is perfectly proper; there is no J), 
ethical problem; but unless the facts are disclosed, it increases the } ....; 
administrative burden to discover the disputable issue that has been so } ' Th 





buried. 

We now have a series of penalties. We have the fraud penalty and 
somebody is surely going to say that the fraud penalty can be made 
to work. Not so; under present law, the Government must prove in- 
tent; this makes the fraud penalty hard to apply. The negligence 
penalty also is hard to apply because the Government likewise is put 
to the burden of setting up the proof of negligence. Even if the tax- 
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payer is negligent, the negligence penalty cost of 5 percent makes an ee 
available cheap bank loan, even remembering that in addition, there ie 
will be a 6 percent interest charge on the deficiency itself. Besides § | ;,,. 
there is always the risk that the issue will never be discovered at all. hon) 

The present law puts the burden of discovery and proof for penal- § 5, 4), 
ties on the Government. If the deficiency is assessed against the tax- § .,,,,, 
payer he is the chap who was always most able to tell the Government § f, 
that the problem is in hisreturn. If the law assesses the taxpayer with ),. h 
a special penalty for failure to disclose needed information then he § ,,.... 





must establish—the burden should be on him to show why he should roul 
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not be taxed for the extra costs—for having passed on to the Govern- 
ain the cost—of discovering the presence of this item. 

This suggestion represents a cadiial change from what has been done 
in the ps ast, » because it puts the risk of noncompliance on the taxpayer 
where it belongs. He is the source who has the best means of 
knowledge. 

You here, you must hear one continuous complaint after another 
about taxes. The Members of Congress should remember that some 
of us come from back home to tell you that the people are behind you. 
Many of us do not complain about taxes. We do ask that you use 
your authority to make sure that the cheat and the chiseler does his. 

The preparation of a tax return is more than just an exercise in 
high school mathematics. It is a problem in applying citizenship and 
practical morality. Quite often—this is the pomt that comes close to 
my increased disc losure proposition—a return is application of com- 
plex legal doctrine to a maze of complicated facts. 

Now, secondly, on the issue of insider expense, deductions for one 
purpose or another are often perverted or incurred for the benefit 
of inside people in a small corporation. I have no way of knowing 
what happens inside the Texas Oil Co., I do not represent General 
Motors nor the Pennsylvania Railroad. I work with the little people. 
But I do know myself that there are too many abuses, but I don’t 
have to point to my experience. I can simply point to the books. 

The courts have found it necessary—listen to the ridiculous argu- 
ments that have to be heard and rejected—to patiently turn back 
taxpayers’ arguments which claim deductions for the costs for main- 
taining flower gardens for the boss’s house, a fancy wedding for his 
daughter, a mink coat for his w ife, a wrap for ev enings—charged to 
the business !—and speedboats for his weekends. 

To me the taxpayers arguments in these cases are incomprehensible 
when measured 5m proximate relationship—the requirement of some 
reasonable cause and effect between business and expenditure. The 
law has long used the doctrine of proximate cause. Those of you 
who are lawyers understand the fundamentals of the doctrine of 
proximate cause. 

The Internal Revenue Code does not say anything about proximate 
ause relationship between an expenditure and the reduction, but the 

Supreme Court found it in the “ordinary and necessary”—there many 
years ago—requirement for education. See Welch v. Helvering, 290 
US. 111 (1933) ; Kornhauser v. United States, 276 U.S. 145 (1929) ; 
Deputy v. Du Pont. 308 U.S. 488 (1940). 

Unfortunately many administrative personnel do not understand 

his tool which they ought to be using. I have talked about this to 
nany—they don’t understand the existence of proximate cause. Tax- 
ayers prefer not to grasp its truth. Since the taxpayers try to invoke 
ivery tenuous kind of legalism in claiming these deductions, we 

should supply the law with an additional tool that will help the people 
nthe field to better and easily defend against this kind of flimsy 
rgument. 
_For example, what real connection is there between the fellow that 
las lunch at ae ountry ¢ ‘lub and does business there? It is part of our 
‘rent taxpayer’s morality, but I doubt seriously if that business 
vould have been lost if the’ taxpayer could not deduct the expense. 
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No doubt by now the custom has become ordinary, but is it also neces. 
sary? Is there an efficient cause-and-effect relationship ? 

The Treasury has been emphasizing the necessity of proof of the 
amount of the expenditures. In many cases, the amounts are indis. 
putable; they can be proven by sound documentary evidence. This 
ought not to be enough. Better should we ask ourselves in terms of 
proximate relationship—the familiar standard that lawyers know 
about—where is the tie between this expenditure for the personal 
expense and the welfare of this particular business? This is still more 
tenuous where the insiders are the especial peculiar beneficiaries. 

I am addressing the situation where a man’s judgment is distorted 
by the interest and the weight of his own pocketbook. 

I move now to a third point. For a hundred years—maybe more— 
people have hated the Government. And why? 

Because, for generations, the Government was a tool that was used 
for oppression. It was the weapon of a few people used as a tool to 
wield power over many. 

This has happily pretty much gone. We still see some regrettable 
examples of this, but by and large it has diminished. 

It is about time we stop hating the government. You are our rep- 
resentatives; we want self-government; and most of us respect and 
love it, in spite of its faults. As a part of this, you should command 
the courts to stop hating the Government by law. I am referring toa 
legislative standard that holds that every tax statute will be con- 
strued most strongly against the Government and in favor of the tax- 
payer. This is a product of old frontier individualism which ought 
to be legislated out of existence. 

We cannot point out the specificity of a statistician that any par- 
ticular case will be decided differently, but I certainly think we will 
have fewer of the abuses outlined in my written statement. Cases 
ought to be decided according to a realistic judicial standard. 

These three suggestions for changes in method may well produce 
objections from people who are going to complain about interference 
with business and declaim about infringement of liberty. 

Every day in every year, this Congress is concerned with the scope 
of permissible individual freedom and the degree of Government 
scrutiny of the affairs of citizens. Our choice is quite simple. ‘The 
welfare of our Government is a condition precedent to the welfare 
of every one of us; the Government’s finances must be sound. 

Furthermore, the special cost of these administrative problems 
should be carried by those who create them. 

In closing let us remember the perceptive caution by Justice 
Cardozo back in 1931 when he said so well: 

Many an appeal to freedom is the masquerade of privilege of inequality seek- 
ing to entrench itself against the catchwork of a principle. 

Thank you, sir. 

The Cuarrman. Thank you, Mr. Boehm. 

Our next panelist is Mr. Wayland Gardner, professor of economics, 
North Dakota Agricultural College. ; 

We appreciate having you with us today and you are recognized, sil. 
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STATEMENT OF WAYLAND GARDNER, PROFESSOR OF ECONOMICS, 
NORTH DAKOTA AGRICULTURAL COLLEGE 
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Mr. Garpner. Thank you, Mr. Chairman, and members of the 
committee. 

I would like to say in the beginning that I feel flattered and honored 
at being invited here. 

I am speaking to the question of farm income reporting which was 
before your committee this morning and my views may not be in 
entire agreement with some expressed then. 

I am sure your recollection will relate those earlier statements 
with what I have to say about the nonreporting of farm income, the 
problems involved, and some recommendations which I would like 
to make. 

That farm income is less than perfectly reported on income tax 
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lt) | rturns in generally accepted. Agreement is less general, however, 
on the questions of the extent of this underreporting and on the causes 
ble | of it. Nevertheless, some understanding of both the extent of farm 
income underreporting and its causes is necessary if adequate cor- 
‘ep- rective measures are to be devised. 
arid Insummary, my views are as follows : : 
aad 1. The underreporting of taxable net farm income is sufficiently 
‘oq p} Serious to justify specific attention to this particular income source. 
on. | Research, in which I participated, concluded that roughly one-third 
ax. | of the reportable net farm income studied was not reported for income 
eht f tx purposes and that this understatement of income resulted in an 
underreporting of tax at least equal to one-third of that which would 
var- | have resulted had net farm income been properly reported. 
wil Although this study dealt with Wisconsin State income tax returns 
ases | from a relatively specialized agricultural area, its results do appear 
indicative of Federal experience in the taxation of farm income. 
luce | . 2. The immediate cause of the failure to report all taxable net farm 
nce | Wcome lies in the underreporting of gross farm receipts, and not in 
the claiming of excessive farm deductions. 
ope Here, incidentally, I differ from the panelists who appeared this 
nent | Morning. Among those studied, the typical farm operator failed 
The | ‘olist portions of both his gross farm receipts and his allowable form 
fare § “deductions. Omitted gross receipts, however, exceeded omitted farm 
deductions resulting in an underreporting of net farm income. 
lems The finding that aggregate farm deductions were not overclaimed 
deserves special notice in income tax administration. It does not 
tice | Mean that individuals intent on evading tax may not resort to exces- 
sive deduction claims in order to achieve their end. It does mean, 
_ | however, that, for the typical farm income recipient, errors of omis- 
seek’ 7 sion are more serious than errors of commission. 
Strangely enough, the implication is that many a farmer whose 
conscience is burdened with the belief that he has “padded” his deduc- 
. tions actually may be innocent of this offense; that his attempt at 
nics; | “padding” may, in fact, have failed to compensate for errors of omis- 
. ‘ion in his calculation of deductions. 
sir, 


In more general terms, the importance of gross receipts reporting 
for income tax administration requires recognition of a very potent 
‘leverage effect” which arises from the low ratio of net farm income 
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to gross farm receipts. Thus, an apparently minor percentage omis- 
sion of gross receipts will result in a major percentage omission of net 
income, assuming, of course, that deductions are correctly claimed, 
which, of course, may not be the case. 

3. My view that the understatement of gross farm receipts is the 
major cause of net farm income underreporting prompts the recom- 
mendation that income tax administration should place greater 
emphasis on the enforcement of accurate gross receipts reporting, 
However, the often inadequate nature of farm accounts raises difh- 
culties for customary auditing techniques, although “net worth” 
assessment procedures should be investigated. My recommendation 
is that consideration be given to the verification of farm gross receipts 
reporting through the use of source information gathered from busi- 
nesses which purchase farm output. 

In many cases, these records of the processor are more complete 
than those of the farmer himself. Use of this type of source informa- 
tion not only would aid farm income tax administration but also could 
improve the farmer’s voluntary reporting of his income, if copies of 
the information return were made available to the farmer by the 
purchaser of his output. 

Needless to say, the preparation of information returns will be 
easier for some farm product purchasers than for others, depending 
on the market practices followed for various products. However, 
source information is now available for many products subject to 
acreage controls and, as farms and farm product processors become 
more specialized, the source information approach locates more and 
more practical. I suggest this is something that will become more 


feasible as time goes by and merits continuing attention. 

4, For long-range improvement in the voluntary self-assessment 
of farm income, all possible encouragement should be given to im- 
proving the farmer’s own accounting system, since the inadequacy 
of farm records appests to constitute the heart of the problem of 


errors of omission. Considerable progress is now being made in this 
area and any further assistance which can be provided by the Internal 
Revenue Service should bear fruit. 

5. Finally, continuous and, if possible, expanded auditing effort 
will be helpful in improving farm income tax compliance. Without 
doubt, the likelihood of audit is a powerful stimulus to correct self- 
assessment. Moreover, claims for excessive deductions probably do 
occur in individual cases and careful auditing is necessary in order 
to identify these cases. 

Lastly, an expanded enforcement program could identify indi- 
viduals who do not file an income-tax return, although required 
todoso. So long as filing requirements are relatively low and stated 
in terms of gross receipts, property tax and acreage allottment records 
can be useful in identifying nonfilers, 

I, perhaps, should add a further word to distinguish my findings 
from those of the panelists this morning, since they did reach dil- 
ferent conclusions. I started my work at the other end of the stick, so 
to speak, starting with the individual farmer, whereas, the other 
studies started from the mass income estimates and went downward. 

In general, I attempted to test the idea that one might be able 
to estimate the farmers’ income from the source information which 
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could be obtained from the processors themselves. I believe I did 
meet with some success along that line. Of course, I also was dealing 
with a rather small group of farmers so that my differences from 
the other panelists, in the quantitative sense, may not be as important 
as the point that this grassroots approach perhaps can yield a 
clearer picture of the problems of farm income reporting. 

I would like to emphasize that it appeared to me that most of 
the people that I worked with were conscientiously trying to file an 
adequate return but simply did not know their true income when it 
came time to file their return. 

Thank you very much. 

The Cuatrrman. Thank you, Professor Gardner. 

Our next panelist is Mr. Avakian. Mr. Avakian, we are pleased 
to have you with us today and you are acknowledged. 


STATEMENT OF SPURGEON AVAKIAN, ATTORNEY, OAKLAND, 
CALIF. 


Mr. AvaxrAn. Thank you, Mr. Chairman. 

Like so many of the other persons who have appeared before you 
during these hearings I start with an emphasis on the premium 
which our system of self-assessment puts on respect for the revenue 
laws and the way they are administered. This fundamental proposi- 
tion is so generally accepted that I am afraid it is often treated as 
a glittering generality which is layed aside and not actually made use 
of at the levels where it should be kept in mind. 

Since we cannot effectively enforce our revenue system against an 
unsympathetic public and since the public’s contact with the Inter- 
nal Revenue Service and therefore its impressions of the fairness 
of the revenue laws and the way they are administered comes at the 
level of audit of returns, I think it is important that the people who 
represent the Government at that level are constantly mindful of this 
fundamental proposition, because it is too easy to think that the all- 
important matter is the particular case rather than the long-range 
eflect of the particular conduct in that case. 

So I offer a few of these suggestions as ways in which taxpayer 
morale can be lifted, with the resulting long-range effect of a higher 
degree of voluntary compliance. First of all, I think that the public 
should be informed to a greater degree as to what the audit and 
enforcement polices are and what the reasons for them are, because 
it is only in this way that the public begins to identify itself with, 
and shall we say takes, a proprietary interest in, these policies and 
programs; and in that way the taxpayer will be more conscientious 
in wanting them to be carried out. 

Secondly, I think that revenue agents should constantly be re- 
minded of the importance of being objective. In their training pro- 
grams and in the review of their work throughout the year it should 
be emphasized that they are supposed to be impartial appraisers 
seeking fair results, and not partisans bent upon setting up tax defi- 
clencies. They should be rated on the quality of their work and not 
on the monetary results obtained. 

The common feeling that the revenue agent is out to set up a 
deficiency tends to make a game of tax returns and tax audits, with 
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the result that the taxpayer often rationalizes the cutting of corners 
and the shaping of facts to his own benefit as his only means of off- 
setting the revenue agents’ superior authority and technical knowl- 


edge. 

Thirdly, I think that the areas of arbitrary adjustments should 
be reduced as much as possible. I am referring primarily to the 
practice of disallowing an arbitrary percentage of certain expense 
categories which by their very nature cannot be fully substantiated, 
such as entertainment and travel expense. 

I realize that there is a tremendous amount of overestimation, of 
padding, of the deductions in these categories. But I think this 
practice of treating it in terms of an arbitrary disallowance is self- 
defeating because it encourages taxpayers to overestimate their ex- 
pense with the thought that when the revenue agent makes an arbi- 
trary disallowance the result will be a fair deduction. 

Since only a small fraction of the returns is audited, almost all of 
these padded expenses go unchallenged. Worse yet, the yielding to 
this temptation starts many taxpayers on the road to more flagrant 
types of evasion. I think that studies should be conducted to de- 
termine to what extent the standard deduction approach can be 
utilized as an alternative to specific enumeration and substantiation 
of some business expense categories. 

Then I think that additional personnel should be made available 
to the Internal Revenue Service so that a much larger proportion of 
returns can be audited, This would produce handsome returns in a 
monetary sense because of the additional deficiency assessments; but 
even more importantly, I think, it would have a deterrent effect on 
taxpayers whose attitude toward tax gimmicks is influenced in part 
by the odds against being audited. 

I think every practitioner spends a large amount of his time trying 
to talk clients out of ideas which they have heard somewhere else 
that somebody else has been trying and getting away with for years, 
and quite often in this discussion the taxpayer says, “Well, what have 
I got to lose? If they don’t audit me, it is okay. If they do audit 
me I just have a six percent penalty to pay.” 

The practitioner’s ability to persuade his clients not to try this gim- 
mick would be much more persuasive if the odds of being audited were 

eater. 

Finally, I would like to suggest the reestablishment of the voluntary 
disclosure policy which was in effect as an administrative matter in 
the Treasury Department until 1952, when it was then abandoned. 

A repentant embezzler or thief usually escapes prosecution if he 
discloses his wrongdoing to his victim and makes restitution before 
he is apprehended. The repentant tax evader should have the same 
opportunity. Asa practitioner I am fairly often consulted by respon- 
sible and respectable business people in the community who want to 
clear their: consciences without embarrassing and humiliating their 
families. 

At the present time this is not possible. To clear their consciences, 
to confess their tax crimes and make restitution, they run the risk of 
criminal prosecution. The abandonment of the voluntary disclosure 
policy in 1952 resulted more from administrative problems and abuses 
than from objections inherent in the policy itself, and I think that 
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adequate safeguards against such abuses could be accomplished 
through the reestablishment of such a policy on a statutory basis. 

There would be both humane as well as fiscal considerations to 
support suc ha change. 

Thank you. 

The CuatrmMan. Mr. Avakian, we thank you, sir. Our next 
panelist is Mr. Bachrach. 

Mr. Bachrach, we are pleased to have you with us today and you 
are recognized sir. 










STATEMENT OF MICHAEL D. BACHRACH, ACCOUNTANT, 
PITTSBURGH, PA. 





Mr. Bacnracu. Thank you, Mr. Chairman, it is a privilege to be 
here. 

The subject is compliance and enforcement. I would like to talk 
afew minutes about enforcement. Enforcement means the Internal 
Revenue Service. 

I want it clearly understood I am not talking about individuals. I 
am continuously amazed at the loyalty, the devotion, the hard work 
of revenue agents and officials of the Internal Revenue Service who 
work long hours at inadequate pay to do a job because they are trying 
to live up to all that is expected of them but I have seen what has 
happened since the reorganization in 1952 when, as a result of some 
few errant officials of the Service, restrictions were placed, inspection 
service was established, and while it has quieted down there was a 
period there when the morale was so bad in the Internal Revenue 
Service that it reflected itself all the way down the line. 

Internal Revenue agents, gentlemen, are the men who in the final 
analysis go out and meet the taxpayers and if there are additional 
taxes to be assessed they assess them. When you have Internal Reve- 
nue agents under a production goal system—it used to be a quota 
system but there has been so muc h critic ism, especially by our advisory 
group a few years ago about this quota system, it is now a production 
goal system and it is not a very satisf: actory way of administering an 
Internal Revenue organization because when ‘an Internal Revenue 
agent is called in and told that he has to produce a certain number of 
what they call change cases, meaning returns examined and some 
change made, what happens ? 

He gets discouraged and disgusted and feels very unhappy. 

Now I happen to be in the Pittsburgh district but I am not talk- 
ing only of the Pittsburgh district. Without being boastful we have 
clients in Ohio, West. Vi irginia, Maryland, New Jersey, New York, 
id I have appeared in the district’ director’s offices in California 
and in other States. 

[ think I am reasonably acquainted with what is going on. What 
weneed is to streamline the operation. 

What has happened is this: The national office here in Washington 
is finding itself knowing less and less of what is going on out in the 
field. Now why ? 

Somebody came up with the bright idea back in 1952 to create 
that are known as regional commissioners, whereby the country is 
livided into 9 sections e: wh having a regional commissioner, each 
vith the same kind of organization that you have in the central office. 





























































































































806 INCOME TAX REVISION 


Each regional commission has a deputy regional] commissioner, all 
assistant commissioner for administration, assistant commissioner “for 
collections, and so on down the line. 

By the time you get down to the district director he feels him- 
self to be a glorified ‘clerk whose chief duty is to fill in reports. Let 
me tell you something. 

In a certain district, not one but two or three of the Internal Rey- 
enue agents told me that far from knowing the district director of 
their district, they had never even seen him because the man in 
charge of the district is so pressed down with all this hierarchy above 
him that he no longer feels that he is in charge or has the full respon- 
sibility for running his office. 

Now I would suggest that, if it would be possible, to eliminate 
these regional commissioner offices, put the main authority back in 
Washington and give the district directors the right to run their 
organizations. Take the nine regional commissioners, give each an 
office in the national headquarters, let each one act as a liaison betwee 
the Internal Revenue Commissioner and his group of district ciree- 
tors but let the district directors run their offices and let them not be 
pushed around by inspectors, analysts, supervisors and what have 
you that are constantly floating in from the regional commissioner's 
offices, 

Now I am not criticizing individuals. You have in the regional 
commissioner’s offices a lot of wonderful people. If you put them 
to work auditing tax returns they will do a magnificent job and be 
a lot more effective and a lot more productive than they are sitting 
in those fancy offices. So much for the Internal Revenue Service. 

Next is the compliance feature, what the taxpayers are doing. It 
bothers me quite a bit when I see our clients getting literature in the 
mails almost every day from different tax publishing houses telling 
them about 157 ways to reduce taxes, most of which are gimmicks 
that would not work at all but they call us up and ask how come 
you don’t do this for me? 


We have to tell them that we can’t do it for them because it would J 


not work and we do not go in for that sort of thing. Why do the 
taxpayers look for gimmicks? Because you have income tax rates 

running up to 91 percent. If the Congress will reduce the maximum 
surtax rate to 50 percent, and mind you, I am not saying we should 
cut taxes—on the contrary, as long as we find it necessary to spend 
$80 billion a year to run the Government, to take care of our defense, 
we should raise $80 billion a year in taxes and pay as we go, but we 
should raise it by equally distributing the burden over all the people 
and not let a favored few get by with less than their share. 

I know there are people who are getting by with less than their 
share and they are getting by legitimately because the law says they 
can do it. I read in the newspaper this morning that the learned 
dean of the Harvard Law School, Mr. Griswold, who appeared before 
you yesterday, told this committee that you ought to examine and in- 
vestigate stock option schemes by virtue of which many corporate 
executives were getting very rich. 

Let me tell you something : It is true that under stock option 
schemes a lot of top corporate executives are getting very wealthy. 
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That is certainly very true. But to investigate them and embarrass 
them for doing what the Internal Revenue Code of 1954 spells out in 
detail can be done, that would be grossly unfair. So I come now to 
my main recommendation. All I have said before is preliminary to 
this one deep, heartfelt, most urgent plea. If this committee will 
once and for all abolish the special low rate on capital gains you will 
confer a tremendous favor upon the people of the United States. 

First, you have to bring the tax rates ee mn. Ifa man is in the 80- 
percent bracket he has to have breaks. 

Incidentally, talking about bringing the tax rates down, when you 
bring them down from the top surtax rate of 91 percent down to a 
maximum of 50, so that no matter how much income a man has the 
most he gives the Government is one-half of it, the loss of revenue, 
according to the Treasury’s own statistics will be $1.2 billion. 

Incidentally, I want you to give somebody else a break. I want you 
to give corporat ions a break. They are paying too high a tax, they 
don’t have enough left for working capital. 

It is 52 pere ent. The highest corporate tax rate should be 45 per- 
cent. Another billion dollars of revenue out of the window. What 
happens? More working capital, more jobs, eventually more revenue 
to the Treasury Department. 

If you will bring the tax rates down and then eliminate any dis- 
tinction between capital gains and ordinary income you will more 
than make up the difference in revenue. Also, half of the complicated 
sections of the Internal Revenue Code will fall by the wayside. No 
more worrying about reorganizations holding periods, basis, stock 
options, what have you, all ‘out because the pressure is off. 

We will no longer have conference after conference in our office on 
how to convert ordinary income into capital gain, and there is a lot of 
conversion. And don’t let anybody tell you if you eliminate that 
distinction, with the tax rates where they belong, all the capital 
sources of the country will dry up and we will fall on our face. 

[ say to the committee, do it, try it first. It reminds me of the 
time when your committee proposed to increase the tax on beer a 
dollar a barrel. You will remember the representatives of the brew- 
ing industry were up here and they said, “Gentlemen, if you will 
increase the tax on beer $1 per barrel, one- half of the breweries in the 
United States will close.” W hereupon, the committee proceeded to 
increase the tax on beer $1 a barrel and no brewery closed. 

Mr. Byrnes. Many of the little ones closed. 

Mr. Bacuracn. If they did there was no record at the time. When 
this committee proposed a 10 percent tax on safe deposit boxes, the 
banking industry was in here, “If you put the 10 percent tax on safe 
deposit boxes half of the savings deposit boxes in the country will be 
empt V. 

Not only were they not empty but there was a period when there 
was a line waiting to get them. I appeal to you, eliminate the special 
break for capital ; gain and you will have solved a great deal of all this 
chasing around, arguing, fussing, and gradual weakening of the com- 
pliance of the taxpayers for the law. 

The Cuarrman. Mr. Bachrach, we appreciate having you here and 
we thank you, sir. I would assume you would like to have your entire 
statement appear in the record, would you not ? 
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Mr. Bacuracnu. Yes. 


The CuarrMman. Without objection it will be included. 
(The statement referred to follows:) 


COMPLIANCE AND ENFORCEMENT—THE FABLE OF THE SEVEN HEAVENS 








(Michael D. Bachrach, senior partner, Bachrach, Sanderbeck & Co., certified 
public accountants, Pittsburgh, Pa.) 





SUMMARY STATEMENT 





Enforcement of the tax laws has been impaired by low morale within the 
Internal Revenue Service since its reorganization by the Congress in 1951. 

Chiefly at fault is the top-heavy bureaucracy which has resulted from the 
creation of nine regional offices, each headed by a regional commissioner, eacl 
duplicating the organizational setup of the national office. 

Like the seven heavens of antiquity, the intervention of the regional offices 
has removed top officials of the Service in Washington from active touch with 
conditions in the field. 

Some of them are apparently not aware, for example, that the vine regional 
commissioners “compete” with each other in the number of returns audited 
and the amount of tax assessed. 

This “contest” forces district directors to impose unrealistic “production 
goals” on the revenue agents. 

As a result audits are necessarily skimpy, substantial errors go undetected. 
conscientious revenue agents are unhappy, and morale is low. 

A further source of frustration both to the internal revenue agents and the 
taxpayers is the bewildering complexity of the Internal Revenue Code, which 
grows more voluminous each year as the Congress, in an effort to mitigate hard- 
ships caused by high tax rates, keeps writing more and more exceptions and 
special benefits into the law. 























RECOM MENDATIONS 


1. The system of regional offices should be abolished and direct lines of com 
munication established between the national office and the field offices. Aboli- 
tion of the regional offices will eliminate duplication of effort and release 
hundreds of capable men for active duty in the field. 

2. The present regional commissioners should be assigned desks in the national 
office to act as liaison officers between the Commissioner and the district 
directors. 

3. The audit function by internal revenue agents would be appreciably im- 
proved if ‘production goals” (formerly known as quotas) would be removed. 

4. The maximum individual tax rate should be reduced to 50 percent. Much 
of the pressure on Congress to provide “exceptions” will be eased when tax 
brackets over 50 percent are dropped. Also, many taxpayers will spend less 
time hunting for tax dodges. 

5. The maximum corporation tax rate should be reduced to 45 percent. This 
will enable corporations to retain more working capital and create more jobs. 

6. If and when the individual rates are reduced to a 50-percent maximum all 
special treatment of capital gains should be eliminated. If this recommenda 
tion is adopted, the Revenue Code could be cut in half, the caseload in the 
U.S. Tax Court would be cut in half, and there would be a saving of 1 million 
man-hours per year in time spent by taxpayers, accountants, and lawyers in 
the feverish scramble to convert ordinary income into capital gain. 

7. Again assuming a reduction in tax rates, percentage depletion could be 
abolished or limited to a specific period of years. 

8. The tax exemption of State and municipal bonds should be abolished. 

9. Taxpayers should be allowed to deduct whatever amount of depreciation 
they consider reasonable in the light of their experience. Whatever deprecia- 
tion is claimed in the tax return should also be shown on the books and in the 
taxpayer’s financial statements to stockholders, banks, Federal agencies, etc. 
This will result in two important benefits: (1) More money will be spent for 
eapital improvements which will have a beneficial effect on the economy; (2) 
Another million man-hours will be saved each year in arguments between 
revenue agents and taxpayers over proper depreciation deductions. 

10. Loss carrybacks and loss carryovers should be eliminated. Instead, every 
taxpayer who sustains a net operating loss should receive an immediate refund 
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of 30 percent of the loss. This would eliminate the traffic in loss corporations 
and the many artificial mergers which are now being put into effect for the sole 
purpose of utilizing loss carryovers. : 7 

Effective tax revision will not be accomplished by again adding another 
hundred or more sections to the thousands already in the code. Rather we need 
a fresh new law. Practically all income should be taxed and very few deduc- 
tions should be allowed. Present revenue levels could then be realized with 
much lower rates. 

The Cuarrman. Let me ask members of the panel first about this 
gap that was pointed out to the committee this morning, in the area 
of interest and dividends paid and reported. 

Mr. Harrington, you say that you think this job of closing this ga 
can be accomplished short of a withholding tax system on dividends 
and interest. 

Mr. Pechman, you have argued that the withholding system would 
be better. Now is it possible that some improvement !n this situation 
could be made immediately through the development of some kind of 
a nationwide educational program calling attention of the taxpayers 
to the legal requirements that presently exist in the law for including 
interest and dividends within the taxpayers return ? 

Mr. Harrineton. Are you addressing the question to me ? 

The Cuarrman. Yes. 

Mr. Harrineton. I will comment on that in this way. I think an 
educational program would be effective. As to whether it would be 
fully effective, 1 would have some reservations. I think it would de- 
vend on whether the individual who received the warning or the notice 
fom the Government or from the corporations had been careless in 
his own bookkeeping or had merely overlooked the fact of these divi- 
dends that he had not reported, then he would be inclined to pay some 
attention to this warning and realize that he had income which had 
not been reported. I think to the man who deliberately seeks to evade 
reporting it, it would not make a bit of difference. 

The Cuarrmay, Is there anything that can be done through a closer 
look at returns themselves within the Service. Does the Service have 
sufficient information at the moment? 

Mr. Harrinaton. I don’t believe so short of a full implementation 
of informational reporting. 

The Cyaan. Could not the Service without further action by 
Congress require additional informational reporting of this type? 
Would it take legislation in your opinion ? 

Mr. Harrineton. The informational reporting on dividends is 
ty a now because that is provided by the Secretary of the 

reasury that all dividends of over $10 have to be reported. The 
experience of the Internal Revenue Service has been that most corpo- 
rations, rather than going through their records to figure out whether 
the dividend was less than $10, have reported them all. 

_ The Crarmman. In the case of dividends then there is sufficient 
information, to follow Mr. Kahn’s suggestion, of matching returns, 
there would be sufficient information you think now through closer 
supervision within the Service to enable the Service to close some of 
that gr >? 

_ Mr. TR bicteendl I believe that the Service, if it had the facilities, 
if it had the funds with which to set up its organization fully, could 
match all of the 1099's on dividends and follow up on the mismatching 
and the errors that were disclosed by this comparison. 
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The Cuarrman. Mr. Pechman. 
Mr. Pecuman. I think that the statement Mr. Harrington just made 
is absolutely correct, but I wonder whether the committee or the 
Congress would want to do that. Why waste money when you can 
do it more cheaply for the Government and for the corporation by 
withholding? You would get the tax from the large mass of tax- 
payers and at the same time you could also raise—raise, mind you—the 
fimitation on the filing of informational returns. 

You would not have to go down to $10. You could raise it to $50 
or $100 and you could really do a good job on those information re- 
turns. At the present time, even if Internal Revenue Service had the 
machines, they would have to match the information returns with 
the tax returns and then individually have to send out letters to each 
of the thousands of taxpayers who happened, either by inadvertence 
or carelessness, to omit their dividends or interest on tax returns. 

I don’t think we should impose such a burden on the Government 
or taxpayer. We don’t do it to the wage earner. We don’t expect 
him to remember the amounts he received from the employer. We 
supply him with this information. 

With respect to dividends and interest, we don’t have to impose 
the same burdensome operations on corporations and others who pay 
dividends and interest. We can simply withhold at a flat rate. If 
it is a comprehensive system, there is no burden of compliance for 
either the taxpayer, the withholding agent, or the Government. 

So I think if we could withhold you could do what you are trying 
to do more efficiently and at less cost to everybody concerned. 

The Cuarrman. Now do we have enough information, in your 
opinion, Mr. Harrington, with respect to interest, to accomplish any 
real closing of the gap through closer scrutiny of tax returns by the 
IRS? 

Mr. Harrineton. I think we need to narrow the limitation from 
600 to 100 to get that information. I think we have information now 
on all payments over $600 but substantial portion of the payments 
are wth $600. My reason for disagreeing or, rather, I will put 
it another way, Mr. Pechman has disagreed with me very vigorously 
here, I have stated in my paper that I do not close the door to with- 
holding if it becomes necessary. 

I think that it would be a burden to the payer as well as to the 
payee. There would be a burden on informational reporting, of 
course, on interest. But I am thinking of the taxpayer, the indi- 
vidual who receives the dividend and the interest. A great many 
people in this country are living on the dividends and interest, the 
people with fixed incomes, and to take out of their payment the tax 
which would undoubtedly be overwithheld, I mean that has been the 
experience, there would be the necessity for refunds to these people 
and it would mean that they would be deprived of the cash that they 
needed for perhaps their livelihood during the year by the fact that 
the Government took too much tax out of their quarterly or monthly 
dividend or interest checks. 

I believe that in 1951 when the discussion was had this matter was 
discussed, and there was some suggestion that perhaps this could be 
avoided by refunding these overwithheld taxes on a quarterly basis. 

Of course that presents a rather substantial administrative prob- 
lem for the Service. So that my whole position on this, I will agree 
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with Mr. Pechman 100 percent, that withholding is the best and the 
most eflicient method of getting the money into the Treasury, but I 
un very se nsitive to taxpayer morale. 

I was in the Service for 3 years and I traveled all over the United 
States, I talked to probably 20,000 people in the United States, tax- 
payers, employees, and offici als of the Revenue Service, and I know 
how they feel about the tax burden, I know their loyalty to the United 
States, and that is why the voluntary compliance system has worked 
so well. 

But I am thinking of the taxpayer morale situation that might be 
involved in this question of extending withholding into the interest 
and dividend area, particularly in those cases of people who must rely 
on that income for their very livelihood. Those are my reasons 
principally. 

The Cuarrman. What was the effect, Mr. Harrington, on taxpayer 
morale when we extended withholding on wages and salaries and we 
then got into the question of interfering with the very livelihood of 
the people ¢ 

Mr. Harrtneron. I think the effect on taxpayer morale was not very 
good, Mr. Chairman. 
~ The Cuatrman. If it was not, how long did it take for it to revive ? 

Mr. Harrtneron. I don’t know. I know that it is accepted now as 
a fact of life. We are talking here about extending this into areas 
which I think is a little bit different c: itegory than salaries and w ages. 

Mr. Pecuman. I must disagree on several points that Mr. Harring- 
ton made. In the first place, I disagree that the effect on taxpayer 
morale of withholding of wages and salaries was not very good in the 
beginning. On the contrary, it helped the taxpayer discharge his tax 
liability. I have never heard in my experience, both in the "Treasury 
Department and outside, anybody complain about the wage withhold- 
ing system. 

As a matter of fact, the refunds that Mr. Harrington brought up 
are a delight to most taxpayers, and there are more than 30 million 
refunds each year. They have a nice check at the end of the year 
to dispose of. 

[ think Mr. Harrington is overestimating the effect on taxpayer 
morale of the refund problem. If he is that concerned, don’t forget 
that we would get, as was indicated this morning, about a billion dol- 
lars more in revenue from a withholding system on interest and divi- 
dends. You can do an awful lot with a billion dollars to satisfy the 
small minority who are not taxable and who would be eligible for 
refunds. You could send them their refunds very shortly after they 
get their dividend check. Let them send in a postcard to the Internal 
Revenue Service and the Internal Revenue Service could refund it to 
them within a matter of days. 

So you would not be denying anybody anything. I do think it is 
lamentable that some people persist in discussing dividend and interest 
withholding as if it were a costly system like the wage and salary 
wit hholding system. Itisnot. It is avery simple sy stem. It would 
apply generally. There would be no problems except for the fact that 
some people, I do not know how many millions there may be, perhaps 
a million or two, would be eligible for refunds. We could do this very 
efliciently. It would cost very little. 
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The important thing is that we are losing a billion dollars, which 
is enough to cover the tax rates that Mr. Bachrach talked about in 
excess of 50 percent. 

Mr. Arxeson. Mr. Chairman, I wanted to make one comment in 
respect to this educational program you spoke of. Undoubtedly, it 
would have a very good effect on the temporary base but would need 
to be followed up from year to year in order to get the benefit more 
or less permanently. 

Now, actually, to do that it is going to cust money. Let us say that 
without withholding of dividends you might have to spend $5 million 
a year sorting informational returns, matching them up with the tax 
returns for purposes of making the check. 

It is a real temptation for the Revenue Service not to spend that $5 
million on that job for the simple reason it is a low return job. That 
$5 million could be spent in other areas of auditing tax returns that 
would produce far more revenue than auditing dividend slips. The 
reason I say that is because there are so many people involved in it 
and such small amounts that you have to use so much of the revenue 
agents’ time in order to check so many returns and check so many slips 
that the rate of return is very low. 

Under the type of system that Mr. Pechman is speaking of, you are 
using a mass approach to it which more than compensates for the low 
production. The record of the Revenue Service over the last 40-odd 
years has been to put their money in those areas of enforcement that 
are most productive. Unless the Congress earmarks whatever money 
is appropriated to match informational returns, you are going to find 
that it is going to be used by an efficient administrator to do something 
else and the educational program is really going by the board. 

The CuHarrman. Mr. Forand? 

Mr. Foranp. Mr. Pechman, on the question of withholding on in- 
terest, the thought has occurred to me that in the field of the Govern- 
ment savings bonds, I know of several people who have been paying 
the tax on the interest accrual each year.’ Now, how would they fare 
when they go to cash in their bonds? j 

Mr. Pecuman. They would be withheld on at a 20-percent rate, but 
the withholding would be on their interest, not on the total value of 
the bond. Then, at the end of the year, as with all other interest, they 
would gross up that amount and then take full credit for the amount 
withheld. 

Now, in some cases this would involve overwithholding because they 
paid tax on the interest in earlier years, but we would refund that 
amount of overwithholding with the final tax return just as we refund 
overwithholding with respect to wage and salary workers. 

Mr. Foranp. How much evidence would be required of them? 

Mr. Pecuman. None. In this particular case, they themselves 
would supply the evidence because they would first be required to en- 
ter the amount of interest they actually received on the savings bond 
and then to deduct from the grossed-up amount the amount they pre- 
viously reported. In this case, it works in favor of the Government 
instead of in favor of the taxpayers. 


Mr. Foranp. I think you would be imposing quite a job on some- 
body there. 
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Mr. Pecuman. Well, he has to do that today. If he cashes in a 
series E bond he has to deduct from the amount of interest he received 
on that bond the amounts that he had reported in earlier years, so he 
has the data. I do not see that we would be adding any : additional 
burden on the taxpayer except to write one more figure on the tax 
return. 

Today he is supposed to enter in his tax return the difference between 
the amount of interest he actually got when he cashed the bond and 
the amount he had entered in his tax return in earlier years. He 
already makes that computation. Under the interest withholding 
system he would compute the total amount of interest paid with the 
bond and then deduct the amount that he had previously accrued in 
prior years. The only difference from today’s procedures is that he 
would have an additional line or two on the tax return to fill out. But 
he has the information and it is no extra burden. 

Mr. Foranp. Thank you. 

The Cuarrman. Mr. Boehm? 

Mr. Boru. Mr. Chairman, I would like to observe that the case 
made by Mr. Pechman is irresistable to my way of thinking. 

I would like to add another point. If we are so much concerned, and 
I think we should be, with the effectiveness of the voluntary com- 
pliance system this stepped-up requirement of disclosure and an 
enforcement penalty will serve in that same direction because those of 
us who do try to honor the system will be assured that others will be 
forced to do likewise. 

Secondly, I would like to ask whether or not there is anything to 
be said for the differences between withholding on interest and divi- 
dends which are essentially returns on capital on the one hand, and 
on the other hand, and withholding from the wages earned by our 
people in the offices and factories. It seems to me that it is difficult to 
say to the wage earner, “Oh, your withholding is different from with- 
holding from the man who receives interest from clipping coupons 
on bonds.” 

The Cuatrrman. Mr. Harrington, much has been said of the in- 
creased burdens of the Internal Revenue Service in the field of tax 
collection in recent years. I think I have probably made the state- 
ment that burdens have been much greater in recent years than for- 
merly with respect to the collection of taxes. 

I assume you have. I wonder whether or not we, in making that 
statement, take into consideration how much of the tax is actually 
collected with the return and how much is collected through withhold- 
ing system and so on. Do you have figures on the total collections 
that come to us through returns and through withholding ? 

Mr. Harrrneton. I think the total tax collected from individuals 
would be this year about $42 billion and my recollection is that the 
amount received by the Treasury on the withholding would be in the 
neighborhood of $28 to $29 billion. 

The Cuamman. It will run around 70 percent, will it not ? 

Mr. Harrineton. That is right. 

The CuatrMan. Seventy-one percent ? 

Mr. Harrtneton. That is right. 

The Cramman. Is that which is involved in w ithholding much of a 
problem for the Internal Revenue Service from the point of view of 
compliance and enforcement ? 
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Mr. Harrrneton. No. 
The Carman. Is most of your problem in that area with respect 
to the income that develops outside of the withholding? 

Mr. Harrrneron. Yes; that is true. 

The Cuatrman. That is around 30 percent of the total individual 
income ? 

Mr. Harrineton. Yes. 

The Cuatrman. That would be in the neighborhood of $12 or $13 
billion each year ? 

Mr. Harrrneron. On the individual; yes, sir. 

The Cuatrrman. I get back to questions that I have asked in execu- 
tive session in the joint committee on occasion about whether or not 
time and effort put forth by those presently in the Internal Revenue 
Service is properly divided between tax collection functions and serv- 
ice functions. Some comment has been made on this side by panelists. 
I know the views you have given me when you were Commissioner 
but I am left still with a question in my mind whether of not some of 
the observations of Mr. Bachrach with respect to the decentralization 
of the service may not have resulted in an improper division in the 
final analysis between tax collection functions and the so-called serv- 
ice functions and whether or not enough time is actually being de- 
voted by the service on the basis of the dollars it now receives from 
the Congress in the field of tax collection, or whether more could be 
devoted. 

I am including the audit side of it. 

Mr. Harrrneron. Yes. On this reorganization, if you want me to 
discuss this now 

The Cuarman. Just this point, whether or not during the time in 
your service you saw opportunities or possibilities for the services 
devoting more man-hours on the basis of existing appropriations to 
tax collection and audit and less to service functions. 

Mr. Harrrtneton. Well, the service functions, I do not know ex- 
actly what you mean, Mr. Mills, by the service functions. 

The Cratrman. I am talking about memos from one office to an- 
other, things of that sort, as part of the definition of service functions 
other than contact with the taxpayer. Now, I am not criticizing: 
I am just asking whether or not on the basis of your experience over 
there it occurs to you that more divisions of man-hours could be de- 
voted on the basis of existing appropriations to tax enforcement, tax 
collection, tax auditing, things of that sort. 

Mr. Harrrneton. We made an analysis, you may remember, Mr. 
Mills, of the criticism that was made by the Advisory Committee, of 
which Mr. Bachrach was a member, that the overhead in the regional 
offices was too high. Our analysis did not prove that, because as 
we broke those figures down and analyzed them we found that the 
reason for the apparent high cost in the regional offices was that many 
of the functions to do the bookkeeping work of the service were being 
performed in the regional offices and were included as part of their 
cost, such as drawing vouchers and making up payrolls and all of its 
many administrative matters which have to be done by somebody, 
either in Washington or in the field. 

Under the reorganization plan, as implemented by the Secretary 
of the Treasury, the work of making up payrolls and paying the bills 
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in the various district offices was delegated to the various regional 
oflices. So, as you looked at their total figures you had in there this 
cost which would have had to have been assumed by some part of the 
organization anyway. So that when you strip that away, the actual 
overhead of administration was not, in our opinion, too great. 

I will say this, however, Mr. Mills, that no situation is perfect. I 
would be the last one to say that the Internal Revenue Service and its 
organization is perfect. We had this situation and the Service still 
has it, that when the Congress, I believe, passed the Reorganization 
Act of 1952—or 1951—which designated that the regional offices be 
established and that the service be decentralized, it was left to the 
Secretary of the Treasury to implement this legislation, which he did. 

Now, it took the two Commissioners who preceded me until about 
the end of the fiscal year 1954 to get their organization lined up and 
in working order, so you might say that the organization, as it is 
functioning today, actually did not start to function until the fiscal 
year 1955. 

So that it is only 5 years old, and we had to contend with an organi- 
zation which was new, which was young, and we could not reorganize 
it again even though perhaps we would have liked to make some 
changes in some respects. So we had to make it work and that was 
part of the job I had, of going around the country and finding out 
what these people were doing, and as a result of that we instituted 
certain procedures to clarify the relationship between these people 
and to get this thing on a working basis and the situation is pretty 
much that way today except that a great deal of improvement has 
been made and I would not agree with my friend, Mike Bachrach, 
for a minute that we should reorganize the Service again because the 
reorganization in 1952 almost w recked the Service from the stand- 
point of the people in it, as you well know, Mr. Mills. 

The Cuairman. Mr. Harrington, I did not mean to get into the 
question of reorganization. W hat I was thinking about is this: You 
have $12 or $13 billion of income to the Government from individuals 
that comes from other than withholding. It used to be that we had 
all of our individual income payments coming to the Treasury with- 
out any withholding tax. 

We have this $12 or $13 billion of revenue from individuals outside 
of the withholding. Before we put in the withholding system we 
probably had that much revenue from individuals in total in some 
years. Now, we have a lot more people employed in the Internal 
Revenue Service than we had at that time, I assume, field and all. 

Mr. Harrineton. I believe the Revenue Service has 9,000 less em- 
ployees now than it had in 1948 or 1949, Mr. Mills. 

The Cuarrman. It does have? 

Mr. Harrrneton. Yes, sir. 

The Cuatrman. I did not realize that. I am wondering whether 
or not with $12 or $13 billion of individual revenue to police—that i is, 
to collect outside of withholding and to audit—if there was some pos- 
sibility other than coming to the Congress and asking for additional 
money for additional personnel, of getting more of the existing per- 
sonnel into the actual collection and auditing of this $12 and $13 billion 
ofrevenue. That is the basis for my question. 
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Mr. Harrrneron. I have been away from there for over a year and 
it would be a little difficult for me to answer in any great detail, Mr, 
Mills. I can say this: That in addition to the $12 or $13 billion that 
you mentioned we have the—— 

The Cuatrman. You have the excise taxes 

Mr. Harrtneton. We have the $20 billion some-odd from corpora- 
tions and the $10 billion from excise. So the Service has to enforce 
those particular acts, also. 

The Cuatrman. That is true. 

Mr. Harrrneton. I would call your attention to this, Mr. Mills, 
and I think you would be interested in this if you have not already seen 
it, because you and I have talked about it so much. That is a report 
which the Commissioner has just released on the blue ribbon program. 
This is the situation today. 

The revenue agents in 1955—that would be fiscal year 1955—on the 
rolls were 11,255. The separation rate was 6.3 percent. At the end 
of 1959 the revenue agents on the rolls were 10,171, a decrease of 
about 1,000 revenue agents and the separation rate was 4.5 percent. 

The returns examined in 1959 were 750,000 compared with 692,000 
in 1956. In other words, 1,000 less revenue agents examined 60,000 
more returns and the total additional assessments recommended were 
$1.5 billion in 1959 as against $1.1 billion for fiscal year 1956. 

So the service has reduced its force and in the collection of taxes 
the actual processing of returns, that is a matter which is handled in 
the district offices and in the service centers, and even there the record 
shows the decrease of 1,748 people from 1957 to 1959. 

Now, I do not know—I cannot say—Mr. Mills, whether or not any 
more of that money could be allocated to actual collections and en- 
forcement activity. I can assure you of this, that the Revenue Serv- 
ice from the Commissioner down, spends a great deal of time in 
studying these budgetary problems and in attempting to work out a 
system or a method by which the funds of the Service will be used to 
the best advantage. 

The Cuatrman. This is the main thing I wanted to get from you, 
Mr. Harrington. After being over there, it is your view that if Con- 
gress wants more individual returns scrutinized it will be necessary 
to provide additional funds, in your opinion, for additional personnel! 

Mr. Harrincton. Yes, Mr. Mills; and may I point out this also, in 
connection with this: I am looking here at some figures on man-years, 
which is average, which means that that is the average employment. 
I will take, first, the total enforcement personnel. That includes 
revenue agents, office auditors, revenue officers, and special agents. 

In 1955 there were 20,660 man-years. In 1959 there were 19,426, 
a decrease of 1,234. As to the overall, in 1955 there were 50,536 
average number of people on the payroll. In 1959 this had been re- 
duced to 49,226, a reduction of 1,300. At the same time the returns 
received by the Service which required processing and which required 
auditing for enforcement purposes, increased from 88,650,000 to 
92,852,000. 

So that we have a 4 million increase in the tax returns received and 
a 1,300 decrease in the number of people in the Service. So as the 


volume goes up, the capacity to handle it goes down. I do not think 
that is good business. 
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The Cuatrman. I gather from what everyone of you has said in 
his paper in the compendium that you feel that if the Congress 
could succeed in removing many of these special provisions which are 
presently in the tax law that serve to give rise to questions of relative 
fairness among taxpayers, at the same time lower rates, there would 
be better Compliance g generally with the tax laws. Is that the thought 
of all of you! 

Mr. Bacuracn. Yes. 

The Cuatrman. In other words, if we could reform the law in the 
direction of eliminating many of the special provisions of the law and 
at the same time lower the rate structure, the department would find 
on the part of the taxpayer greater compliance with the letter of the 
law. 

Mr. Harrtnoron. I would agree with that. 

The Cuatrman. All of you agree? 

Mr. Bacuracu. Yes. 

The Cuatrman. Mr. Mason? 

Mr. Mason. Mr. Avakian, your testimony was based entirely, I 
might say, on the psychological effect upon the taxpayer of the ad- 
ministration of the tax laws and the attitude of the tax collectors, 
was it not? 

Mr. Avax1an. It is based largely on that. It is based on some other 
things, too. 

Mr. Mason. Yes; but largely on that. 

Well, in view of that fact, would it not be a good thing to require 
these tax collectors and tax administrators to major in psychology as 
well as in tax accounting? 

Mr. Avaxtan. In trying to appraise the effectiveness from a per- 
sonal relations point of view of some psychology majors I know, I 
am not sure whether I could agree with you. 

Mr. Mason. I agree with that, too. I have known some psychology 
professors and so forth, but the psychology I majored in was 
psychology in trying to understand human nature and if they under- 
stood human nature they would not be rubbing the fur the wrong 
way all the time and lowering the morale and the attitude of the 
taxpayers. 

That is the point I got from your discussion. It seems to me that 
that is something worth thinking about because it is the effect wpon 
the taxpayer that we ought to be tremendously interested in, based on 
the face that it is a voluntary setup, as we say, and I think we ought 
to go into that a little bit more. 

Now, I want to ask Mr. Pechman a practical question, how his 
suggestion would work. I am president of a bank in an industrial 
community composed of 20 different types of people and I have a 
pretty big bank and we have several thousand depositors, most of them 
little depositors. How would this withholding operate? 

Here is John Smith who has maybe $100 or so in deposit in the 
bank, his interest does not amount to more than a dollar or two 
ayear. How would I report that and withhold that, based upon the 
large number of little fellows that are depositors according to your 
suggestion ? 
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Mr. Pecuman. It is very simple. Suppose you pay your depositors 
3 percent interest. Suppose the withholding rate is 20 percent. The 
withholding rate of 20 percent on 3 percent means six-tenths of 1 
percent interest. You would credit your depositors’ accounts with 
2.4 percentage points of interest and you would send the other six- 
tenths of 1 percent to the Government. 

There would be no extra work except for multiplying the six- 
tenths of 1 percent by the total amount of deposits outstanding on the 
interest date. 

Mr. Mason. That is the way I understood it but that is so simple 
that I could not believe it. 

Mr. Pecuman. Thank you very much, Mr. Mason. 

Mr. Mason. That is all, Mr. Chairman. 

Mr. Pecuman. I have been trying to stress this point time and 
again. I do not know why the people who have been thinking about 
withholding, from the standpoint of the withholding agent, do not 
understand that it does not take any work to withhold. 

Mr. Mason. You see, we usually think of this tax business as a very 
complicated business. When we have something made as simple as 
that we just can’t swallow it. 

Mr. Bacuracu. Mr. Chairman, if I may comment on that in view 
of Mr. Mason’s question, I certainly admire Mr. Pechman’s simple 
arrangement but I would like to have him answer this. If, as he 
says, I hold 100 shares of General Motors and I am supposed to receive 
a dividend of $50 and I get a check for $40, ordinarily if they would 
go through the procedure of making a slip showing dividends less 
withholding $10, not $40, then you have General Motors installing 
a whole battery of machines for working that out. But you say, 
“Don’t do that. Just take the $40.” I am going to call up Mr. 
General Motors and say, “What in the heck is going on here? I 
expected $50. Why only $40”? 

Mr. Pecnman. I wonder why every wage earner does not call up 
his employer. 

Mr. Bacuracn. Because every pay they get a withholding slip. 

Mr. Pecnoman. Not all wage earners get it. It seems to me it would 
be very, very easy for General Motors along with its dividend notice 
to simply say X percent has been withheld from your dividend check. 
I do not think the stockholders in the country would be annoyed or 
outraged by the fact that the Government is taking its fair share of 
the tax liability. There is no additional computation. 

The CHatrman. Mr. Byrnes? 

Mr. Byrnes. I gather you would not have a W-2 or any required 
informational data given by the payor to the payee? n 

Mr. PecuMman. That is correct. I would not have any W-2 or 
any other informational returns. I would retain, however, the in- 
formational returns that payers of interest and dividends presently 
submit to the Government, except I would increase the dividend 
limits from $10 to $50 and reduce the interest limit to the same level. 

The Crarrman. I was talking in terms of what you were going to 
furnish to the taxpayer for his record purposes and for substantiation 
when he filed his return claiming this credit. I am wondering 
whether there are not some complications that are involved in that 
aspect of the thing where people are claiming a withholding. 
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Normally, today, you require a W-2, a second sheet or third sheet 
of the thing, to be submitted with the return in verification of the 
withholding credit that you claim. But you would not do any of 
that in this particular instance? 

Mr. Pecuman. No, I would not worry about it. That is the sim- 
plicity of the plan. For most taxpayers, if the withholding rate is 
set at the first bracket rate, it would be immaterial to the Government 
or the taxpayer whether he entered the amount of interest or divi- 
dends he actually received on his tax return, because at the first 
bracket rate the Government has already collected its money. 

Mr. Byrnes. In most cases you would be collecting more because 
you are not going to take credit for dependents, 

Mr. Pecuman. No. 

Mr. Byrnes. You would be overcollecting even in the low bracket 
ease. 

Mr. Pecuman. No; in most cases you would collect at least the 
right amount of tax or less. Only in the cases where the taxpayer is 
not taxable would you collect more. I would submit that, of the $4.5 
billion or $5 billion interest and dividends that are not reported, a 
very minor proportion is received by nontaxable people. So that I 
do not think you have to worry about that. 

In other words, if a man is taxable, the dividend that he receives 
is subject to a 20-percent rate, the first bracket rate. If we withhold 
at that rate it is immaterial to the Government whether he reports it 
or not. 

Mr. Byrnes. I want to ask a question which was flagged by this 
information regarding 30 million tax refunds. This involves not only 
processing of returns but also involves writing out a check and the red- 
tape as far as the Government is concerned, plus the fact that the 
taxpayer is waiting for this money which he really was entitled to 
have had all along. 

Let me start out by asking this. How many individual income tax 
returns are filed ? 

Mr. Pecuman. About 60 million. 

Mr. Byrnes. So half of them get a tax refund. 

Mr. Pecuman. I would say more than that. The 30 million wasa 
rounded figure. 

Mr. Harrincron. About 33 million. 

Mr. Byrnes. How can you say that you would not have the same 
situation with respect to the people who would be entitled to refunds if 
you add interest and dividends in this picture? 

Mr. Pecuman. Two reasons. One is that the distribution of in- 
terest and dividends is much more unequal than the distribution of 
wages, 

_ Mr. Byrnes. Wait a second now. You mean that is true as far as 
interest is concerned ? 

Mr, Pecuman. I said interest and dividend combined. I am not 
sure about interest. My guess is that that is also true about interest. 

Mr. Byrnes. I would assume that interest payments cover a pretty 
broad field when you go into all these little savings accounts scattered 
throughout the country. They do not amount to much money, I 
agree, but a lot of individuals are involved, even the children’s ac- 
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counts, the minors’, little savings accounts in banks, those are some of 
the things I worry about as far as the interest. 

I will say to the gentleman that I do not have too much trouble 
with the problems of withholding on dividends. There you can 
do it with some simplicity but I get very disturbed, frankly, when 
T think of the problenid involved when we move into the interest 
category with the savings and loan, your little bank accounts, savings 
accounts for children, minors. I just have the impression, and maybe 
Iam wrong and I would like to ask if anybody has other information— 
[ just assume that there are millions of these little savings accounts. 

Mr. Pecan. Yes, there are millions of them but I would say the 
large proportion of them are taxable. I know a large number of 
people who have small savings and loan accounts, mutual savings bank 
accounts, and accounts in commercial banks. We know that most in- 
come recipients are taxable. Many of them do not even know how 
much interest is credited to their account. 

Mr. Byrnes. I just assume, Mr. Pechman, and if Iam wrong I sup- 
pose the information could be obtained, I just assumed that there were 
more savings accounts than there were families, the children’s savings 
accounts within the family, accounts held by individuals for a long 
time before they reach the stage of being a taxpayer. I could be 
entirely wrong. 

Mr. Pecnman. But whatever the number, are you not concerned 
about the revenue loss / 

Mr. Byrnes. I am very much concerned about the revenue loss. I 
think in the matter of Government you always come to the question 
whether you are going to burden all of the people with a severe pen- 
alty just to catch a few. Of course, you always get into this adminis- 
trative problem. It is not my point to argue with you. My only 
point is to try to seek some information. L thought we would have 
some information on the number of individual savings accounts. 

For instance, how many there were in all of our banking institu- 
tions and what percentage of those really would be held by taxable 
individuals. I sought the information because I have been harboring 
an impression there is a very large number. It is a guess on my part 
that there is a considerable number. 

Let me ask this: Would anybody suggest that since over half of 
our individual taxpayers today obtain refunds that maybe a change 
should be made in the amount of withholding to reduce that per- 
centage 4 

Mr. Arkeson. I do not think the refunds come from the rate itself 
so much as the change in the status of employee during the year. For 
example, the exemption is on the weekly basis or payroll basis. If 
you do not work every week and make enough money every week to 
exceed the exemption you get a refund. I do not think redue ‘ing the 

rate from 18 percent down to 15 would relieve your refund problem 
very much so far as the numbers are concerned. It would reduce 
the amount. 

Mr. Harrtneron. We have been talking about costs. The way to 
reduce the overwithholding, of course, would be to revise and narrow 
down that withholding table. We talked about that in the Revenue 
Service and we found—and I was informed—that from the stand- 
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point of cost purely and administrative difficulties, it was a lot 
cheaper for the Serrvice to process refunds than it was to send bills. 

In other words, if you underwithhold you have to send a bill. I 
you overwithhold you make out a refund voucher, the Internal Reve- 
nue Service does not even write the check. I think the Internal 
Revenue Service ought to write the checks but that is another matter. 

The disbursing oflicer of he Treasury Department in the area writes 
the checks and all the Service does at the Service centers of which 
there are three, is to prepare the refund vouchers and send them 
over to the Treasury disbursing officer and he makes the check out. 

Mr. Byrnes. Nobody sees any need here for an adjustment 
downward ? 

Mr. Arxeson. I would think that the Service is pretty well satis- 
fied with the way it is working now as long as the public has not 
kicked about it. 

Mr. Byrnes. That is all, Mr. Chairman. 

The Cuarrman. Mr. Alger will inquire. 

Mr. Atcrer. Gentlemen, several of you today have paralleled the 
earlier remarks made by other panelists about the bewildering com- 
plexity of the income tax law. I think I can quote Mr. Kahn, Mr. 
Boehm, and I think all of you to varying degrees recognizing that 
omplexity. In fact, earlier one of the panelists said it is impos- 
sible for our citizens to comply with the law, it is so complicated. 
Mr. Boehm, you made a very forthright statement with much of 
which I am certainly sympathetic, but the thing that makes me un- 
easy, in your attack, Mr. Boehm, against those taxpayers that you 
feel are actually evading—lI may be getting into an area of the intent— 
you would impose another law apparently, a penalty, on those who 
did not have the intent and we are back to this old argument, at least 
the one that makes me uneasy, over a man being innocent until proven 
guilty versus guilty until proven innocent. 

It looks to me like a man without the intent to defraud, who fails 
to report something, under your suggestion is going to be slapped 
with an additional penalty. He is guilty in a sense until proven 
innocent. Is that fair to this taxpayer who is not trying to evade 
but fails to report all he could ? 

Mr. Borum. Since you state your question that way, I have to agree 
with you. But does the question properly apply my suggestion? Let 
us stop to consider who has the best information. The taxpayer is the 
man who knows his own facts best. We should put the taxpayer to 
the burden of supplying the Government with the information which 
it needs to know. 

Mr. Atcer. Right. When I was in business I had an accountant. 
[had an attorney. I would not think of doing business without them. 
But how many people could engage a man like you or others on this 
panel in order to tell them all of the law they should know which our 
panelists have said is so bewildering it is impossible for our citizens 
to comply. 

Does that mean he has to have an accountant and if he fails he has 
to have additional penalty? Iam concerned about it. 

Mr. Bornm. First, I might point out that I realize that these prob- 
lems are quite broad and I do not claim to know all the many needed 
answers. I should say that this is going to take the combined minds 
of some very fine people. I do not think that I can fully satisfy you, 
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sir. The very reason which we all would use to protect the person 
who does not know is also used by the man who is particularly setting 
out and seeking to deceive the Government. His excuse always is this 
very point, “I did not know.” 

Mr. Acer. Could we differentiate then, in intent as against the 
unintentional ? 

Mr. Boru. I have done that in this way. I have provided a 
method by which the penalty may be remitted. I do not think I de 
veloped fully enough that in my submission ; in my statement, at page 
1509, I have provided a method by which this penalty must be re- 
mitted when the Service or the courts find that the Government has 
been alerted to the facts so that it can determine the existence of the 
question. 

This disclosure standard would permit no penalty if the return 
alerts the Government to the existence of the problem; then the Gov- 
ernment is on notice. If the Government does nothing about it, that 
would not be the taxpayer’s fault. As it is now, the Government 
labors in ignorance, and we take the chance not only of missing this 

taxpayer but of encouraging the next man to do likewise. We now 
enalize candor and efficienc' y; and reward diffidence and irresponsi- 
ility. 

My plan to solve the question of guilt simply requires the authori- 
ties to remit the penalty if they are satisfied that the facts have been 
adequately disclosed by the return. Admittedly, this is going to in- 
crease reporting requirements. And I say to you, Mr. C hairman and 
Mr. Alger if this plan is adopted you will get increased productivity 
from your agents. The same number of agents are going to be able 
to do more cases and get more revenue because they are going to have 
the confidence that they have this device to back them. 

Mr. Arcer. I think that partly resolves my concern. But what 
does concern me even further is this, there might be a few people 
who intentionally are trying to evade and the example you used of 
that type nid evasion does not apply to—what some have told us in the 
past, that 95 percent or more of the people are faithfully trying to do 
their best to report, but fail through oversight—I think what we are 
talking about today is the gap through oversight, not intentional 
evasion. 

What concerns me is this matter of putting a penalty on top of a 
man who really is not guilty. Surely, he i is ouilty under the law but 
who is unintentionally so. Is there any man who knows all the in- 
come tax law? 

Mr. Born. We should bear in mind that these are costs that are 
being paid through lost revenue and taxpayer compliance just the 
same, sir. They are paid by somebody no matter what devices we 
adopt. The question is who pays these. Do you and I and all of the 
taxpayers pay this cost? Or should the cost be paid by the man who 
makes thé excuse or who fails to take the effort to find out, or who 
fails to call the bank and ask about his dividend, or who makes a 
claim for a deduction for the defense of a rape case? 

Aren’t these the kinds of cases that call for something much stronger 
than we have teday ? 

Mr. Arcer. Yes, unless some other panelist speaks up, I would say 


that is an unusual case. 
Mr. Kahn? 
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Mr. Kann. First, I would like to say that the problem that Mr. 
Boehm spoke about is not one which is the result of the complexity of 
the law. Most of the complications in the law are an attempt to 
devise detailed rules rather than general principles so as to avoid 
disputes in the field. 

I think that detailed approach has produced probably as many 
problems as general principles. You can’t keep in mind what the 
purpose of a detailed law is. But Mr. Boehm’s problem arises from 
a very simple provision which has been in the law for years, that is, 
the right to deduct ordinary and necessary business expenses. I 
think the problem there is one of administration. 

If there are standards being developed and applied by the Revenue 
Service as to what is proper and what is not, as to what are the guides 
as to proper business deductions, these standards are not being pub- 
lished and as a result you have a variety of different rules or stand- 
ards all over the country. 

Now, I suggest that the answer may not be legislation but a little 
more personnel and a little more time to develop standards, and also 
to have more agents out auditing returns, so that the average man who 
is calling the shot too closely has an average chance of getting audited 
by the Revenue Service. It is a very simple device to put another |aw 
on the books, another penalty, but that is not sufficient for this 
problem. 

The next question is, Who is going to find it and who is going to 
enforce it? I think your problem comes back to a lack of sufficient 
personnel. 

Mr. Aucer. A lot of difficulty is in people not being able to hire an 
attorney or accountant who knows the law. 

Mr. Boru. Except that there is no reason why the work produc 
of our technical personnel should be cut down because we do not 
require an adequate system of disclosure of fact. Take for example. 
the old common problem of the closed corporation that makes a hoped- 
for tax-free gift of company money to the widow of a controlling share 
holder. The technique in a situation like that is to report nothing. 

To dispute this, how can the Government learn that this transaction 
has ever taken place? The Service can do one of twothings. It must 
audit the recipient thoroughly to find it; or it may have to find it 
through a corporation audit; and many times you don’t get it either 
way without expensive digging. 

The point is that this information is available to the widow; it is 
also available to the corporation. The corporation takes the deduc- 
tion, and the widow claims the item is tax free and therefore does not 
pay her tax. This is admittedly an area in which there is much room 
for dispute; I am not talking about what the substantive law now is 
or what it should be. But I am concerned whether or not the Gov- 
ernment should know that this problem existed in this particular case. 
here have been hundreds of cases in the courts on this very issue. 
Yet, I warrant that the bulk of these have had to be dug out the hard, 
expensive way by some devoted, efficient revenue agent—and I respect 
and honor these people as loyal, capable servants of practical democ- 
racy—going to a dozen sources for every return. This is the long way 
around ; we pay his mileage to go out; it takes many hours to develop 
this issue, yet it ought to have been stated in the return to begin with. 

48820—60-———_54 
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If some people argue that this item is not taxable under the state of 
the 1939 code as it now stands today, that is a perfectly proper and 
defensible conclusion. Compare Reed v. United States, 3 AFTR 2d 
719 (DC, Ky. 1959) now on appeal to the south circuit. The Treas. 
ury dissents under the 1954 code. 

The substantive rule is not the problem; that is beside the point. 
We are not concerned with the substantive rule. We are concerned 
with the method by which these lawsuits originate, easily and cheaply 
or at great expense. We ought to have an arrangement by which the 
Internal Revenue Service can easily find this issue and can take it to 
court and find out what the correct legal result will be. 

As it is, the Service now is required to go out and find it the long, 
hard way. The widow knows the facts. The corporation knows its 
facts. ‘They have counsel. Yet, this information is just not brought 
to light unless somebody goes out and digs for it. 

Mr. Avax1an. We alre eady have a penalty for fraud and another 
penalty for negligence. It seems to me that if we impose a penalty 
for something ‘less than negligence, which is what I understand Mr. 

soehm’s suggestion to be, we will get into an impossible position. 

One part of the problem is that taxpayers do not recognize an issue 
which an agent later sees. Not knowing that there is a problem, how 
will they know, then, that they should “have put the facts in? See- 
ondly, when we are in the area of returns prepared by accountants or 
attorneys, the responsibility for sufficient disclosure of facts on the 
issues which they recognize should be on them rather than on the 
taxpayer; and it seems to me that we can administer this efficiently 
through the authority which the Treasury Department. has over its 
licensing of practitioners. 

They can be educated as to what is expected of them in the area of 
disclosure, and if they do not conscientiously follow those require- 
ments as a matter of practice, there are investigative and disciplinary 
procedures to govern that. But I would very strongly oppose a 
penalty for failure to disclose sufficient information in situations 
where there is neither fraud nor negligence. 

If there is fraud or negligence we already have the penalties. 

Mr. Bacuracu. I was just going to say, Mr. Alger, that any prac- 
ticing accountant or attorney will tell you not 95 percent but 999 out 
of every 1,000 taxpayers are doing their best to report their income 
correctly. That is true whether they hire an accountant or attorney 
or do it themselves. They do not understand the law. 

As a matter of fact, we practicing accountants do not mind if the 
public does not understand the tax law. It is when we can’t under- 
stand it that we begin to complain. If they don’t understand it, or 
we don’t understand it, and if they make innocent mistakes or if we 
make innocent mistakes, a penalty for making an innocent mistake 
would mean the breakdown of the whole “system of voluntary 
reporting. 

Mr. Byrnes. Isn’t there a question today on the item Mr. Boehm 
raised as to whether this is a gift or whether it is income ? 

Mr. Bacuracu. As a matter of fact, we have cases of that sort; 
everybody does. It cannot be very well hidden because corporations 
keep a double-entry set of books, and any difference between the book 
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income and the taxable income has to be reconciled in schedule M of 
the return and stands out very cle sarly for the revenue agent to see 

Mr. Byrnes. Is there not a question in those cases ‘whether they 
are gifts and are taxable to the individual or not? 

Mr. Bacuracu. That is true. The matter has been settled. Cer- 
tainly, for a long time it was very much up in the air. 

Mr. ALGer. That is only one of a number of cases, though, which, 
parenthetically, were listed by Mr. Boehm. Maybe that one was not 
even there. I would not point to the details of any one case at this 
point whether it is the rape case or any other w hen we are talking 
about people who are negligent and do not report. 

That was the basis of my original question. Mr. Bachr: ach, the 
very way in which you have spoken out, as well as Mr. Boehm, in fact 
all of you, impresses me. 

[ want to asked you a question, Mr. Bachrach, that I have not 
heard brought up yet. You have been very blunt with us today, so 
much so that you even felt—if you did not say it you implied it— 
that very possibly there could even be retaliation. Do you know of 
any businessman who is so bold, a successful businessman, that he 
would think of speaking out as frankly about income tax as he would 
like to for fear of retaliation, the danger, in other words, of being 
made a tax case. I mean no disrespect to the Revenue Service. I am 
talking about the fact that no businessman wants to be made a special 
Case. 

Mr. Bacuracu. I will answer that briefly as follows: Fortunately 
for the people of the United States, the Internal Revenue agents, de- 
spite all the pressures that have been put on them to make production 
goals and other things, still come into the taxpayers office with 
courtesy and they treat him as if he was innocent until he is proven 
guilty and taxpayers do not resent them and, therefore, are not afraid 
to speak up. 

They tell the agents frankly what they think is wrong and discuss it 
but in my experience there was one case of a wealthy taxpayer not 
residing in Pennsylvania who was assessed an additional tax, a very 
substantial amount and who was convinced it was politically moti- 

vated because he was a member of the opposite party. It was the only 
exception of ” the years of my practice. 

Mr. Arcrr. I ask that not because I am thinking of specific cases. 
I am thinking in terms of the way men talk and think. I have been 
with men many years of my life. They are not saying the Internal 
Revenue is out to hurt them personally. But they are so leery, so 
afraid of this complex, bawitdieine: tax law. They know any rev- 
enue man can come in and go over their books and argue with their 
own accountant and find something that can be changed. So they 
say, “When Internal Revenue comes to see me, I open my books and 
throw up my hands and walk out and say ‘You can have anything 
you want’. 

The businessmen I know would not think of speaking out as you 
have today, not because they are afraid they are guilty of anything 
but because they do not want to be made a case. They do not want 
somebody to come in especially to find out if they had a reason for 
opening their mouths. 
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This is not a criticism of any particular individual in tax service, 
The feeling I have is that many of my constituents who have some 
grievances are afraid to even criticize for fear that could be used 
against them somehow down the line and they would be made a tax 
case. 

Mr. Boru. I would like to reply to that. I have had several inci- 
dents in the last few months where persons who seemed to be potential 
witnesses on fact issues which we need to develop—I am thinking par- 
ticularly of industry practices in depreciation—have refused to co- 
operate with a taxpayer because they have felt the very thing that you 
were concerned about. 

They were afraid that the attention of the Internal Revenue Service 
would be directed to their affairs as a result of having helped the tax- 
payer. I have had that personal experience. 

Mr. Avaktan. May I say that I have frequently had the experience, 
in connection with trials, of witnesses pulling out on me after having 
previously agreed to testify, with the ae that they did not 
want to antagonize the Government. I have had some instances in 
which local officials of national firms have told me that when they 
advised the head office that they were going to testify on a particular 
fact matter, the head office asked them not to testify because they did 
not want to be antagonizing the Government. 

I do not say this happens on a large scale, but it happens fairly 
frequently and enough to be disturbing. I do not think this is brought 
on by the Internal Revenue Service. I just think it is fear through 
lack of understanding as to what the Government might do to them, 
and they do not want to take the risk. 

In my own opinion the risk is very low. I do not think that there 
would be retaliation except in very exceptional cases, but the fear 
still is there. 

Mr. Aucer. I would say that that is human. By the way, before 
asking these questions, in my mind I examined my own tax situation 
and I am ready to be investigated. Mr. Chairman, I have one other 
observation. I wanted to express this in this case any panelist wants to 
add to it with regard to withholding tax. I am a newcomer on this 
committee and that is why I ask this. 

I was not here when the withholding tax was first put into effect. 
I have been concerned about adding to withholding as we are con- 
sidering here because it seems to be making tax collectors of 
businessmen. I mention this only because no one has brought it up. 

Is it right for us, because it can be done more economically from the 
Government’s standpoint, to put on all the savings institutions, all the 
people Mr. Byrnes mentioned, all the accounts, is it fair for us to 
arbitrarily put on them the expense of this withholding on dividends 
and interest ? 

Mr. Pecuman. Is 16 cents a year too expensive ? 

Mr. Aucrr. I recall your example and it is an excellent one but even 
then we are talking degree. I am still asking the question, Do we have 
any moral right here, should we not think about the businessman, 
whether we are making tax collectors out of them or not, whether we 
have that right 

Mr. Pecuman. This new withholding system will cost 16 cents 
per year, plus the time it takes to multiply the withholding rate times 
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the number of deposits. No more, Mr. Alger. There is absolutely 
no more burden on the withholding agent. If there is nothing else 
I have established today, I hope I can convince the committee that 
that is all there is. 

As I have said in my previous testimony, this is a system which was 
devised by the staffs of the Treasury and the joint committee at the 
request of this committee in 1951 specifically to eliminate the cost 
on the withholding agent. The only remaining problem, as I see it, 
is the one that Mr. Byrnes mentioned; that is, the problem of the low 
income recipient who is not taxable and who does not even have to 
file a retvrrn. For them, if you consider it necessary or desirable 
to refuna them the tax before the end of the year—I myself don’t 
think so—it is very easy to devise a postcard refund return form, 
and remit to these people the amount that was withheld from them 
ina few days. We do that with respect to the farmers’ refunds of 
gasoline taxes. I see no reason why we cannot do the same thing with 
dividend and interest. 

Mr. Avcer. I certainly appreciate that, Mr. Pechman. I mentioned 
that because I wanted to get a response from the panel. Actually, 
the withholding tax has worried me from an entirely different stand- 
point, that the great broad back of the taxpaying public is the lowest 
bracket. That brings in the greatest amount of income. I have been 
concerned about withholding because the people who pay it, that 
is, those from whom the withholding is held, don’t know how much 
tax they are paying, whereas if they all had to shell out their dollars 
from the pay envelope every month they might be more concerned 
about how we, the Representatives, spend their money. 

I do appreciate your answer. The example you gave, the cost of 
sending out 1.7 million announcements to the A.T. & T. stockholders, 
$68,000, is certainly a sensible observation. 

Mr. Bacwracu. If it is true that he can withhold and notify any- 
body you have done it, then Mr. Pechman’s suggestion is terrifically 
good. A former controller of Sears, Roebuck told me that when they 
had to start getting together all this data on wage withholding and 
social security withholding they had to add 60 clerks at some $5,000 a 
year or some $300,000 additional expense. If Mr. Pechman can ar- 
range a system where they can withhold and give no accounting for it, 
wonderful, with only 16 cents postage, that would be a terrific system. 
[ would be all for it. 

Mr. Pecuman. I am glad Mr. Bachrach admits this much. The 
fact of the matter is that all it costs is 16 cents and all it requires is an 
additional line on the tax return on page 2 or 3. All you have to do is 
report the dividends and interest you received honestly and you will 
get every dollar of credit for the money withheld. 

Mr. Bacuracn. Suppose I have money in savings and loan, they 
keep adding to my account every 6 months and I don’t draw a nickel 
out of it, they take the money out and send it to the Government? 

Mr. Pecuman. I should think that the savings and loan association 
will print in its deposit books a statement that every time they credit 
interest they will withhold. 

Mr. Bacuracn. They have to send aslip. 
Mr. Pecuman. No, they don’t. 
Mr. Bacnracu. How would I know to take it off the tax return? 
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Mr. Pecuman. All you have to do is report the amount of interest 
and dividend that was credited to your account. The tax return will 
say on the next line “Add one-quarter to the amount you received.” 

Mr. Bacuracn. Say I am a stupid businessman and the passbook 
shows I am credited with $63.30. Do I report $63.30 ¢ 

Mr. Pecuman. Do you report that today ? 

Mr. Bacuracu. Today they credit me with, say, $70, but I get $63. 
Do I report $63 ? 

Mr. PecuMan. You report $63. 

Mr. Bacnracu. How do I know to take the other $7 off some place! 

Mr. PecuMan. Since you used a withholding rate of 10 percent, in 
the next line you will have an instruction, “Divide the amount in line 1 
by 9”. Add that to $63 and you get $70. 

Mr. Acer. The Sears, Roebuck added 60 employees in order to have 
the forms to send to the folks. You would not have them do any of 
this paperwork ? 

Mr. Pecuman. No. That is why this system was devised. 

Mr. Axcer. Let us take a mutual savings and loan with 15,000 ac- 
counts. Who is going to do all the computing? 

Mr. Pecuman. There is only one computation. Every building and 
loan association knows the amount of deposits on the date interest ac- 
crues, the amount of deposits to which interest is credited. They 
would multiply the amount of deposits by the withholding rate. In 
this particular case, if 3 percent is the interest rate, the withholding 
rate would be six-tenths of one percent. 

Mr. Bacuracu. People make deposits at different times, they have 
to go down the ledger and take each amount and there is no additional 
work. Once they get that total they take that percentage. 

Mr. Pecuman. That is right. There is no additional cost except the 
16 cents for mailing. 

The Cuarrman. I have just this one observation in order that the 
record may be eminently correct. In 1950 when we developed the 
plan of withholding, Mr. Pechman and Dr. Atkeson as you will recall 
that plan, had to do with withholding on dividends, not interest. We 
dropped that in conference but at the time we dropped it in confer- 
ence we did so with instructions to the Interna] Revenue Service to do 
some sampling. I never received any word from the Internal Reve- 
nue Service whether they ever did any sampling or not, to see what the 
magnitude of underreporting of dividend is on the basis of that 
sample. You were in the conference, were you not ? 

Mr. Arxeson. Yes. B. 

The CuHarrman. When the conferees dropped the House provision 
with that instruction to the service. 

Was anything ever done at that time? 

Mr. Arxeson. The audit control program of course was adopted a 
little ahead of that time. Following that we had the so-called manage- 
ment audit reports. Actually the Service knows what is unreported, 
I mean from a sample standpoint by way of dividends but, frankly, 
I don’t recall whether anybody ever followed through by way of 8 
formal report to the committee. I am sure that the information 1s 
available. 

The Cuarrman. I do not recall that we ever did receive the report. 
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Mr. Arxeson. It might be appropriate to call for that information 
today. They can give you a pretty good notion right now as to how 
much by way of deficiencies are assessed as a result of errors made by 
the reporting of dividends. ca 

The Cuairman. You mean that work is going on within the de- 
partment, the sampling is going on year by year ‘ 

Mr. Arxreson. The regular statistical reports known as manage- 
ment audit reports, I think they call it now, will give them a good idea 
as to the source of the income responsible for the deficiency and the 
Service can make up an estimate for you on that basis. 1 would sug- 
gest that you or Mr. Stam direct an inquiry to the Service on that 
point. 7 a 

The Cuatrman. Dr. Atkeson, from your experience within the 
Service, and you were there for years in this whole field, would an 
estimate of a $5 billion gap between dividends and interest received 
and not reported appear to you to be anything like an accurate 
estimate ¢ 

Mr. Arkeson. Mr. Chairman, I am sorry I cannot answer the ques 
tion. I was closely associated with that at one time and those figures 
were very familiar to me. But it has been several years since I 
looked at them and I hesitate to answer. I know there was a terrific 
underreporting but whether it was $5 billion, $6 billion, or $7 billion, 
I would hate to go on record as saying. I think these gentlemen like 
Mr. Pechman, Mr. Holland, et cetera, who have been in this business 
recently are better able to answer and I have enough confidence in 
what they have done to rely on the type of information they have 
submitted to the committee. 

The CuarmMan. I am just trying to find out because of earlier esti- 
mates given, as to whether or not from those of you who have been in 
the Service it would appear that those estimates are reasonably accu- 
rate. 

_ Mr. Harreneron. I am afraid I can’t answer that because my work 
in the Service did not get me into the statistical operations so I could 
not express an opinion. 

Mr, Pecuman. I have just one point. According to the estimates 
that Mr. Holland made this morning, roughly a total of $5 billion in- 
terest and dividend are not accounted for on tax returns. This was 
confirmed in the tables from the Under Secretary of the Treasury that 
were put into the record earlier in these hearings. 

In table 5, he shows that the estimated amount of dividends not 
accounted for is $1,064 million for the year 1956, and the amount of in- 
terest not accounted for in 1957 was $4,019 million. He has an alter- 
native estimate of interest for the same year, 1957, of $2.9 billion not 
accounted for. So at most there is a difference of $1.1 or $1.2 billion. 
In other words, depending on how you estimate the interest gap, it is 
either $4 billion or $5 billion. : 

The Cuarrman. I did not understand from the table he gave us 
whether that included interest and dividend payments to nontaxpay- 
ing entities, 

Mr. Pecuman. They made an estimate. They deducted an estimate 
for the amount of dividends received by people who were not re- 


quired to file and for the amount of interest received by people not 
required to file. 
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The Cuairman. So you think these figures mean that that repr. 
sents interest and dividend payable to the taxpayer that is not 
reported ? 

Mr. Pecuman. That is not reported on returns that are required to 
be filed; yes. 

Mr. Kaun. Mr. Chairman, just on that 1950-51 period, as a result 
of that action the Treasury did propose regulations to drop the re 
porting requirement on interest from $600 to $100, as you may recall. 

The Cuarrman. I remember that. 

Mr. Kaun. Those were withdrawn after considerable protest by 
the public. I do not know if any information was developed on in- 
terest at that time. 

The Cuarrman. Any further questions? 

Gentlemen, I want to thank you again for participating in ow 
discussion and submitting your papers for the compendium and be- 
ing here today. We have enjoyed this very lively discussion of the 
issues involved before this panel. 

Thank you so much. 

Without objection, the committee will adjourn until 10 tomorrow 
morning. 

(Thereupon, at 12:50 p.m., the committee recessed, to reconvene at 
10 a.m., Wednesday, December 9, 1959.) 
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THE TAXABLE ENTITY—TREATMENT OF DIVIDENDS 


WEDNESDAY, DECEMBER 9, 1959 


House or REPRESENTATIVES, 
ComMMITTEE ON Ways AND MEANns, 
Washington, D.C. 

The committee met, at 10 a.m., pursuant to recess, in the com- 
mittee hearing room, House Office Building, Hon. Wilbur D. Mills 

(chairman of the committee) presiding. 

The CuarrMAn. The committee will please come to order. 

This morning we look to the subject matter of treatment of divi- 
dends and we have as panelists Mr. Carl Shoup, professor of eco- 
nomics, ( Yolumbia University; Mr. Ralph Burgess, American Cyana- 
mid Co.; Mr, Paul Ziffren, attorney, Los Angeles, Calif.; Mr. Paul 
Darling, professor of economics, Bowdoin C ollege; Mr. Dan Throop 
Smith, Harvard University. 

We appreciate you gentlemen being with us this morning. We 
appreciate also the papers you have prepared for our compendium. 

We will ask you to summarize briefly the points that you made in 
your paper that was included in the compenc aaa and we will recog- 


nize the panelists, beginning with Professor Shoup at my right. 
We are glad to have you with us this morning, sir, and you are 


= ™ 
recognized. 


STATEMENT OF CARL SHOUP, PROFESSOR OF ECONOMICS, COLUMBIA 
UNIVERSITY 


Mr. Soup. Thank you, Mr. Chairman. 

Corporation profits are in some cases overtaxed, in other cases 
undertaxed, by the Federal income tax, compared w ith income from 
salaries or profits of unincorporated enterprises. 

The tax burden on corporate profits is a combination of the cor- 
poration tax itself and the individual i income tax on dividends, and on 
thone capital gains that are traceable to corporate growth financed 
by undis tributed profits. 

Overtaxation occurs when the corporation pays out most of its 
earnings in dividends, and when the aneldadions are in the lower 
income brackets. 

Undertaxation occurs when the corporation pays out very little 
in dividends and uses the retained earnings to expand the business, 
making each share of the company’s stock worth more, and giving rise 
to capital gains. 
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The undertaxation is substantial for the high income stockholder, 
especially if he can hold the stock until his death; the capital gain 
is then never reached by the personal income tax. 

Any tax reform designed to reduce this overtaxation and under 

taxation of corporate profits will, therefore, have to include a revision 
of the present treatment of capital gains and losses and undistributed 
profits. 

The goal of equal treatment cannot be reached simply by changing 
the provisions concerning the taxation of dividends. 

The present dividend ‘credit allowed against the individual income 
tax is the same, 4 percent, for all dividend recipients. This wi- 
formity renders the dividend credit almost useless as a means o! 
correcting the unequal treatment of corporate profits. 

To be of use for that goal, the credit would have to vary in amount 
according to the size of the individual’s income. The credit would 
be a larger percentage of the dividend, the smaller the taxpayer’ 
total income. But even this would be an imperfect adjustment. 

If the aim is not equality of treatment with other forms of income, 
but simply stimulation of investment, the tax relief offered to divi- 
dends must apply at the margin of the taxpayer’s income; it must 
allow the taxpayer to get more from an additional dollar of divi 
dends. 

The present flat exclusion of $50 per recipient of dividends does 
not have this effect. 

No tax relief will stimulate investment if it appears to be in con 
tinual danger of repeal. Investors look ahead for a period of several 
years and ask themselves whether the tax concession will continue 
that long. 

Thus, a tax measure designed to furnish incentive for investment 
might be in the law for 10 or 20 years, costing the Government 4 
great deal of revenue, yet having little effect on investment, if dis- 
agreement on the merits of the measure, within Congress, were s0 
marked that repeal of the tax relief provision would have to be con- 
sidered a real possibility. 

The net result may be simply an inequitable distribution of the 
tax burden, because of favoritism shown to high-income investors. 
without any compensatory result in the form of a more rapid growt! 
of the economy. 

That concludes my summary. 

The CHarrMAN. Thank you, Professor Shoup. 

Our next panelist is Mr. ‘Burgess. 

Mr. Burgess, we are pleased to have you with us today and you 
are recognized, sir. 


STATEMENT OF RALPH E. BURGESS, AMERICAN CYANAMID (C0. 


Mr. Burorss. Mr. Chairman and members of the committee, fol 
more than two decades, the tax treatment of corporate income has 
left much to be desired. Since passage of the Revenue Act of 1936. 
it has been the formal intent of tax policy to tax income generated by 
corporations twice; first as a separate and distinct levy on such in- 
come as earned by the corporation and, then, again, ‘to the extent 
distributed, as personal income in the hands of stockholders. 
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Although the Internal Revenue Code of 1954 constituted an im- 
portant attempt to rectify this undesirable practice, there is still 
much room for improvement. 

The opinion is widely held that any short term loss of revenue in 
volved in ameliorating the existing inequity will be offset by long 
term gains to the Treasury as economic activity is further stimulated. 
I believe there is ample justification for this view. 

It is interesting to note that in many other countries double taxa 
tion of corporate Income is recognized as a sel ‘lous problem. As acon 
sequence, such countries have deve loped special tax devices either to 
eliminate or, at least, to minimize its impact. 

The vaccilation in tax policy with respect to corporate earnings 
and dividends experienced in the United States, is based in large 
measure on the uncertain incidence of the corporate tax. 

If the tax is absorbed by the corporation, then validity attached to 
the charge of double taxation, and the tax is a levy on the process 
of private investment. 

If, however, the corporation does not absorb the tax, but, rather, 
shifts it forward to consumers in the form of higher prices, or bac k- 
ward on workers in the form of lower wages, then double taxation, 
in the traditional sense of that term, is not at issue. 

As has been pointed out by both Dr. Shoup and Dr. Smith, in this 
case, the corporate tax would be, in effect, regressive in nature, i.e., 

it would rest most heavily on individuals with lower incomes. 

In his paper submitted to your committee, Professor Darling has 
advanced another rather interesting possibility, which, in essence, 
maintains that increases in productivity have been used to offset in- 
creases in corporate taxation in recent years. 

If this is true, then neither investors nor consumers have been 
allowed to reap the benefits of increasing national efficiency through 
the normal operation of a free-market economy. 

Thus, it is painfully obvious that, no matter which assumption or 
combination of assumptions is posited, the resultant effects are 
unsatisfactory. 

I feel confident that legislators never intended to penalize savings 
and investment, place a relatively higher burden on lower income con- 
sumers or deny to investors or consumers the benefits of increased 
productivity. 

The question of the incidence of the corporate tax is obscured by 
controversy of heroic proportions. However, most students of the 
me I have come to agree that the most reasonable assumptions are: 

The corporation bears the tax entirely, or 

The corporation bears the major proportion of it, some minor 
soem being shifted forward to consumers in the form of 
higher prices. 

To the extent, therefore, that the corporate tax is borne by the 
corporation, the operation of our current tax policy with respect to 
corporate income has at least three major adverse effects on economic 
growth. It decreases the availability of investment funds, depresses 


incentives to invest and distorts the method of finane ing corporate 
expansion. 
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The concern with economic growth is hardly an academic one. ()p 
the contrary, in my opinion, it is one of the most important problems 
facing the Nation today. 

It would be easy for us to assume, despite our admittedly meager 
knowledge of the complex process of economic growth and our prag. 
matic and often haphazard approach to national economic policy, 
that, to quote from Dr. Darling’s paper: 


Conditions of balanced growth have been fulfilled. 


Perhaps all is well in this, the most perfect of all possible worlds, 
but summary measures of economic growth for the United States give 
no hint of this for recent years. 

A perusal of real per capita gross national product for the United 
States reveals a period of virtual stagnation over the years 1955-57, 
inclusive, while 1958 experienced an actual decline in ‘this summary 
measure of economic well- -being. Not only has our recent experience 
been relatively poor in terms of itself, but it suffers severely by com- 
parison with the pattern of growth exhibited by other industrialized 
countries 1n recent years. 

As shown in the attached table, for the period 1950-57, the United 
States experienced the lowest growth rate in per capita product of the 
countries listed. 

Furthermore, our recent growth experience is most disquieting when 
viewed against the rate of economic advance implied in official “Soviet 
statistics. 

The forces responsible for economic growth are many, div — and 
complex. One of the primary determinates, as suggested earlier, is 
the level and rate of growth of investment. Generally speaking, ex- 
perience shows that if a nation devotes a greater proportion of total 
production to investment use than do other nations, it will tend to 
achieve a relatively higher rate of growth in total production. 

This fact is graphically depicted in the accompanying chart. 
Therefore, our efforts should be directed toward creating a climate 
that will encourage investment, particularly private inv estment. 

By no means do I wish to suggest that our current tax treatment of 
corporate and dividend income 1s solely responsible for our disappoint- 
ing rate of growth. However, our present practice of taxing the 
sensitive process of private investment at high and discriminatory 
rates is doubtlessly an important part of the problem. 

It is imperative, therefore, t that Congress seek a more positive 
method of obtaining revenues, a method that will be conducive to 
greater equity and economic growth. 

The credit and exclusion provisions of the 1954 code currently in 
effect have been heralded in many quarters as a significant step for- 


ward in the development of a more realistic tax policy with respect to 
corporate income. 
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With respect to the tax on distributed corporate income previously 
paid, the 1954 code granted a lesser percentage reduction to high- 
income stockholders than to those in the lower brackets. 

Admittedly, if total tax liability at both the corporate and indi- 
vidual level is taken into account, the present system of taxation of 
corporate income is uneven in impact and still tends to benefit higher 
bracket stockholders more than lower bracket investors, an advantage 
that is realized at least partially although rather inexactly, through 
capital gains. 

Nevertheless, this positive measure of relief to thousands of stock- 
holders, modest though it may be, made stock ownership more at- 
tracive and generally had a beneficial impact on investment levels 
and possibilities. 

The present Canadian and United States methods do not remove the 
corporate tax as a factor affecting management decisions; in par- 
ticular, they do not reduce the bias against equity financing, nor do 
they relieve pressure on price, if such pressure does, in fact, exist. 

Their most outstanding advantage is their relative administrative 
simplicity. This is the simplest method by far of all those advanced 
to date. 

In view of the obvious, though small, benefits of our current method 
of relieving double taxation of corporate income and its ease of admin- 
istration, Congress should abandon it only in the event that another 
method is considered more beneficial and workable. 

The potentialities of reforming the tax system as it relates to sav- 
ings and investment are much too important to be forestalled at this 
late date through eapricious or arbitrary action. 

The Cuarrman. Thank you, Mr. Burgess. 

We will include, if it is your wish, at this point in the record, the 
tables which you have appended to your statement. 

Mr. Burerss. I would appreciate it, Mr. Chairman, if you would 
do so, sir. 

The Cuarmman. Without objection, the material will be included in 
the record. 

(The material referred to follows:) 


Index numbers of per capita gross national product at constant prices 
[1950= 100) 























1950 | 1951 | 1952 | 1953 | 1954 | 1955 | 1956 1987 
tae eels ola q 

———— | ~~ — 
BID waco nb ogatciiietnanele 100 110 118 125 133 146 154 | 160 
SIs. -ctandenndaiiciaesabicbntied 100 109 | 110 112 124 137 145 153 
sennee cnc sn ee qcsanmpnaatalen 100} 106/ 108 116 121 129} 134 142 
SI sans wihinns Sich simabinee lat 100 102| 104 108 112 118 123 130 
Net oe OE LILO 100 101 102 110 116 123 126 | 129 
Rs cet CL kPa 100 105 104 108 lll 115 119 120 
“weden.. hahah i bdtieMimtcohnalaioed 100 9g 100} 103] 109 112 114 119 
hited Kingdom. .............-....- 100 104 104 108 112 115 116 118 
United States... ...u..... nee 100} 105 107 110 107 113 113 113 
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7 ODS SSS .....500..Q. 


Souree: United Nations, “Statistical Yearbook 1958,” New York, 1958, p. 431. 
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The Cuarman, Mr. Ziffren is our next panelist. 
Mr. Ziffren, we are pleased to have you with us today, and you are 
recognized, sir. 


STATEMENT OF PAUL ZIFFREN, ATTORNEY, LOS ANGELES, CALIF. 


Mr, Zirrren, Thank you, Mr. Chairman. 

I should like to say, first, that this committee should certainly be 
complimented on the significant job that it is undertaking here be 
cause I deeply believe that unless the burden of taxation in this coun 
try is relieved and the inequities of the system are removed to a large 
extent, if not completely, the American people will lose respect for the 
tax system. 
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Of course, such a result would be catastrophic in a system such as 
ours, which is essentially self-administered. 

There is no practical way we could hope to police the 50 or 60 mil- 
| lion returns filed each year and the only way our system can operate 
isto retain the confidence of the American people. 

I respectfully suggest to this committee that the special credit in 
deduction for dividends is an example of the kind of inequity that 
must be removed. 

I do not believe we could justify the right of persons, whose income 
comes through dividends, to shift part of their tax burden to persons 
whose income comes from wages, salaries, income from rents. 

Of course, when these sections were introduced in the code in 1954 
it was then primarily on the theory that this will eliminate an element 
of double taxation. I quite agree with what Mr. Burgess has said, 
that it is impossible to demonstrate with any certainty to what extent 
there is double taxation today because that depends on the question 
of whether or not the corporate tax is shifted. 

I must say I am very much impressed with Professor Darling’s 
paper which I believe demonstrates that the corporate tax has not 
resulted in a substantial amount of double taxation. 

Certainly I think that it would be only fair to note how the benefits 
of sections 34 and 116 operate under the law, as passed. In 1957, ap- 
proximately 3 million taxpayers claimed the dividend credit. This 
isabout 5 percent of the 60 million returns filed. 

(I am talking only now about the dividend credit, not the $50 
exclusion. ) 

The total cost of this was about $300 million, but only 3.4 percent 
of the taxpayers, and all of them with incomes over $50,000 a year, 
received more than 36 percent of the tax credit. 

I believe there is a good basis for the great majority of taxpayers to 
feel that this credit does have a disproportionate benefit to the smaller 
group of large income tax payers. 

Now, I do believe that no better statement of the purpose of our tax 
policy has been stated than the one the chairman made some months 
ago when he announced this series of hearings. He pointed out what 
I consider to be six basic essentials of a fair tax program and, of 
course, all of us would agree that one of these is the matter of growth. 

[ was impressed by what Mr. Burgess just said when he pointed 
out that from the period 1955 to 1957 in this country we have had 
very little growth, more or less economic stagnation. 

_ lL agree with that, but I respectfully suggest to him that it was dur- 
ing this period that we have had this benefit of sections 34 and 116. 

As a matter of fact, the period of growth has been much greater 
during the period before 1954, before we had any of the so-called in- 
centives to growth. 

Of course, I do not believe that you can say that the period of 
growth before the enactment of sections 34 and 116 is due to the fact 
that these sections were not in the code any more than I think the 
stagnation resulted afterward. 

But I do not believe that any conclusion can be drawn to the con 
‘tary from the existence of the stagnation, and I don’t believe this is 
the te place to talk about why we have had the stagnation, but I 
think it is a much more overwhelming reason than the question of 


divided credit. 
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Finally, Mr. Chairman and gentlemen of the committee, I shoul 
like to point out that whatever may be the situation with regard to 
sections 34 and 116, the practical effects of these two sections has gone 
far beyond what Congress intended. 

For example, in the committee reports in the case of both this com. 
mittee and the Finance Committee of the Senate, it is perfectly clear 
that the credit was certainly restricted, intended to be restricted to the 
amount of dividend income that actually entered into the tax base. 

Unfortunately in drafting the provisions of H.R. 8300, alternative 
tax on capital gains was not taken into account and a separate defini- 
tion of taxable income was not provided for the purpose of the alter. 
native tax computation. 

Asa result of this, here is the situation that prevails today. 

For example, assume that an individual taxpayer receives $100,00 
of dividends a year and has $100,000 of deductions and exemptions. 
Now, assume that the same individual has $200,000 of net long-term 
capital gains. By permitting the tax base to take into the taxable in- 
come computation for the purpose of tax credit 50 percent of his long. 
term net capital gains, he receives a $4,000 credit which Congress 
intended him to have only if the amount of his dividends was subject 
to tax. 

In this case he has no dividend subject to tax and yet he gets a 
credit which has the effect of reducing even further the 25-percent 
long-term capital gain maximum. 

This has been the result of decisions by the Federal courts in the 
case of this credit and they certainly were never intended by Congress. 

Thank you. 

The Cuarrman. Thank you, Mr. Ziffren. 

Our next panelist is Mr. Darling. 

Mr. Darling, we are pleased to have you with us today, and you 
are recognized, sir. 
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Mr. Darina. Thank you, Mr. Chairman. 

In granting in 1954 a dividend exclusion and tax credit to stock- 
holders, Congress gave two reasons for the action. 

It was said, in the first place, that stockholders’ dividend income 
was being unfairly taxed twice, once as corporate income and once 
more when dividends were received. 

It was also said that this heavy taxation was impairing the fune- 
tioning of the economy by forcing firms to rely too heavily on debt 
financing and by restricting the rate of economic growth. 

My position is that stockholders ought not to given this tax 
relief. The available evidence seems to me to support the conclusions: 

A. That corporations treated in the aggregate have succeeded in 
escaping the burden of the corporate income tax so that stockholders 
as a group bear only the single burden of the personal income tax on 
dividends; 

B. That debt ratios for corporations have risen only very modestly 
over the last three decades, a rise which probably can be accounted 
for by factors other than heavy taxes; and 
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C. That economic growth in recent years has not been hindered, 
but on the contrary, has probably been stimulated by heavy Govern- 
ment spending and heavy taxation of both corporate income and 
dividends. 

If my interpretation of this evidence is a correct one, a strong case 
exists for deleting sections 34 and 116 in future tax legislation. 


A. EVIDENCE CONCERNING TAX BURDEN 


With respect to the conclusion that the burden of the corporate 
income tax does not fall on corporate enterprise, empirical evidence 
shows that during the period from the late 1920's to the middle 1950’s, 
a period of sharply rising corporate tax rates, the profitability after 
taxes of corporate enterprise per stockholders’ dollar did not decline. 
It actually increased from 5.8 percent to 6 percent. 

Thus, drastically increased tax rates did not worsen the position of 
corporations or their stockholders, both treated as groups. 

Would they have been better off in the absence of these increases in 
corporate tax rates? As I interpret the evidence, the answer is “No.” 

Over this period corporations have, of course, "succeeded in raising 
pretax earnings per dollar of net worth. 

But had they and their stockholders, in the absence of increases in 
tax rates, attempted to levy a claim on this swollen stream of pretax 
earnings, they could not, I believe, have succeeded. 

Since profit- -dividend income generates a high proportion of sav- 
ing, such an attempt would have reduced total spending for nonin- 
vestment goods and services below the level needed to support bal- 
anced growth. 

In view of the approximately balanced growth relationships that 
have characterized our economy during the last decade, it seems to 
me very probable than an economic decline would have been induced 
by an attempt to increase the share of total national income to be dis- 
posed of by corporations and stockholders. And this economic con- 
traction would have continued until the flow of disposable profit- 
dividend income had been reduced to a level made permissible by the 
conditions of balanced growth, that is to say, reduced to the approxi- 
mate level actually realized. 

I have alluded only to the 300-percent increase in corporate tax 
rates since the late 1920’s. It seems most probable that the same 
conclusions hold for the entire tax. If so, stockholders’ equities have 
not been altered by the imposition of taxes on corporate income. 

Such taxes have not worsened the position of stockholders as a 
group. In the absence of these taxes they would, as a group, be no 
better off. Hence, as I read the evidence, stockholders bear only 
the single burden of the personal income tax on dividend receipts. 


B. EVIDENCE RELATING TO CORPORATE FINANCING 


Evidence also exists to support the conclusion that the taxation 
of dividend income has not forced firms to rely too heavily on debt 
financing. Considering all non-financial corporations over the period 
1928-50, the ratio of debt to all financial claims outstanding has risen 
only from 37.8 to 38.8 percent. 
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Since 1950 the ratio has risen slightly faster, from 38.8 to 42) 
percent in 1957. 

But this recent rise may very well be fully accounted for by three 
very important nontax factors operating during the period to push 
up debt ratios: 

The widespread development of a belief in the likelihood 
of long run inflation ; 
2. A greater trust in the efficacy of monetary fiscal policies 
—— to avoid deep depressions, and 
. A sharp rise in depreciation recoveries relative to net 
earnings. 


C. EVIDENCE RELATING TO ECONOMIC GROWTH 






My conclusions regarding the effects of dividend taxes on economic 
growth derive largely from what I have said earlier. If the desired 
effect of reducing taxes that bear on dividend income is to enlarge the 
flow of saving in the expectation that capital formation will thereby 
be stimulated, a disappointment i is likely. 

Economic growth may easily be retarded, not accelerated. Once the 
conditions of balanced economic growth have been fulfilled, as I think 
they have been to an approximate degree over the last decade, in- 
creases in saving relative to total income, without other changes oc- 
curring in growth relationship, will slow down growth by creating a 
distortion. 

Looking back on this past decade, it seems probable that taxes have 
diverted just enough income out of the profit dividend flow and into 
the channel of Government spending to induce the amounts of in- 
vestment required for balanced growth over this period. 

And, incidentally, economic growth has been aided from another 
direction by that considerable part of Government spending which 
has increased productivity through better national he: ath, better edu- 
cation, better transportation facilities, broader opportunities for re- 
search in the physical and social sciences. 

In sum, therefore, I can find no conclusive, or even tentative, case for 
granting stockholders as a group the special treatment provided for 
in sections 34 and 116 of the Internal Revenue Code. 

Mr. Chairman, may I add a few sentences to this statement ? 

The CHatrMan. You may. 

Mr. Dartine. With respect to w hat Mr. Burgess said regarding my 
use of the phrase “balanced economic growth,” I would merely point 
out that by balanced growth I mean a set of economic conditions that 
will maintain the rate of increase of gross national product, whatever 
that rate may be; it could be a zero rate. 

In other words, I am not implying by the expression “balanced eco- 
nomic growth” that over the last decade we have been living in the 
best of all possible worlds. 

Thank you, Mr. Chairman. 

The Cuatrman. Thank you, Professor Darling. 

Our next panelist is Mr. Smith. 

Mr. Smith, we are pleased to have you back with the committee, and 
you are recognized, sir. 
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STATEMENT OF DAN THROOP SMITH, PROFESSOR OF FINANCE, 
HARVARD UNIVERSITY 


Mr. Smiru. Thank you, Mr. Chairman. 

The need for relief from double taxation of dividends clearly de- 
pends on the extent to which there is in fact double taxation, and this 
in turn, depends on the incidence of the corporation income tax. 

Traditional economic theory has consistently held that a corporate 
income tax rests on the corporation and is not shifted either forward 
to consumers, or backwards to employees or suppliers. 

This position has been questioned on both — and theo- 
retical grounds and a rather extensive literature has developed on the 
subject. 

At present there seems to be a fairly widespread uncertainty on the 
incidence of the cor poration income tax, with no very great confidence 
by anyone on sweeping generalizations or categoric al statements that 
the tax is wholly shifted or wholly borne by the corpor ation. 

A varying incidence of the tax must raise many questions about its 
= role in a tax system. To the extent that it is not shifted, relief 
from double taxation of dividend income is required from the stand- 
points of both equity and economic policy. 

To the extent that the tax is shifted, it becomes a most capricious 
excise tax with possible unintended ramifications. A shifted tax, for 
example, by forcing prices higher, makes more room for less efficient 
marginal firms to exist. 

Whether shifted or not, a corporation income tax descriminates 
against equity financing in the financial planning of individual com- 
panies. This result is w holly bad. 

And, less obviously, the fact of a tax, even if shifted, increases 
the return which must be anticipated before tax to secure any required 
level of net return from an investment of capital funds by business. 

For purposes of this discussion, it is both correct and adequate to 
cay that the corporation income tax does to some extent rest on cor- 
porations which pay it. This means that dividends paid to individual 
stockholders are doubly taxed, both to the corporation and to the 
individual recipient. 

Furthermore, the double taxation is unique, since all other payments 
by the corporation to recipients of other forms of income, be they 
wages, or interest, or royalties, are deductible by the corporation and 
thus taxable only to the final recipient. 

The issue of fairness is complicated by the fact that the extra tax 
burden may be reflected in the price of corporate stock by the process 
referred to as the capitalization of a tax. With a lower net return 
available because of the tax, stocks will sell at lower prices than they 
otherwise would to give yields which are competitive with other 
investments not subject to double taxation. 

Lower stock prices, though they permit new purchasers of stock 
to secure reasonable net returns after allowing for the burden of the 
tax, discourage new stock issues because they make it more likely 
that new stock will dilute the interests of existing stockholders. 

Direct relief for specific discriminatory burdens on the double taxa- 
tion of dividend income is not possible. A long-range and compre- 
hensive point of view is necessary to restore as close an approach to 
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the neutrality that would exist in the absence of any income tax as 
may be feasible. No perfect solution is available. 

n this, I quite agree with Professor Shoup, there is no perfect 
answer. 

We must select the best among the imperfect alteratives. Among 
the most obvious methods of relief are: 

(1) Elimination of the corporate tax, 

(2) Elimination of any tax on dividends, 

(3) Some adjustment in the corporate tax for dividends dis. 
tributed, in recognition of the individual tax to be paid on them, or 

(4) Some adjustment in the individual tax for dividends re 
ceived, in recognition of the corporate tax previously paid. 

I think these four cover the full range of possibilities. The first 
alternative, elimination of the corporate tax, is not acceptable because 
it would mean that retained earnings would be completely untaxed, 
as well as all corporate income distributed to tax-exempt organizations 
or individuals whose income is below the taxable level. 

The second alternative, the elimination of the individual income 
tax on dividends, is also unacceptable as long as individual tax rates 
go above the corporate rate. If dividends were not taxed to indi- 
viduals, they would escape the full effect of those surtax rates which 
exceed the corporate rate. 

If dividends were deductible, under the third alternative, the cor- 
porate tax would become a tax on retained earnings, and retained 
earnings are by far the most important source of equity capital for 
industry in this country. What was intended as relief for dividends 
paid would become a penalty on earnings retained. 

For those companies which have to retain all or virtually all of 
their earnings there would be no relief; to be sure, there is ‘a defi- 
nition no double taxation and hence perhaps no need for relief in 
this case. Nonetheless, a corporate tax solely on retained earnings 
would surely be regarded as a penalty on growth. 

At the stockholder level, relief may bé given in several ways. The 
method favored in much theoretical analysis is that of treating the 
corporation income tax as a withholding tax on behalf of the stock- 
holders. The latter gross up their dividends to report as individual 
income their proportionate shares of the corporate income before tax 
from which the dividend is paid; that is, they add back to the cor- 
porate tax to the dividend. They then compute their individual taxes 
on this grossed-up dividend san offset the corporate tax as a credit 
against it. 

This British approach is reasonable if one assumes that the cor- 
porate tax is fully borne by the corporation; that the joint venture 
concept is acceptable even to the point of making the corporate in- 
come attributable to tax-exempt shareholders itself tax exempt; and 
if one proposes to give full relief from double taxation. 

None of these conditions appear to exist in this country. 

It seems likely that some of the corporate tax, in the aggregate 
sense, is shifted to consumers. The idea of tax relief from double 
taxation does not extend to the point of making corporate income, as 
such, except to the extent that the stockholders are exempt. And, for 
both equity and budget reasons, full elimination of double taxation 
does not seem appropriate or feasible. 








Rel 
in one 
exten 
recelV 
the sh 
corpo 

AI 
under 
ready 
some 

Th 
was ¢ 

In 
were 
subje 
bore 
subje 

Th 
was | 
I, an 

Th 
to be 
ciple 
the | 
came 

alty 
cone 
Tl 
used 
of a 
the s 
of p 
cr 
of « 


tax. 


amc 
sma 
the 
cor’ 

I 
the 
the 
for 


of 


as 


INCOME TAX REVISION 843 


Relief is thought of in this country as involving some modification 
in one of the two levels of taxation; it has never been thought of as 
extending to the point of having the Treasury actually pay out funds 
received from the corporate tax to the shareholders simply because 
the shareholders are tax exempt or are taxable at rates lower than the 
corporate tax rate. 

A more practical approach, for a country which has not grown up 
under the British treatment, is to recognize that the income has al- 
ready been taxed to the corporation and hence give dividend income 
some partial relief in the hands of the individual. 

This was the original approach to the problem in this country and 
was continued until full double taxation was imposed in 1936. 

In 1913 when the individual income tax was first adopted, dividends 
were exempt from the normal tax of 1 percent, having already been 
subject to the corporate tax at 1 percent. Thus, all corporate income 
bore the normal 1-percent tax and distributed earnings were also 
subject to the individual surtaxes. 

This seemingly ideal system broke down when the corporate rate 
was moved well above the individual normal rate during World War 
I, and it has stayed above it continuously since then. 

The exemption of dividends from the individual normal tax came 
to be only a very partial relief, but it at least maintained the prin- 
ciple of avoidance of full double taxation until 1936. At that time, 
the last vestige of relief disappeared and complete double taxation be- 
came effective in principle and fact. Some relief from this tax pen- 
alty on equity capital was recommended thereafter by most groups 
concerned with tax matters. 

The procedure adopted in 1954 was a revival of the method of relief 
used prior to 1936. Though it apparently is not self-evident, a credit 
of a given number of percentage points against the tax is exactly 
the same thing as the exemption of dividends from that same number 
of percentage points of the individual income tax. 

The 4-percent credit gives the same result as would the exemption 
of dividends from the first 4 percentage points of his individual 
tax. The credit method was selected because it appeared to give a 
simpler tax form. 

Perhaps it would be clearer, though more complicated on the form, 
to provide that dividends being paid from income that has already 
been taxed at 52 percent should be taxed at 4 percentage points less 
than other income in the hands of individuals. This emphasizes the 
modest extent of the relief. 

The $50 exclusion serves to give full relief to those with small 
amounts of dividend income, who are presumably also people with 
small incomes. This might be regarded as giving exemption from 
the entire 20-percent first bracket tax, in view of the 52-percent 
corporate tax previously imposed on the corporate income. 

For income above $50, the relief is only 4 percent, or one-fifth of 
the first bracket tax. The proportionate relief becomes smaller as 
the effective tax rate increases. It amounts to one-tenth of the tax 
for a stockholder in the 40-percent bracket, and less than 414 percent 
of the tax for a stockholder in the top 91-percent bracket. 

In summary, the dividend credit at the time of its adoption had 
a symbolic importance much greater than its monetary significance. 
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The full double taxation of dividend income in 1936 was regarded as 
being symptomatic of a punitive attitude toward private enterprise, 
Relief was urged to remove this symbol of a penalty and the adop- 
tion of the exclusion and credit was in response to the widespread 
belief that there should be some reduction in the double tax. 

The repeal of the relief would symbolize a revival of the punitive 
attitude toward the sort of risk capital, equity funds for business, 
which is of such vital importance for continued economic expansion, 

Our relief is extremely modest compared to what is done in many 
other countries, both highly developed and underdeveloped. 

Removal of this very modest relief would be a sign of retrogres- 
sion; we should not fail to look to the north, where Canada for many 
years has given a 20-percent credit against dividends, a figure which 
exceeds their first bracket tax rate, though it exactly equals our own. 

Thank you, Mr. Chairman. 

The Cuarrman. Thank you, Mr. Smith. 

We thank all of you for your summations of your statements in the 
compendium and for your presence today. 

Before going to questions, permit the Chair to explain that Mr. 
Holland, who was supposed to be here today, was unavoidably de 
tained and could not be present. He did prepare a paper. His paper 
on this subject was requested because of some of the arguments that 
he made in his recent book, entitled “The Income Tax Burden on 
Shareholders.” 

I understand, Professor Shoup, that you are acquainted with Mr. 
Holland’s views as expressed in his paper and that you might give 
us a summary, a very brief summary, of the position taken by Mr. 
Holland in his paper for purposes of this record. 

Are you in a position to do that? 

Mr. Suovpr. Mr. Chairman, I will be willing to give a brief state- 
ment of my interpretation of my recollection of Mr. Holland’s paper. 

I might not do it justice at all. 

Mr. Holland’s contribution is divided-into two parts. In the first 
part he discusses in general terms the conditions under which we will 
find undertaxation or overtaxation of corporate profits under the 
income tax relative to salaries and profits of unincorporated enter- 
prises and he reaches conclusions that I think have been fairly well 
established by himself and others on this score, that much depends 
on what percentage of the earnings is paid out in dividends, on the 
income level of the taxpayer, and on the capital gains tax rates in 
effect. 

As we have seen, undertaxation occurs in its most extreme form when 
the high income stockholders own shares in a so-called growth cor- 
poration which pays out very little in cash dividends and which, there- 
fore, produces a capital gain for the stockholder, assuming the cor- 
poration is well managed, which capital gain may escape the tax 
entirely if the stock is held until death. 

I consider the main contribution of Mr. Holland’s paper to be, 
however, the second part, which is the statistical analysis in which he 
examines the data given in statistics of income on the actual tax burden 
on corporations and on shareholders, and he is able from this to 
deduce a very significant chart which is given on page 1565 showing 
the degree of overtaxation or undertaxation of corporate earnings 
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which, of course, varies with the average income level of the stock- 
holder. . t 

He also points out that insofar as the a earnings are dis- 
tributed we have overtaxation all the way along. That, I think, is 
something we all agree on. 

And insofar as the corporate income is retained for growth, there 
is overtaxation with respect to the low income stockholders and under- 
taxation with respect to the stockholders whose income is roughly, 
sav. about $50,000 a year. 

This. of course, traces back to the fact that we have a flat rate 
52 percent tax for the large corporations, or something that very 
closely approaches that, whereas the low income shareholder, is 
subject to 20 percent or 22 percent rates. 

For him the difference between these two rates, speaking roughly, 
isa penalty. It represents overtaxation. 

But for a high income stockholder who would be paying 65, 70, 75 
percent or more, if he received dividends, the retained earnings taxable 
only at 52 percent reflect undertaxation relative to the treatment 
accorded to salaries and profits of unincorporated enterprises. 

Now, of course, it is necessary for Mr. Holland to make certain as- 
sumptions in making these statistical computations. One can’t deal 
with statistics unless certain basic assumptions are made. 

One of the most interesting, and one of the most difficult to make 
concerns the question, what shall be assumed regarding the effect of 
retained earnings on capital gains and, in turn, on the tax realized 
from the taxation of capital gains? 

Using a certain historical series running from 1870 to 1937, Mr. 
Holland concludes that on the average each dollar of retained corpo- 
rate earnings, produced a rise in the price of the stocks of the cor- 
poration by only 72 cents. 

In other words, it is like a negative rate of return on your money, 
but, nevertheless, some capital gain. 

He further assumes two-thirds of the 72 cents of capital gain would 
be realized in taxable form at an even rate over a 5-year period, the 
other one-third being presumed to escape from taxation through being 
held until death, or possibly for some other technical reasons. 

These assumptions go to the heart of the statistical findings and as 
the assumptions vary, so do the findings of the statistical conclusions 
vary. 

But in working with these assumptions, Mr. Holland reaches the 
statistical conclusion I have just given with respect to the range of 
over and undertaxation. 

One of the most interesting parts of his conclusion to my mind, 
occurs on page 1568, where he estimates the number of shareholders 
who are overtaxed and the number who are undertaxed under these 
assumptions, and also estimates the proportion of the total corporate 
earnings that fall in the undertaxed and overtaxed categories. 

His conclusion is that for 1950, and by the way, you must remember 
that these data being for 1950, are before the 52 percent tax rate went 
into effect—for 1950 the estimate is that about 3,300,000 stockholders 
were either overtaxed or indertaxed, and of this group slightly under 
3,200,000 were overtaxed. 
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In other words, the vast majority of stockholders in terms of per. 
sons suffered overtaxation. 

This, of course, I may say parenthetically, is because there are 
more people in the lower income groups and that is where, in terms of 
the number of stockholders, we have the vast majority of people and 
it is in the low income groups that the present system produces 
double or overtaxation. 

This leaves only about 130,000 stockholders, some 4 percent, who 
were undertaxed in the sense that through the operation of retained 
earnings and the very low capital gains rate, possible escape at death, 
and so on, the net result is lower total taxation on corporate earnings 
than on similar sized earnings from salaries and unincorporated 
enterprises. 

On the other hand, when we come to look at this in terms of the 
proportions in which corporate income falls into these two groups 
the picture looks quite different. 

Roughly speaking, it is about half and half. That is to say, a 
little over 50 percent of corporate income falls in the overtaxed group 
belonging to this 3,200,000 lower income stockholders, and a little 
under 50 percent falls in the undertaxed group accruing to these 130,- 
000 high income stockholders. 

Again, if I may inject another parenthetical remark, this reminds 
us that if we want to eliminate or lessen overtaxation while also doing 
something about undertaxation, we may want to devise two different 
systems, one of which might apply to a rather small number of high 
income stockholders and the other of which might apply to the mass 
of low income stockholders. 

A system applicable to a small number of high income stockholders 
could be a much more complicated and sophisticated system and still 
be administratively feasible than one which you might want to de- 
vise for a large number of small-income, overtaxed stockholders. 

Therefore, the path of reform in the future might want to split 
itself and go two ways, using two different techniques, the first apply- 
ing to one group of taxpayers, and the second to the other. 

Mr. Holland also has a concluding section which I shall not try to 
summarize here with suggestions on how the unequal taxation of 
stockholders might be remedied. I might say that he pays consider- 
able attention to the so-called partnership method and also notes the 
possibility of reaching a reform through change in capital gains taxa- 
tion, if I am not in error in recollecting what he says here. 

Mr. Holland recognizes what has always seemed to me to be the 
essential point in any dividend tax reform, namely, that it will be 
impossible to arrive at a satisfactory reform if only dividend meas- 
ures are considered; a satisfactory treatment of dividends means a 
satisfactory treatment of corporate income in general and this in turn 
means a satisfactory treatment of undistributed profits, of capital 
gains and losses, and of dividends. 

That concludes my, perhaps not too accurate, summary, Mr. Chair- 
man, of Mr. Holland’s paper, as I understand it. 

It was a very thoughtful and very useful paper, it seems to me. 

The Cuatrman. Thank you, Mr. Shoup. 

Mr. Bureess. Mr. Chairman, may I add two comments to Dr. 
Shoup’s remarks summarizing Dr. Holland’s paper? 
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The CHamRMAN. Yes, sir. 
Mr. Bureess. One, I think it might well be brought out that the 
chart on page 1565, which shows substantial overtaxation in the lower 

brackets, did refer to the situation in 1950 before the exclusion was 
adopted in the law. Although the arithmetic cannot be done here, I 
assume this exclusion corrects a substantial amount of that overtax- 
ation in the lowest brackets. 

Also, it might be well to point out that on the last page, 1578, of Dr. 
Holland’s paper, he suggests, to quote from him: 

It would seem as if the goal of tax equity might be served just as well by a 
simple reduction in corporate rates as by the present credit and exclusion. 

In my opinion, that conclusion of his is worth bringing out, Mr. 
Chairman. 

The Cnarrman. Thank you, Mr. Burgess. 

Mr. Darling? 

Mr. Dartina. May I just comment, Mr. Chairman, briefly, on Dr. 
Holland's very fine te and on Dr. Shoup’s very fine summary. 

As I understand Dr. Holland’s paper, the differentials analyzed in 
chart 1 on page 1565 are based on the assumption that the corporate 
income tax is not shifted, or, to quote Dr. Holland on page 1568: 

That the incidence of the corporate income tax is on stockholders by a com- 
mensurate decline in the income generated on their behalf. 

In Dr. Holland’s paper he goes on to say that he had analyzed these 
differentials under varying assumptions regarding incidence of the 
corporate income tax in his book to which the Chairman has referred. 

Thank you. 

The CuatrrMaANn, Does anyone else have any comment on this point? 

Gentlemen, let me ask you a few general questions, if I may. 

Over the years this committee has considered the question of 
corporate tax rates, and I must admit that generally since I have 
been on the committee it has been a question of consideration of in- 
creased rates of taxation due to conditions that have prevailed during 
the time when it was my good fortune to be a member of this commit- 
tee. Arguments have from time to time been made against a proposed 
increase in the corporate tax rate, that the tax itself is not really 
an income tax; that it is more in the nature of an excise tax; t that 
whatever increase is voted is passed on in prices to the extent that it 
is possible to do so. If you increase the corporate rate, according to 
this argument, you merely increase prices generally, of the things 
that the consumers buy. 

Thus it is not adv isable, at the particular point when an increase is 
being considered, to increase the corporate tax rate. 

This is somewhat aside from the discussion immediately before us. 
But our discussion today, I think, very definitely relates to this ques- 
tion of the extent to which the corporate tax is shifted. 

If we think of a corporation as a person for tax pur poses, as a sep- 
arate entity, and then we tax the payments from the corporat “0 to the 
stockholder, we are applying a double rate or a double standard of 
taxation to what many say is the same dollar of business earnings. 
Now, do we have any evidence or information, do any of you have, 
could you tell us where to look, that would give us some better 
understanding of whether or not, and to what extent, the corporate 
tax is shifted and how it is shifted and to whom it is shifted ? 


or 
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Do we have any evidence to prove or disapprove the allegations 
that are made from time to time ? 

Mr. Smiru. I shall be glad to comment on that, Mr. Chairman. 

Mr. Darling has indicated his very firm belief that it has largely 
shifted. I think the first elaborate study, about 30 years ago, was 
made by the National Industrial C ‘onference Board. As I rec all it, it 
was in two volumes, one an inductive study and one a deductive ap- 
proach that came to the conclusion that the tax is not shifted. Many 
of us in the economic field are looking forward to the paper that 
Professor Shoup is giving later this month here to the American 
Economic Association on the subject of shifting of corporate tax. 

My own feeling very strongly is that this is one place above all 
others where the economists srotldlaon il qualification and uncertainty 
is highly appropriate. 

To me the answer is “it all depends.” ‘There are certainly in my 
opinion many situations of particular companies or of virtually all 
companies w ithin an industry where the possibility of shifting the tax 
forward—and I eras think the tax is shifted forward to consumers 
and not backward—cloes exist. 

This would be in the situations where price is largely set by a price 
leader in the industry, the phrase that is often used is “administered 
prices.” 

By contrast, in a highly competitive industry it seems very doubt- 
ful that the tax would be shifted. As an extreme example, for in- 
stance, to the extent that wheat is grown by large corporate growers, 
the idea of a corporate tax on a corporation growing wheat having any 
effect on the price of wheat seems to me to be most remote. 

Therefore, I come back to the proposition that it all depends. 

I have devoted a great deal of thought to this. I not only don’t 
know, but I don’t know how to find out with great satisfaction or 
certainty. 

My belief is that in the aggregate sense, as I said in my paper, to 
an appreciable extent it is shifted, but to an appreciable extent it is 
not shifted, and the important thing is to deal, inevitably we are 
forced to deal, with aggregate situations and circumstances. 

The Cuarrman. Mr. ‘Smith, before we pass on, I have always thought 
that it was shifted, at least it was in the training I received when I 
was a youngster in business, that to the extent you could you passed 
on the cost of doing business. 

If you stayed in business you did that. And that taxation is a cost 
of doing business. And to the extent of your ability to do so you do 
try to pass on the cost, including taxes. 

‘Now, that is a hit-and-miss proposition. Sometimes you can pre- 
sumably, sometimes you cannot. Is that what you are saying? 

Mr. Situ. Not exactly that, Mr. Chairman. 

As I recall the standard literature in the economic texts at the time 
I was first going through them, emphasis was put on the fact that the 
corporate tax by definition did not apply at the margin. Production 
was pushed in various lines of activity to the point where you had 
each firm carrying its activity to the point where it was just breaking 
even, hence there was no increment. of net income at that Jevel and in 
virtually all industry you had some firms that were no-profit firms, 
and statistically this in an aggregate sense is true. 
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The next. step in the logic, as I understand it, was that it was the 
marginal costs which by definition are the highest costs, which by 
definition are the no-profit cost, which by definition are the no-income 
tax elements, which is the price determining cost. 

That, 1 think has been the traditional approach in economics. 

This is subject to modification as I have indicated. ‘To the extent 
that practices of pricing within industries developed to a point where 
it is not the no-profit margin that is determining, it is not the no- 
margin cost that determines price, but, rather, there is a price leader 
who by setting his price will determine how far the inefficient firms 
can go in staying in. 

That is the distinction, as I see it. 

The Cuatrman. Yes, Mr. Darling? 

Mr. Daruine. I agree with Professor Smith in his statement that 
the shifting of a tax “all depends.” 

He gave some emphasis to the particular factors that might be af- 
fecting particular firms in particular industries as governing the ex- 
tent to which those firms might be able to shift the corporate income 
tax and I think this is undoubtedly true. 

In my paper I have addressed myself entirely to the aggregative 
aspects here because the sections 34 and 116 are aggregative. 

That is to say they grant a credit and exclusion to all stockholders. 
Therefore, it seems appropriate to study all corporations in deter- 
mining whether this exclusion and tax credit should be given. 

Now, if you will look at the aggregate of all corporations it seems 
to be that over the last 25 or 30 years when the corporate tax rate 
has increased very, very much, that rates of return on stockholders’ 
funds have not decreased. 

Now, I might say that earlier studies of this matter—Professor 
Smith referred to one of 30 years ago—I don’t believe had available 
the record that we have today which makes possible a fairer compari- 
son of effects of the corporate income taxe over time. 

It is possible now, with the data we have, to compare profitability 
rates in the post-world War IT period with the late 1920’s and these 
two periods are to some extent comparable, especially with respect to 
the rates of capacity utilization. 

It would be quite unfair to make comparisons between the rate of 
late 1920’s and middle 1930’s when business was very depressed. 

But we ¢an ¢arry out some studies now with respect to rates of 
profitability in the postwar period when the rates of capacity utiliza- 
tion were probably fairly comparable with the earlier period. 

Thus I think the empirical data which are available to support 
particular hypotheses in this particular area are much better, It is on 
these grounds that I would argue that the record, empirical record, 
tends to show that corporate rates of profitability have not been de- 
pressed by the imposition of the corporate income tax. 

I think it might also, coming back to the dividend question, be fair 
tosay that those who want the credit and the exclusion, who are asking 
for this treatment, it seems to me it behooves them to make out a case 
for the nonshifting of the corporate tax. 


If they ask for relief it is up to them, it seems to me, to make the 
case. 
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Although I take a very definite stand in my paper, I take this stand 
as objectively as I can by setting up the hypothesis that the tax js 
shifted and then looking for evidence to support it. And I think ] 
have found evidence to support it. 

It does not mean that Iam sure I am right. It simply means that 
I have found some evidence that seems to me to support this hypothe. 
sis and I cannot find the evidence to support the alternative hy- 
pothesis; namely, that it al] bears on the corporation. 

Therefore, I have reached a conclusion that I have some confidence 
in, but I want to make clear that if anyone can come up with evidence 
that refutes my position, I hope as an objective person I may be ready 
to face up to it. 

The Cramman. By the same token, Professor Darling, when you 
reach a conclusion that there is a shift, you reach the conclusion that 
the corporate tax rate itself has an effect then on the price structure! 

Mr. Dartrne. Has had an effect? 

The CuatrmMan. Yes, sir. 

Mr. Darutne. I think it depends on whether you mean an absolute 
effect, or relative effect on price. 

The CHairman. The shift would have to be, as I see it, if there is 
a shift, from the corporation to somebody. It would have to be the 
consumer; would it not? It would have to be a shifting of that 
particular cost to an increased price of the product produced, would 
it not? 

Mr. Darirnc. May I answer you in this way: 

I want to make a distinction between looking for empirical statis- 
tical support for a hypothesis and trying to explain something on 
theoretical grounds. I am much less sure how the corporation has 
escaped the tax than I am that it has been able to escape that burden. 

In my prepared paper published in the compendium I take a tenta- 
tive view that productivity increases that have occurred over thie last 
30 years have made it possible for the corporation to shift the burden, 
if you will, that is to say, by not lowering prices to the consumer and 
passing on the gains of productivity, but in effect using those gains 
to pay the tax. 

It has in effect been shifted. You could say that if the tax had not 
been imposed and if all business were good and competitive and 
thought of their consumers they would have lowered their prices to 
the consumer as new technology lowered their costs, but with the tax 
being put on them they did not lower their prices, they kept them 
roughly where they were. 

So I think I agree with you, it is a matter of terminology. | 

The Cuamman. My thought is this: I am seeking information be- 
cause I have never been able to find information that would clearly 
indicate that there is this shift except as you look perhaps at one 
corporation or another corporation, maybe you see some evidence of a 
shift. } . 

So I am not as firm in my thinking that the shift extends across the 
board as I have always been in my thinking that where the shift has 
occurred it has been a shift that affects the price of that which has 
been produced. I would think that that is where it would have to be. 

If it is treated as a cost and you try to shift all your costs, you can 
only do it as I see it in the fixing of the price of the product. 
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Mr. Darttnc. Perhaps a distinction needs to be made between a 
shortrun reaction to the imposition of a tax and the longrun reaction 
to this. 

The CrrArRMAN. Iam sure that is true. 

Mr. _ Linc. Although I have not made studies to see if this is so, 
it may be that if a tax increase is put on the corporate sector their 
immediate reaction may be to try to adjust the price upward as you 
have suggested in order to cover this. 

Especially may this occur in industries where there are a few large 
firms that have some say over their own prices. And not just reacting 
very passively toa market price. 

In the long run further adjustments may take place and one of 
these possib le longrun adjustments would be to make up this tax 
difference out of productivity gains. This seems to have happened. 
There is some evidence that this has occurred. 

The Cuarrman. Would you agree with me—as I say, I am just 
exploring; I have no information to convince me one way or the 
other—would you agree with the thought that if there is a shifting at 
all of the corporate tax burden, that there are definitely marginal 
operations that just could not under any circumstances shift the tax. 

Mr. Dartina. Yes; I would. 

The Cramman. Mr. Smith. 

Mr. Suiru. I just wanted to comment on the difficulty of drawing 
what I would regard as a very solid inference from statistical evi- 
dence. 

Mr. Darling has referred to the fact that the net rate of return has 
been about the same under a higher as under a lower tax. 

I would just point out that the periods he is dealing with are such 
that the actual value of the assets of corporations are much higher 
in the later period than their book value, and I presume the calcula- 
tions are made on the book value of the corporate assets. 

Now, when there has been a great increase in replacement cost it 
seems to me altogether reasonable and proper that there should have 
been a higher rate of return and there must, in order to induce any 
investment, be a higher rate of return upon the old book value. 

That is the sort of qualification, an additional point, that seems to 
me needs to be taken into account. 

So that the fact that the book rate of return may have been main- 
tained might well mean that the burden is there and has not given the 
free play of the competitive forces it should. 

I submit under logical circumstances it would have been higher. 

Mr. Darurne. I think that is a fair statement. But it also should 
be pointed out that when we make a comparison of periods in the 
1950’s with the earlier periods we find, I think, a depressing of profits 
and book valnes as a result of accelerated depreciation that has been 
permitted since the early 1950's and the effect of this, as I see it, would 
be to counterbalance somewhat the point that Mr. Smith is making. 

Now, how much I don’t know. I am not prepared to argue whether 
it isa full counterbalancing, or not. 

The Ciaman. Professor Shoup. 

Mr. Suovr. I have two or three points that might be added to what 
has been said. 
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First, the statistical series is striking, the fact that the post-tax rate 
of return apparently has remained roughly stable in the face of very 
great increases in corporate income tax. 

However, I believe this may be interpreted in a way that does not 
necessarily involve higher prices as commonly thought. 

It may simply mean that corporate officials, having set their sights 
on an acceptable or conventional posttax rate of return, have been 
rejecting more and more investment proposals made to them by their 
engineers on the grounds that, yes, although this may yield a very 
handsome pretax return, still, posttax, it is not as good as it would 
have been in former days, and, therefore, we cannot proceed with this 
kind of modernization or this kind of expansion, which we might have 
accepted in times when the corporate tax rate was lower. 

We will turn, instead, the argument might go, to more labor-inten- 
sive methods of production. 

We will use less of the heavy capital investment methods of produc- 
tion than we would have done. 

Now, what effect all this has on the general price level, it seems to 
me, is very obscure. 

Indeed, it may be that we are missing the relevant question when 
asking ourselves what does the corporate tax do to prices. Maybe it 
it more important to ask a question such as this: What does the 
corporate tax do to the share of profit recipients as against a share of 
salary and wage recipients in the economy as a whole, the percentage 
share of the total national income? 

What does the corporate tax do with respect to the rate of moderni- 
zation and expansion of plant and equipment and what is the influence 
on the techniques of production? 

Does it perhaps divert management to methods of production that 
may be less efficient than if management did not have to take into 
account the corporate tax? 

We have been led in the past 20 or 30 years almost unconsciously 
into concentrating on this price question because it is a very natural 
thing to do when we move from, say, an excise tax on cigarettes toa 
tax on corporations. 

As you stated, Mr. Chairman, people like to get out from under 
taxes if they can and they like to pass them on. 

The biggest threat they have is to say, “I won’t continue in this 
business if you continue to tax me this way unless I can get an ade- 
quate return.” 

So if you are in the tobacco business and they levy a heavy excise 
tax on you there is not much doubt that you, the manufacturer, will 
in large measure escape that tax because you can threaten to go into 
some other business that does not have that kind of tax on it and if 
the consumer still wants to buy your product and if the tobacco 
growers still want to sell their tobacco they have to accept prices that 
make it acceptable to you, the producer, the manufacturer, to stay in 
that business. 

Now, when we move to the corporate income tax, which strikes al- 
most every line of business, the question arises, where do you threaten 
to go? 

There are, of course, some avenues of escape. If you are the man 
supplying the capital you can say I will consume it rather than save 
it and invest it, but we don’t take that threat very seriously. 
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You can say you will put it in some different line of endeavor such 
as possibly constructing dwellings through unincorporated enter- 
prise. 

You might even loan it abroad. 

But on the whole it is not very easy to think of a field to which most 
of this capital could go. 

So, finally, we might conclude that either capital will continue to 
flow into corporate enterprise no matter what tax rate within wide 
ranges, or that it would simply stay idle, so to speak, in the form of 
so-called idle savings which ion very definite effects on the rest of the 
economy, tending to pull it down somewhat. 

What we don’t know much about, and I take it this is the heart of 
the problem, is how the boards of directors and others make their 
decisions on what they consider to be an adequate posttax rate of 
return. 

We commonly heat it said 15 percent or something like that, but 
we really know very little. 

There was a time in the late 1940’s when some corporations were 
apparently not undertaking investment projects unless they yielded 
20 percent after tax even though they could borrow on the long-term 
market at 4 percent. 

I will not say that is typical, but until we have much more research 
and find out much more about what influences the corporate officials 
in their decisions on investment spending, I do not think we will get 
much farther than we are, which is not very far, on knowing what 
influence the corporation income tax has. 

I would like to make one other point. Let us suppose that the 
corporations in some sense have not been damaged by the tax. That 
is perhaps a more general statement than the proposition that they 
have shifted the tax. In some way they have not been damaged and 
they have been able to get the anticipated posttax rate of return. 
This does not make irrelevant Mr. Holland’s calculations of over- 
taxation and undertaxation or the more general studies on that sub- 
ject, because although corporations in the aggregate might still be 
treated in a manner you gentlemen might consider fair or adequate, 
there can still be a substantial difference in the treatment of low- 
income shareholders against high-income shareholders, some getting 
amuch greater percentage of return on their investment than others, 
owing to the way in which dividend treatment, capital gains treat- 
ment, and retained earnings treatment, are linked. 

If we really come to have any substantial belief that the corpora- 
tion income tax is in some sense a burden on somebody other than the 
corporate shareholder, if it is shifted through higher prices or in 
some way depresses the economy generally through lack of capital 
formation or some such effect, I should assume we would want to re- 
peal the corporate tax or a large share of it. 

The fact that we have kept. the corporate tax and have the present 
rates, implies, I take it, on the part of the country at large, an opinion 
that the case has not yet been proved to any substantial degree that 
the corporate tax is a burden on consumers, or is inhibiting capital 
growth more than it should. 

That assumption may be wrong. We should reexamine it. 
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I am inclined to think that the question of investment spending 
and capital formation is a more important one with respect to the 
corporate Income tax than the question of pr ices 

It is conceivable that the whole economic s system would react to the 
corporate tax in such a way that the net result would be, oe the 
Government took measures to insure full employment, that for the 
time being the consumer would have more to consume immediately as 
less would be going into the building up of capital. 

But the consumers of a later generation would have less than they 
otherwise would have if capital | formation were checked by the cor- 
porate tax, in which case one can say, perhaps, that the burden of the 
tax rests on future consumers. 

We are dealing with enormous general economic questions here 


which far transcend the kind of thing we ask when we consider a 
tobacco tax. 


The Cramman. Mr. Burgess. 


Mr. Burcrss. Mr. Mills, it appears to me that the one thing that is 
certain here is that the incidence of the corporate tax is most uncer- 
tain. We all seem to be in agreement on this matter. 

There are only a limited few possible alternative effects of the 
corporate tax. 

It seems to me, that whether the tax is shifted or not, the tax either 
penalizes savings and investment, is regressive and places a higher 
burden on lower income consumers, or, as Professor Darling has sug- 
geted, it denies to investors or consumers the benefits of increased 
productivity. 

This, it would appear, is, therefore, not a type of tax which, if it 
must be levied at all, should be levied at the presently high rates. 
This suggests that a reduction in rate is called for in any event. 

The Cramman. Mr. Ziffren. 

Mr. Zirrren. Mr. Chairman, I think the very basic problems that 
we are discussing now lead to certain very significant conclusions. 

First, let me say this: That obviously all taxes, whether individ- 
ual or corporate, have certain unfortunate results. All taxes decrease 
incentive and do some of the other things that I think are unfortunate. 

I think that the corporate tax is a ‘peculiar tax in many respects, 
one of which is the fact that it is not progressive. I have never been 
able to understand why we have this 52-percent rate that starts at the 
325,000 level and never changes. 

One of the things that makes our problem today so difficult is, as 
Professor Holland pointed out in his paper, you have a very substan- 
tial group of people in numbers who are overtaxed by virtue of the 
52-percent rate and that is the entire group whose own rates would be 
less than that, and you have a very small group with substantial in- 
comes who are undertaxed because we have this arbitrary rate. 

I do not know why there has not been more pressure on the Congress 
to do something about a progressive corporate tax. Of course, the 
simple way -to eliminate all the problems we are discussing would be 
to tax all corporations as though they were partnerships. Then you 
would do away with any argument of double tax; you would do away 
with all of our conjecture, and you would introduce the progressive 
tax approach in_ the corporation by having every stockholder pay 
at the rate that Congress determines is the proper rate for that w th 
out this arbitrary fixed level of the corporate tax. 
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The possibility of eliminating the corporate tax completely and 
taxing every corporation as though it were a partnership introduces 
monumental administrative problems, but I just wonder whether per- 
haps these monumental administrative problems—and I do not try 
to minimize them—might not in the long run be less confusing and 
less monumental than some of the problems that are introduced by 
the corporate tax. teat! { 

I simply say I think it would be more helpful and significant if 
more thought and study were given to the problems that would be 
solved administratively from the abolition of the corporate tax and 
the taxation of all enterprise as partnerships. 

I might point out that this would also to a large extent eliminate a 
lot of tax avoidance plans because a great many of the tax avoidance 
plans are based upon the fact that you have thus artificial entity, this 
artificial taxable entity in the corporation. 

The whole purpose of the corporation is simply to allow people 
to get together to do business with limited lability. I don’t think 
it should have any tax consequences one way or another. 

Mr. Suoup. One possibility might be that the partnership method 
could be applied to this small group of stockholders who contro] about 
half of the corporate income which is undertaxed in combination 
with a low-rate corporate income tax; a method which might be 
administratively unworkable for 3,300,000 taxpayers might prove 
workable if some dividing line could be set up embracing only one 
hundred or two hundred thousand taxpayers. 

The Cuarrman. Now, Mr. Smith, as I understand the present pro- 
visions of the law, dealing with dividends, was written by Congress 
ind enacted in 1954, not because of the theory of double taxation so 
much, nor the question of whether or not corpora‘e profits were 
shifted or not shifted as much as the thought that this treatment of 
dividend income might serve as an incentive to the investment in 
corporate shares. 

Is that your recollection ? 

Mr. Smiru. My recollection, Mr. Chairman, was that it was a two- 
fold proposition. 

Certainly everything you say is correct. There was the additional 

proposition, at least in the mind of some people I think, that it was 
also fair because to some extent the tax did rest upon an economic 
purpose. 
_ It was not purely an economic purpose. If contrary to fairness, 
it probably would have not been acceptable. If it had been purely 
In terms of equity without reference to economic incomes, it might 
not have been done, but the combination of the two factors certainly 
I think in the minds of a good many people was controlling in the 
cecision., 

The Cuatrman. Do you find evidence, Mr. Smith, that actually 
this provision has provided an incentive to investment in corporate 
shares ¢ 
_ Mr. Suir. I think so, yes. There is evidence that the situation 
is better from that standpoint. It is always difficult in a changing 
situation, where so many things are happening, to associate a par- 
ticular consequence with one particular cause, but the momentum I 
think is definitely continuing. 

48820—60—_56 
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I am sorry I did not come prepared with figures on that. 

The total number of shareholders has increased. The level of 
stock market prices has reached the stage where, contrary to what 
existed during much of the forties when it was literally unfair to 
existing stockholders to put. out new stock because of the dilution 
involved, it is altogether appropriate to put out new stock without 
any dilution, in fact with an augmentation. 

That is not to say that the present level is necessarily desirable, 
but a change has come about. Nor do we mean to imply that that 
change has come about because of the dividend exclusion and credit, 
But all in all, it does seem to me that the situations which in the late 
forties and early fifties did discourage equity financing on the part 
of corporations and, shall I say, did not alleviate the double taxation 
of dividend income to any extent from the standpoint of investors, 
have both been substantially modified for the better since 1954. 

The CHarrman. Mr. Ziffren. 

Mr. Zrrrren. Mr. Chairman, I agree with Professor Smith that the 
reasons, at least as we read the congressional debates for sections 34 
and 116, considered both factors. To the extent that we would now 
want to focus attention on the encouragement of investment in equity 
matters, it seems to me that the reason for these relief provisions is no 
longer present because certainly today it seems to me the Government 
wants to introduce some incentives for investments in bonds, par- 
ticularly its own bonds. 

At least, if we are to judge by the rates that the Government is 
paying for its money it ought to be interested in trying to create in- 
centives for people to invest in Government bonds rather than in 
stocks. 

That, I think, is the significant reason for this committee to consider 
the elimination of both of these sections. 

The Cuatrman. Mr. Burgess. 

Mr. Burerss. Mr. Chairman, I would like to take issue with the 
statement that Mr. Ziffren just made. 

The need for new investment is many times greater today on the 
part of private business than of government. The Federal Govern- 
ment needs new investment to the extent of its current deficit, which 
is running less than a billion dollars a year, while State and local 
requirements do not exceed $5 billion annually. 

Business and industry needs new investment to the extent of its 
outlays on new plant and equipment to provide a greater output of 
goods and services. This amount approximates $35 billion a year. 

There is no comparison between the need for funds by private in- 
dustry and the need for funds by government and there is no neces- 
sity for providing any special inducement of the type that Mr. Zif- 
fren has suggested, in my opinion, to encourage investment in gov- 
ernment securities as distinguished from private corporate securities. 

Those in need bid in the market for funds and pay the going rate, 
whether government or industry. 

Industry needs a great deal more new money than government. 

The Cuatrman. Mr. Darling. 


Mr. Darttne. I would like to comment on a number of points that 
have just been made. 
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If we are talking about the dividend tax credit and exclusions and 


talking about the possible effects of the 1954 change granting this 


treatment, there are a number of things one might look for as effects 
of the new tax treatment. 

Now, Mr, Smith has pointed out that stock market values are high, 
suggesting that the more favorable treatment of dividends might 
have caused some part of this. 

This, then, might induce corporations in their financing to consider 
stock financing, more favorably then they would otherwise do, because 
other things equal, the higher the market price, the less dilution when 
the stock is issued and, therefore, the better the position of the ex- 
isting stockholders. 

This may be true; these things happen. 

Now, I am not too sure this is good. Why do we want relatively 
more new stock financing? Is this good ? 

There seems to be a long history of sentiment that stock financing 
is good, bond financing is bad. I have a hunch that if you ask many 
corporate directors this question they might say, well, we like bond 
financing very much in view of what we think the future is going to 
hold for us. We believe our economy won’t dip down into any more 
deep depressions with our better ability to use our monetary and fiscal 
controls. 

If there is going to be price inflation we would rather have bond 
financing. Who is to say that this is bad? 

I am not sure, therefore, that we are in effect creating a good eco- 
nomic effect with this tax treatment. 

Another thing that one might look for as a result of this more 
favorable treatment of dividends would be a greater flow of savings. 

Now, if this is what is desired in order to stimulate more growth, 
I would like to point out a number of things about it. 

It is possible with more savings, a greater “flow of savings, to stimu- 
late growth, but there seems to me to be a very special set of conditions 
that has to be fulfilled to translate this increased flow of savings into 
faster growth. 

I am not too sure that all these conditions would be met. 

Let me illustrate this briefly. I cannot go into too much detail here, 
but if we suddenly, let us say, increase the rate of sav ings, decrease the 

rate of consumption, might not this discourage more inv estment, talk- 
ing about investment in new capacity, since “this capacity will be in- 
creased only in the expectation that consumption will be larger next 
period. 

If the economy happens to be on a path of balanced growth and there 
isa change of that kind it might discourage investment. 

Now, if the new savings w ould flow into inv estment that is designed 
to increase efficiency, that is to say cost-saving investment, the trouble 
I just mentioned might not occur. 

That is one of the conditions necessary to generate growth in the 
face of an increase in the flow of savings, namely, that investment 
in capital goods shift toward cost-saving Inv estment. 

How do we know this i is going to happen ? One of the factors that 
may be most important in encouraging a shift to investment in new 
cost-saving types of machines or aaa may be a good flow of scien- 


tific advance and technological development and it may be that the 
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chief factor needed to generate a faster rate of economic growth jy 
the United States, is not so much attention paid to the flow of sav. 
ings as attention that should be paid to what is happening in scien. 
tists’ laboratories and maybe a great deal more attention should be 
paid to stimulating basic research as one of the primary factors that 
would encourage this type of investment which could make use of ay 
increased flow of s savings. 

We have had some of these developments in recent years, I think, 
as a result partly of technological advances and scientific advances 
during World War II that have created new opportunities for business 
in the postwar period. 

This may be one of the reasons why we have had a reasonably 
healthy economy during the postwar period. 

I would finally like to say this: that if the objective of a tax measure 
is to increase the flow of savings, and it is possible to increase the rate 
of growth under the conditions I have mentioned, there are other 
ways of getting increased savings. 

Now, increased savings is generated by reducing consumption. 
There are lots of ways of reducing consumption. How about a tax 
on advertising, for example? 

The Cuatrman. Mr. Mason. 

Mr. Mason. Mr. Chairman, it seems to me that the basis of this 
problem of treatment of dividend is the incidence of corporate tax 
and that I know has been the subject of debate for the last 40 years 
that I know of and no one has been able to come up with a solution 
so far. 

Now, I am a marginal producer of autos and I just cannot pass 
on any of the tax if I am a marginal producer. I am one of the big 
three I can pass off probably ‘three-fourths of the tax. If I am 
producing on a monopoly basis I can pass it all on. 

So you “have to take those things into account in order to properly 
treat the taxation of dividends. 

Personally, I am strongly in favor of the Canadian system, and 
they have gone farther than we have and I would hate to see us go 
back from the little step that we have taken. 

Now, I am saying this because my mail has had many letters com- 
ing saying, don’t please go back, and these letters are coming in 
from the little fellows because this $50 and this 4 percent is helpful 
to the little fellows mainly. 

That is one thing I want to keep in mind. 

That is all, Mr. Chairman. 

Mr. Burcrss. Mr. Mason, I agree with you wholeheartedly. I 
would only add to your statement the observation that there are times 
when even the Big Three producers in any industry become marginal 
producers in the sense that they are unable to pass along a price 
increase to their customers. 

In recent-years certain of the big auto producers have been in such 
a position, when they were not riding at the top of the heap. 

Mr. Mason. I am talking about the principle and using that as 4 
kind of illustration. No one can say how much of the incidence of 
corporate tax is passed on by this producer, that producer, or the 
other producer. It depends on whether he has a monopoly in the 











mark 
take | 
Th 
Mr 


we al 
wher 
bene! 
know 
our ¢ 

W 
taki 
unde 
of ot 
confi 


Inco! 
forn 

It 
we V 
this 
and 

M 
of ¢ 
we | 
or si 
exfe 


INCOME TAX REVISION 859 


market, whether he can pass it all on or can’t pass anyon. We have to 
take that into consideration. 

The Cuairman. Mr. Darling, do you wish to comment? 

Mr. Daruinc. My comment on what Mr. Mason has said is this: If 
we are so uncert: Lin as to the particular cases where the tax is shifted, 
where it can’t be shifted, we haven’t any right to grant a blanket 
benefit to all stoc ‘holders s saying to them, in “effect, oy ell, we don’t 
know who is taxed unfairly, but we will give you ‘all the benefit of 
our doubt.” 

Would it not be better to see whether there are not other ways of 
taking care of inequities than a blanket solution, which I think 
undermines our tax base and which may create a feeling on the art 
of other taxpayers that this is unfair and so reduce the « community’s 
confidence 1n our tax system. 

[ think the point made by Mr. Ziffren, as I recall it, is extremely 
important. We have to maintain a feeling on the part of taxpayers 
that the tax is fair, especially if ever we should reduce the cor porate 
income tax substantially and then hope to collect the difference in the 
form of higher personal income taxes. 

It would seem to me that in that area where evasion is easier that 
we would have to make very sure that the community as a whole sees 
this tax asa fair one. Without that feeling we are going to get more 
and more evasion. 

Mr. Mason. Mr. Darling, I will say this to your remarks: In theory, 
of course, you are right. Of course, you are right, but in practice 
we have got to consider the 3 million or more as ag ainst that 100,000 
or so, and in doing that you have to do something to alleviate to some 
extent at least the burden of this on the little stockholder. 

The Cuairman. Mr. Harrison. 

Mr. Harrison. I would like to ask a question, Mr. Chairman, about 
the suggestion that this problem could be solved by treating corpora- 
tions as if they were partnerships. 

What would be the revenue effect of that ? 

Mr. Zar FREN. Mr. Chairman, I manerees that, very sensitive to the 
fact ths at it is a complete mystery today | yecause the administrative 
difficulties are so monumental, that I do not believe anybody has ever 
tried to compute what the net effect on the revenue would be. 

[ am sure, as Professor Shoup pointed out, in the case of the small 
taxpayers it is not too difficult to solve some of the administrative 
roblems, but you get into some rather sophisticated, if not insolu- 
le, problems when you get into these subsidiaries and whole chains 
of subsidiaries under parents, because, of course, you would have to 
start breaking up the parent into its components—thousands or hun- 
dreds of thousands of stockholders—and then do that with some of the 
subsidiaries, some of which might be only partially owned. 

I don’t know if perhaps you would have to end up with a 5-year 
taxuble period instead of the 1 year because the computation might 
require more than a 1-year period to make, but I do believe that a 
realistic appraisal of all the problems that we create by recognizing 
the corporation as a separate taxable entity does provide an incentive 
todo more work in that field. 

I frankly have no answers for your present question, Mr. Harrison. 

Mr. Suour. May I quote from Mr. Holland’s paper: 
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It is recognized, of course, that were the “partnership” method adopted there 
would be some offset to this lost corporate tax revenue via increased personal 
income tax collections. But the general impression is that the offest would be 
“slight.” Estimates I have made for the years 1944-52 indicate, on the cop. 
trary, that there would be a considerable dezree of recoupment of the forgone 
corporate tax revenue. Over these years the estimate showed net revenvye 
losses running from —2 percent to 35 percent of the corporate tax liability 
actually levied in a given year. 

A reasonable guess for the current revenue loss would be toward the upper 
limit of this range. So we can say that about two-thirds of the lost corporate 
tax revenue would be recouped through the personal income tax. 

That would leave roughly $6 or $7 billion that would have to be 
raised by an increase in the personal income tax rate, or some other 
way. 

Mr. Harrison. Now, how many stockholders would you say that 
the American Telephone & Telegraph Co. has? 

Mr. Sairn. I think it is of the order of a million and a half. 

Mr. Harrison. A million, or 1,700,000. Would that mean every 
time there is an adjustment in the tax return of the A. T. & T. Co. there 
would have to be an adjustment in 1,700,000 individual returns? 

Mr. Zirrren. I suppose it would, at least under the present ad- 
ministrative approach to it. 

Mr. Harrison. That would be quite an administrative problem it- 
self, would it not? 

What would be the effect on the declaration of dividends? 

Mr. Zirrren. Presumably all the earnings are taxed on that theory 
so dividends would be distributed just as partnership distributions are 
made without any tax implications at all. 

The income has all been picked up by the partners. 

Mr. Harrison. It would have no effect on the distribution of income, 
or on the declaration of dividend ? 

Mr. Smirn. It seems to me it would create a tremendous effort by 
the higher bracket stockholders at least to get enough cash to pay their 
tax. 

If a person has imputed to him his aliquot share of the total income 
and that is taxed to him at 90 percent, and the corporate policy is to 
pay out 50 percent or 60 percent, the shareholder does not have any 
net, he does not even have enough to pay his tax. 

So you would immediately have a tremendous conflict among the 
shareholders depending on their tax bracket as to how much would be 
paid out. 

And since I have gotten into this discussion at this point, may I say, 
lest silence indicates assent to Mr. Ziffren’s comment, he has used the 
phrase “monumental” in terms of the administrative difficulty. 

I suggest this would be the most hideously monstrous monument 
that has ever been conceived in terms of administrative feasibility to 
the Treasury, to the corporations, and to the taxpayers. 

Mr. Foranp. You mean by that you are not in favor of it? 

Mr. Smrtn. Yes, Mr. Forand. 

Mr. Harrtson. If that is the general consensus of the panel, Mr. 
Chairman, I will leave it. 

Mr. Zrrrren. Mr. Chairman, I certainly am not proposing it at all. 
I am only pointing out that what Professor Smith just said, though, 
emphasizes how corporate tax rates and the very concept of the cor- 


porat 
tion ¢ 
No 
must 
divid 
Wl 
trary 
addit 
earnl 
their 
realiz 
eress 
~ Th 
stock 
earl 
ordin 
he ha 
Mr 
Wha 
about 
Mr 
In 


the f; 
is not 
Of 
to be 
It 
is me 
tiona 
still, 


that 
pans 








at 


Te 


\d- 


ry 
ure 
ne, 


by 
eir 
me 
3 to 


ny 


the 
| be 


SLY, 
the 


ent 
y to 


Mr. 


all. 
igh, 
cor- 





INCOME TAX REVISION 861 





porate tax is used by the high-bracket taxpayers to avoid the umposi- 
tion of the high individual surtax. 

Now, when we talk about the whole concept of corporate tax we 
must realize that this is one of the devices that defeats the high in- 
dividual surtax that Congress pretends to levy. 

When you add to the “fact that the corporate tax rate at this arbi- 
trary level does have this effect on the high individual surtax, the 
additional consideration that a corporation can go on retaining its 
earnings and then ultimately have these high-bracket taxpayers ; sell 
their stock representing earnings not taxed at 25-percent rates, you 
realize what a fraudulent facade the whole individual surtax, the pro- 
gressive theory, has become. 

Then if you compound that situation by the fact that at death the 
stock is automatically given a new basis and none of these retained 
earnings are picked up, I think you can realize the impact on the 
ordinary citizen that Mr. Mason was talking about, who thinks that 
he has a right to expect the tax system to be , and equitable, 

Mr. Harrison. Mr. Smith, what do you have to say about that? 
What is your answer to that? Is that true and, if so, what do we do 
about it ? 

Mr. Smiru. No; I don’t agree with it. 

In the first place, Mr. Zitfren seems to be proceeding on the assump- 
tion that the corporate tax rests entirely on the shareholders. 

I have already indicated that I do not believe that. For that rea- 
son, and I have indicated in my paper and elsewhere, the idea of com- 
plete elimination is not the objective. 

Now, I do think that it is pretty well appreciated, however, that 
to some extent the corporate tax rests upon the shareholders. I think 
that shareholders and potential shareholders are properly aware of 
the fact that they are singled out for discriminatory treatment if there 
isnot some relief from that double taxation. 

Of couse, it cannot be figured out to just the right amount. It has 
to be done in an aggregate sense. 

It is my fe eling that the relief that we have in a very limited way 
is moving in the ‘right direction in that it gives the greatest pr opor- 
tionate relief from taxation to the bottom income level and there is 
still, even under the present method, to use Professor Shoup’s term, 
overtaxation of the bottom bracket. 

In those instances where the tax is not shifted forward, the full 
corporate tax is 52 percent; the exemption to the stockholder when 
he is taxed at 20 percent is not full relief, but it is as far as you can go. 

But when you move up from that, the proportionate relief of tax 
progressiv ely diminishes. 


At the 40-percent rate you are giving relief from only 10 percent 
of the tax. 


At the bottom bracket you are giving 20 percent. 

It is my feeling there is enough reality and enough belief in the 
reality of the tax ‘that the corporation tax does rest to some extent on 
the shareholder so th: it to fail at least to coninue that very modest re- 
lief that has been given would be a sign of very great retrogression for 


that sort of capital which is of critical importance for economic ex- 
pansion. 


862 INCOME TAX REVISION 


It has been suggested that, in the abstract, maybe it would be better 
to have a little more bond financing and a little less equity financing 

I personally don’t believe that, because when you have bond finane. 
ing they are more vulnerable in going down, there is less flexibility, 

But the fact remains that the managements do not want to have high 
debt ratios and they can’t, in most industries, have high debt ratios, 

Therefore, the availability of equity capital is in a sense the critical 
element that determines the rate of expansion even on borrowed 
capital. 

Now, most of the equity capital comes from retained earnings in the 
aggregate sense. During the thirties and forties and even in the early 
fifties, it simply was not fair to existing stockholders to put out new 
stock issues. 

Fortunately, that situation has been somewhat modified now. 

I think it would be most unfortunate both on economic grounds and 
policy grounds if anything were done to jeopardize this improved 
situation we now have. 

Excuse me for making a rather long answer, longer than you in- 
tended, Mr. Harrison. 

Mr. Harrison. Thank you. 

Then you, Mr. Chairman. 

The Cuatrman. Mr. Byrnes. 

Mr. Byrnes. Maybe this question was answered, Mr. Chairman, 
and if it was, I did not hear it. 

I just wish I was smart enough to grasp all these theories. I 
would like to go back to this area of overtaxation and undertaxation 
argument principally coming from Professor Holland’s paper and 
summarized by Professor Shoup. 

Was any attempt made to show what effect the 1954 act, dividend 
credit and exclusion provision, had on readjusting the number of 
people who were overtaxed and undertaxed as compared to what 
it was before that act, both in the area of number of individuals 
and in the dollar volume? 

Mr. Snovp. I see a table 4 here on page 1569, in which Mr. TTolland 
gives the effect of the relief provisions of the Internal Revenue Code 
of 1954, on the differential against earnings for distribution which, of 
course, is the only part of the earnings that it would directly affect. 

However, I find it difficult to translate it in terms of the chart, 
offhand. The chart itself is not adjusted for the 1954 provisions. 

Mr. Byrnes. I thought, Mr. Chairman, that since we were talling 
here today about the dividend credit and exclusion and since we did 
have some evidence here statistically that, at least based on 1950 
figures, there was an overtaxation and an undertaxation or double 
taxation problem, and that they had come to some figures, on the 
number of individuals and also the dollar impact, that maybe we 
could see whether this credit and exclusion has shifted those figures 
and how it shifted, whether it increased the number of people who 
were overtaxed or whether it increased the number of people who 
were undertaxed. 

Mr. Surovp. We can say I believe from the table on this page 156) 
that the differential or discrimination, if you like, against the low 
income stockholder was indeed changed appreciably in the very low 
income ranges, by this exclusion and to some degree by the credit 
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Mr. Byrnes. You removed that discrimination as far as that group 
is concerned. 

Mr. Suovur. For example, if I interpret Mr. Holland’s table cor- 
rectly, he shows that if you take a stockholder with a gross income 
of only $1,000, let us say, he would be, in the terminology I have been 
using, overtaxed by an amount of 34 percent of the distributed earn- 
ings under the old system and overtaxed to the extent of 24 percent 
under the new system after 1954. 

On the other hand, when one gets up to somewhat larger incomes 
the difference becomes rather slight. 

For example, at $15,000 income the old differential against the 
dividend was 32 percent, the new differential 29 percent. 

These figures refer only to that part of the corporate earnings dis- 
tributed as dividends. It says nothing, if I interpret this correctly, 
about the retained part of earnings. 

In general it moves those lines in the chart down a bit for the low- 
income stockholders, but does not, I think, change the general picture 
of the chart very much. 

Mr. Byrnes. I gather that throughout this whole problem, in try- 
ing to make comparisons, you run up against the matter of retained 
earnings and the degree to which income becomes capital gain—where 
it is capital gain and where it is not—and the different tax rate ap- 
plicable ¢ 

Mr. Suovup. That is the really tricky part of the comparison. It 
is difficult to make correct assumptions. We don’t know how many 
people escape personal income tax completely by holding the asset 
until death. We don’t know how much they realize gains before 
death. 

Mr. Byrnes. Does the matter of the tax treatment as it relates 
toestates become a big factor ? 

Mr. Suovpr. In relation to savings? 

Mr. Byrnes. To estates. You point out the fact that if it is held 
to death, even the capital gains rate does not apply. 

Mr. Suour. Yes. 

Mr. Byrnes. I was just wondering how important that is—im- 
portant for a certain number of people. I wonder if that is a real 
big stumbling block in the whole picture. 

Mr. Suovr. It is extremely difficult to say. My impression has 
been that it is quite important. It allows the building up of sub- 
stantial fortunes virtually free of personal income tax and the passing 
on, subject, of course, to estate taxation, of those fortunes. 

The estate tax, itself, by the way, is no compensation for all this 
since it strikes equally at savings which have been accumulated out 
of taxpaid dividends. 

It is common knowledge that a fairly large number of wealthy 
people can and do buy into growth stocks, sometimes indeed by bor- 
rowing and deducting the interest charges as an expense, which 
when kept in the family over a generation or two, can furnish sub- 
stantial growth in net worth, free of personal income tax. 

Perhaps the matter becomes one, in the last analysis, more of simple 
decency and fairness. 

To cite a completely hypothetical case, which, nevertheless, brings 
home the point, no one, I take it, would advocate exempting from the 
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income tax all taxpayers with more than $3 million of income. The 
revenue effect, of course, would be negligible. 

The only reason for taxing wud with more than $3 million of 
income is the sense of decency and fairness in our tax system. 

That surely must be one of the important elements in this matter of 
the loophole at death, as we call it. 

Mr. Byrnes. If we should act in an area of the problem raised by 
the ability to establish a new basis at death is it the feeling that then 
we could move more rapidly and with more ease in creating equity as 
it relates to the overtaxation or the double taxation in the area of 
corporate distributions and retentions? 

Mr. Suovp. It is my feeling, yes, that if we could make sure that 
all capital gains were subject to the degree of tax we really want them 
to be subject to, and capital losses allowed to the extent that we would 
like to allow them, then we could very well afford to dispense with a 
large part of the corporation income tax and in that way reduce the 
overtaxation of the low-income shareholders if we were sure that 
with respect to the high-income shareholders we would be reaching, 
at least eventually, the capital gains caused by the retained earnings 
of the so-called growth corporations. 

I would be inclined to go even further, although I won’t take time 
now to explain all the details, and suggest calling to account pe- 
riodically, on some very rough basis, every few years, accrued gains 
and losses, and thus have a series of tentative reckonings, to be made 
final when the security was sold or given away or at death. 

I believe that along some such lines, involving a combination of 
more rational, more complete capital gains taxation and loss allow- 
ance, with lower corporate income tax, a solution could be found. 

A solution, I agree, can’t be found by a partnership method for 
every taxpayer. 

Mr. Buraess. Mr. Byrnes, I wish to comment further along that 
line to the effect that this solution may be much more difficult than 
appears on the surface in that any increase in the estate tax or any 
attempt to get at capital gains as accumulated might very well cause 
the liquidation, particularly of the smal] and growing corporations 
that need to plow back their earnings. 

The proposal would thus have a very serious and harmful effect on 
that type of growth situation. 

Mr. Dartine. With respect to the problem just raised, there may 
be another separate solution to that. I simply want to point out this 
may not be an argument for failing to move in the direction you have 
suggested. 

Mr. Byrnes. I am not suggesting any movement, frankly. I am 
making inquiry. 

Mr. Suoup. The reduction in the corporate income tax must not 
be forgotten in this respect, and that reduction itself we would pre- 
sume would be a stimulus to investment and growth. 

The net result, I would be inclined to think, would be decidedly 
favorably, both on the ground of equity and investment. 

Let me add, what I have in mind is not an increase in the estate tax, 
but rather calling to account under the income tax the accrued gain 
or allowing the accrued loss at the time of death or very likely also at 
the time of gift or allowance. 
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The Cuatrman. Mr. Ikard. 

Mr. Ixarp. I would like to have the panel comment on the idea of 
raising the dividend exclusion to $500 and repealing the dividend 
credit. 

What generally would be the etfect of that ? 

Mr. Burerss. I think it would have very unfortunate effects in that 
you would not then be directing your stimulus to savings and invest- 
ment at the levels where such stimulus is required—namely , where the 
bulk of the savings and investment is done. 

[ would be afraid that the major benefits of the provision would be 
lost if it were revised in that manner. 

Mr. Dartine. With respect to the comment that has been made by 
Mr. Burgess, I would like to repeat what I have said before: I think 
there are other ways we can get more savings if that is what we need. 

If there has been any lack of savings, it may have been due to over- 
selling the consumer and perhaps with a little less effort in this direc 
tion we would get far more savings from lower and middie income 
groups. 

Mr. Smiru. I think the effect would be bad from two standpoints, 
Mr. Ikard. First, the substitution of $500 for $ S00, and removal of the 
‘redit would certainly increase the revenue impact many fold. 

I don’t have any figures, but as I recall the exclusion and credit in 
1954, it cost about the same amount; in point of fact, it turned out the 
exclusion had a revenue impact a little greater than the credit. 

But that is not the essence of the question, I know, because other 
ligures could be developed which would give that. 

Now, on its merits I would strongly support Mr. Burgess’ conclu- 
sion, and I would put it in slightly different terms. As my paper indi- 
cates, the proportionate relief of the—at the top bracket—now is very 
small compared to the proportionate relief from the tax at the bottom 
bracket. ‘To substitute purely an exclusion would make the signifi- 
cance of the relief in the higher brackets really infinitesimally small. 

I think the degree of shading down, as it is now, is as far as it should 
go in terms of distribution of relief. 

It is already very small in the top bracket. 

Mr. Zirrren. Mr. Chairman, I will have to disagree with Professor 
Smith both factually and equitably. 

First of all, on the basis of the figures that I have for 1957, the cost 
of the $50 exclusion was about $70 million, whereas the cost of the 4 
percent credit was over $330 million. 

So that the credit had the cost of many times the $50 exclusion. 

Now, from the standpoint of equity it seems to me that even on the 
basis of your suggestion when the person in the 91 percent. bracket, is 
given $500 of tax-free dividends, you are giving him a refund of more 
than $450 of taxes, whereas a person in the 20 percent bracket only gets 
$100 benefit. 

I certainly cannot feel that a person in the high tax bracket under 
your system would be discriminated : against at all. 

Mr. Ikarp. Let me hasten to add it is not my system. 

Mr. Smirn. Mr. Ziffren has engaged in, and so have I engaged 
in, what I, in my course, sometimes refer to as the political arithme- 
tic of taxation, the political arithmetic of the tax rates. 

They can be looked at, of course, in a variety of ways. 
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Mr. Ziffren has referred to the impact of the savings in terms of the 
increase in net at the particular level. I have looked at it in terms 
of the proportionate reduction in taxation. 

Now, a person at the bottom brackets who is not taxed very much 
anyway, even with full exemption from taxation, cannot increase 
his net very much. That is inevitable. 

Therefore, it seems to me in this context it is highly appropriate 
to look in terms of the proportionate relief of taxation. 

Mr. Ziffren has, of course, another way of looking at it. 

The Cuairman. Mr. Alger will inquire. 

Mr. Acer. Gentlemen, in listening to your statements and ques- 
tions, I am impressed by the uncertainty today. 

These hearings are so comprehensive and our time for questions is 
so short, obviously we cannot get into too much detailed questioning. 

So all I am going to do now is list the areas in which I wish I could 
question you and start out by pointing out some of this uncertainty. 

These charts and graphs of course, have been partly studied by 
the Joint Economic Committee, I am certain any study in this field 
by this committee will benefit from those particular findings. 

I start out with Professor Shoup and find that for every problem 
he sees in overtaxation or undertaxation there is a contrary thouglhit 
which makes it almost impossible for us to take action which is kind 
of discouraging. 

So I cannot see a formula there. Mr. Burgess, I wish we had time 
to discuss your suggestion that no matter where the incidence, whether 
the tax is regressive or progressive, that a rate cut it what is needed. 

Then you bring up the entire matter of climate for investment 
growth and growth in national product which is a big field in itself. 

I am impressed by your remark, too, which in my own mind brings 
up the fact that here we are theoretically studying rather academi- 
cally these charts and graphs and ideas instead of having more of 
the decisions that are reached in smoke-filled directors’ rooms and 
businessmen’s offices where we don’t have the after tax charts so 
much as the reasoning that goes into the decisions they make which 
then result later in a tax, and the fact that many of them do not make 
decisions to expand and go ahead because of the tax slowdown on 
their constructive efforts. Mr. Ziffren, you made some statements 
that I think need to be challenged and studied more, more specifical- 
ly relative to the United States stagnation you mentioned, relating 
it to tax and possibly tax changes since 1954. 

I do not take issue with you now. I am merely challenging the 
thought. 

Then you go into the matter of the progressiveness of tax which 
I have been interested in since the first day this committee met. The 
firs; AFL-CIO witness said we ought to come out and discuss the 
ability to pay. 

At the base of all the uncertainty it seems to me is our willing- 
ness or lack of willingness to discuss ability to pay. Professor 
Darling, I will come back to yours later. 

Mr. Smith, you bring out the matter of double taxation. My 
thought, if there is, how much it is. Then you mention the symbolic 
importance. 
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I can only assure you, and I wish I could discuss it further, that 
symbolically the dividend tax has become the very symbol of tax 
favoritism, and politically it will become a three-ring circus next 
year. Mr. Darling, 1 wish we had the time to take on the ABC 
propositions you mentioned at the outset of your statement, and I 
wish the panel would go into the three statements you made and 
the logic you use to support your position, whether they will stand 
up under cross-examination. 

Now about your statement that you are not at all sure but that 
Government spending has probably stimulated our economic growth, 
I happen to feel, based on facts that Government spending is more 
a millstone around our necks or barnacles on our ship rather than 
incentive. This huge field we cannot go into today. 

It strikes me though that what we are really talking about today 
is how much Government planning will have, by tax, control of our 
system. That is an area we should study. 

“Somebody commented here today, or my impression of what was 
said about death, that the only way out of this taxation is death 
but today we are not forgiving a man dying if he has not paid tax on 
the accumulated value of his stock while he was alive. 

Mr. Chairman, those are some of the areas that if there were time 
I would like to direct questions to the panel. 

The Cuarrman. I wish the gentleman would take time to develop 
these points. Do you want to do so? 

Mr. Arcrr. Just those three points of Professor Darling if I may. 
If we have time I would ask the panel to agree or disagree with his 
three statements there. 

Here they are on page 1 of Professor Darling’s statement: 

(2) Corporations have succeeded in escaping the burden of tax; 

(b) The debt ratio tax has not risen; 

(c) Economic growth has not been hindered, but, on the contrary, 
has been helped by Federal spending. 

I think those three statements could be the subject of a great dif- 
ference of opinion. However, at this time, Mr. Chairman, I repeat 
[think that would be too big a discussion. 

The Cuarrman. The Chair will stay with you if you desire. 

Mr. Acer. Does any member of the panel wish to comment on 
some of those three? 

Mr. Burocrss. Mr. Alger, I disagree with much of Professor 
Darling’s interpretation of the facts. He has done a very thorough 
job of analysis; however, his interpretation is quite different than 
the one I would draw and I really donate with so much that I am 
afraid we would be here the rest of the day if I attempted to go over 
It. 

Mr. Atcer. That is my problem, Mr. Chairman. 

Mr. Smirn. I am in about the same position. 

Mr. Auger. But you do not agree with the three points he made or 
the reasons underlying them ? 

Mr. Smirn. I certainly do not fully agree with them, which indi- 
cates the difficulty of the discussion. On balance I think I disagree 
more than I agree. 
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Mr. Snovp. To make the balance a little more even, let me say | 
find myself pretty much in agreement with Professor Darling’s state 
ment. 

Mr. Dartrne. I will be glad to read my paper again. 

Mr. Zirrren. I should like to associate myself with Professor 
Shoup’s feeling on that. I find myself persuaded by Professor 
Darling’s statements. 

Mr. Buraess. It is evenly divided. 

Mr. Suovr. I think we would all agree that the conclusions with 
respect to the final effects of this tax are recognized by all of us to 
be uncertain. We lack information on that score. But as to such 
matters as whether Government spending may on occasion be stimula- 
tive, I have no doubt it may be stimulative on occasion, depending on 
the circumstances. 

I take it our main point at issue is the final effect on the corporate 
tax and on that we can all plead a fairly high degree of ignorance. 

Mr. Zirrren. Except that I would like to emphasize Professor 
Darling’s thesis that relief should not be granted until the questions 
are resolved in favor of demonstrating that there is not a passing on of 
the tax. 

In other words, it seems to me that if there is a doubt, that Con- 
gress should consider that doubt before it decides to resolve it in favor 
of assuming that the tax is not passed on. 

Mr. Suoup. May I add one word, Mr. Chairman ¢ 

I would prefer to put it this way: Let us not change what we now 
have until we are pretty sure where we are going and what the general 
reform is that we want in the taxation of dividends, undistributed 
profits, and capital gains. 

When we have drawn up a blueprint that we are fairly sure makes 
for a reasonable degree of equalness of treatment then let us move. 
But there is not much point to piecemeal changes before then. 

The Cuarrman. Mr. Alger, you still have the floor. 

Mr. Atcer. This is fine, Mr. Chairman. 

The Cuarrman. Mr. Darling. 

Mr. Darina. I would like to say that undoubtedly a great deal 
more study needs to be done in the area of what I will call the aggre- 
gative effects of taxation. : 

Mr. Alger mentioned we need to know more of what happens in 
board of directors rooms. 

I would like to point out that although it might be argued that a 
particular tax change would change the decision in a board of direc- 
tors room, let us say toward more investment, I would like to point out 
that what happened in the individual board room might be incon- 
sistent with the way the total economy works. 

There are cases where what one individual in society, what one 
firm might want to do might be inconsistent with the way the total 
economy works. 

To illustrate that again, let me simply say that there are cases where 
an individual may want to increase his savings or a firm might want 
to increase its retained earnings, but because all firms or individuals 
are doing the same thing, they drag down the level of income to the 
point where they save less not more. 
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Iam simply using that as an illustration of the way in which the 
aggregate effect must be studied to find out whether they are com- 
patible to what the individual wants to do. 

Mr. Aucer. I brought that up as an example more of our attitude 
in approaching the solution. Should we not approach it from the 
dandpoint that our market is made up of decisions of free acting 
individuals or should we as government planners, using tax as the 
ax over the citizns, force them into decisions that are not necessarily 
based on what they as free individuals might like to do in investing 
their own money, in building a product that somebody else will buy, 
inshort free market play as against government planning through the 
use of tax? 

We are approaching this thing from a rather theoretical and aca- 
demic standpoint, with professors studying this intensely, but maybe 
getting a little bit too far from the actual business decision of choice 
that are made in the smoke-filled directors’ rooms. Instead we just 
study the charts and graphs after the tax returns are made. 

Mr. Dartrnc. I would like to say that I am speaking to a third 
alternative. You mentioned just two. 

The third alternative is to study the effects of individual decisions 
as they relate to the way the total economy works. I am not speak- 
ing of government planning here. I am simply saying I think we 
could make better decisions in the tax field if we looked at the overall 
aggregate effect of tax measures. 

As to decisions in board rooms, each of the individual concerns 
cannot act independently of the rest of the economy. They are tied 
n too through sales, purchases, and many other ways. What they 
can do depends somewhat on the effects of what they do on the total 
economy and the feedback of the economy onthem. You have to look 
at both effects. 

Mr. Aucer. However, the minute that Congress moves through leg- 
islation, the citizen cannot freely exercise his judgment. After we 
pass a law, everyone is bound by it, and it is not then a free market. 

That is why we should be unduly careful to investigate and get 
the facts before acting. 

Mr. Chairman, maybe this will be the starting point the next time 
we study this area before we go into legislation. 

The CuatrmMan. Let me ask the panelists on this point. No one 

has ever had a greater degree of concern or desire that business de- 
cisions be made in the light of the dictates of the marketplace than I 
have had. 
_ One of the concerns that I have about our tax system at the moment 
is that it tends in the direction of influencing decisions by business 
people to some extent—how far I do not know—that might not 
actually be dictated by the signals of the marketplace. 

Mr. Burgess, you are connected with business. 

Mr. Smith, you have been very close over the years to tax policy. 
Are my fears at all justified that the provisions of the existing law 
prevent the free play of business decisions as dictated by the mar- 
ketplace ? 

Mr. Burerss. I agree, Mr. Chairman. 

I believe that the impact varies and is sometimes good, sometimes 
bad. To me this suggests minimizing whatever the impact is through 
the reduction of rates. 
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The CuatrMan. We should minimize whatever the impacts ar 
that are bad, certainly, should we not? 

Mr. Burcess. We should indeed. 

The Cuarrman. One of the impacts of course is the rate of tay, 
But there are other provisions of the law in addition to the rates of 
tax that businessmen tell me must be considered at the moment in 
connection with any decision they think is dictated by the signals 
of the marketplace. Is that right? 

I am told that by other businessmen. So that we do not have at 
the moment, according to these statements, a tax system that permits 
business decisions totally on the basis of the signals of the market 
place. 

Is that true, Mr. Smith? 

Mr. Surru. I think that is right, Mr. Mills. 

Let me elaborate slightly perhaps on what Mr. Burgess has said. 

The very fact of a tax, regardless of its rate, is an element. 

The Cuairman. That is right. 

Mr. Smirn. The fact is that the corporate tax may have a very real 
bearing on it. It does have a very real bearing on the decision as to 
whether to go ahead or not. I referred to it as influencing the cutoff 
point at which decisions are made to invest. 

Now, on the timing of the deductibility of various items, the work 
that was done by this committee and Congress in 1954 in giving faster 
deductions for research and development expense certainly was a plus 
item. That was a good one and peculiarly, and perhaps perversely, 
the higher the rate the greater the advantage deductibility. 

It might be appropriate now to go further on that and give imme- 
diate writeoff on the plant and equipment, using pilot plants for 
research activities. That would be a further plus. But that goes 
away from neutrality. 

I would think so long as there is a tax, it has far better or worse an 
influence on the business decisions. Certainly the inclusion or exclu: 
sion of items and the timing of deductibility inevitably has a profound 
effect. 

Mr. Zrrrren. Mr. Chairman, I certainly agree with Professor 
Smith that our tax policy has a tremendous impact on business deci- 
sions, but I also agree with him that it is impossible to have any tax 
law that will not do that. 

The CuarrmMan. To some extent. 

Mr. Zirrren. To some extent. 

Now, I do believe that when we collect some $80 billion of taxes a 
year we must, of necessity, realize that taxation has become more than 
just a matter of raising revenue. Taxation must, of necessity, because 
of the impact of these onerous rates—and I think the rates are onerous 
and extreme—because of these onerous rates taxation has assumed the 
position of dictating many business decisions. It even dictates the 
form in which businessmen operate. 

For example, I remember in my tax practice when the excess profits 
tax law was enacted, many of my clients simply dissolved their cor- 
porations and operated as partnerships. Then when the excess profits 
tax law was eliminated and the corporate tax was set at a lower figure. 
they just organized corporations again. 
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I think this is ve y unhealthy, but I don’t know what the answer is. 

The Cuamman. I do not either. 

Mr. Byrnes. I would just like to throw this out very briefly. 

Sometimes I wonder whether our reliance on the corporate tax is 
not based more on the factor of ease of collection and a rather simple 
way to raise revenue 1 rather than on basic tax theory, itself. 

| wonder how some members of the panel may feel in that area? 

Mr. Smirn. Yes. 

Mr. SuHovur. Yes. 

Mr. Byrnes. I think we agree. 

Mr. Darina. I agree. 

Mr. Suovup. It is interesting to note in other countries, such as 
Britain and France, the trend in the past decade or two has been 
toward this very kind of tax about which we are so unhappy. 

Britain last year finally moved to a flat rate corporate income tax 
alongside its withholding tax on corporate profits. So, too, the 
French Government some few years ago moved over to an independent 
corporate tax, making no allowance for dividends, which strikes 
me, if I may say so, as an unfortunate development. But is empha- 
sizes your point that evidently they have found something that is 
easy to collect and have gone into it. 

Mr. Byrnes. Then do we not come to the next step. One will try 
harder to develop gimmicks for escape than when the base is on a 
good sound equitable theory to begin with. 

That brings me to the question of this burden of proof that Pro 
fessor Darling talks about. Can you rely on placing the burden of 
proof on the taxpayer before you can give any relief if, in the first 
instance, the tax is not based on some good tax theory? 

Mr. Bureess. Mr. Byrnes, I hope members of the committee would 
not take offense if I said corporations do not vote. 

Mr. Byrnes. That adds to the ease of collection. 

That is all, Mr. Chairman. 

The Cuatrman. Are there any further questions? 

Gentlemen, we want to thank you again for the preparation of your 
papers for the compendium, for your appearance today, and the 
answers to our questions that you have given us. Thank you so 
much. 

On this occasion you have stimulated our thinking as I am sure 
our thinking has been stimulated in other panel discussions. We need 
a great deal of study with respect to these matters. 

Without objection, the committee adjourns until 10 a.m. tomorrow. 

(Whereupon, at 4:50 p.m., the hearing in the above-entitled matter 
was recessed to be reconvened at 10 a.m., on Thursday, December 10, 
1959. ) 
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THE TAXABLE ENTITY—CORPORATE DISTRIBUTIONS 
AND ADJUSTMENTS; TREATMENT OF INVESTMENT 
COMPANIES 


THURSDAY, DECEMBER 10, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEaANs, 
Washington, D.C. 

The committee met, at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man of the committee) presiding. 

The Cuarman. The committee will please come to order. 

This morning we will look at the subject of corporate distributions 
and adjustments under the broader subject of the taxable entity. 

Our panelists this morning are Mr. C. Rudolf Peterson, attorney, 
Washington, D.C. 

Ernest Brown, professor of law, Harvard University. 

Mr. Hugh Calkins, attorney, Cleveland, Ohio. 

Mr. James B. Lewis, attorney, New York. 

Gentlemen, we appreciate very much your taking the time from 


your business schedules to prepare the paper that is in the com- 
pendium. 

We will ask you this morning to briefly summarize the highlights 
of your paper. 

We will start on my right with Mr. Peterson. 

Mr. Peterson, we appreciate having you here today and you are 
recognized. 


STATEMENT OF C. RUDOLF PETERSON, ATTORNEY, 
WASHINGTON, D.C. 


Mr. Pererson. Thank you, Mr. Chairman. 

When we set out to explore the field of corporate distributions and 

adjustments, or, to employ less technical terms, the area of corpora- 
tion-shareholder relationships, we enter a highly complicated branch 
ofthe tax laws. This is unavoidable. 
_ The traditional view of a corporation as a separate taxpayer from 
its shareholders and the various methods available to shareholders for 
realization of corporate profits at the shareholder level—sale, redemp- 
tion, liquidation, dividend distribution—lead inescapably to problems 
which only a highly refined set of rules can deal with. 

Broadly speaking, there are three types of problems with which 
we are confronted. The first is the never-ending effort of share- 
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holders to convert. ordinary income into capital gain. This has led 
to an elaborate set of provisions dealing with stock redemptions which 
in its spelled out version is of recent origin, the 1954 code. 

On the whole, these provisions require little attention at this time 
except for an overhaul of the rules dealing with constructive owner. 
ship of stock, mainly to eliminate back attribution. 

The capital gain versus ordinary income problem has led to another 
complicated provision dealing with the issuance of stock dividends in 
the form of preferred stock followed by shareholder conversion of 
such a dividend into cash by sale or redemption. 

This is not presently in need of any substantial revision either, but 
the same cannot be said of the third engine that has been developed in 
the warfare against conversion of ordinary income into capital gain, 
the collapsible corporation provisions. Much greater refinement is 
necessary both to avoid hardship and to prevent easy avoidance. 
Fragmentation of gain and new rules for the treatment of liquidations 
in kind should be seriously considered. 

The second type of problem with which we are confronted can be 
called, in terms of our title, corporate adjustments or, more familiarly, 
reorganizations. 

Initially, and traditionally, the problem here is to mitigate strict 
rules of taxability that, unless relieved against, would subject mere 
changes in form of business organizations to heavy taxation. Typical 
are mergers, consolidations, and corporate divisions, when the share- 
holders’ interest in the business is continuing and the only changes 
are changes in form at the corporate level. 

No real realization of income by the shareholders or the corpora- 
tions involved has taken place. 

So stated, the problem seems simple and, in principle, it is. 

But unless carefully drawn, reorganization provisions can be 
vehicles of tax avoidance—which has led to great particularization, 
and even this has had to be supplemented by a substantial judicial 
gloss. 

There is also another side to the reorganization problem. 

Provisions aimed against the triumph of form over substance are 
also needed to protect the revenue, as became clearly evident to both 
Congress and the Treasury when serious thought was given to abolish- 
ing the reorganization provision in 1934. 

Otherwise, there could be artificial realization of losses, basis step- 
ups, and withdrawal of assets at capital gain rates under circumstances 
where the overall effect is no more than the receipt of taxable dividends. 

In the reorganization area the principal problems at present are to 
provide consistency in the definition of qualifying reorganizations, to 
refine the rules as to the tax treatment of so-called boot, when it should 
be taxed as dividend, when as redemption gain, when as a distribution 
in partial liquidation, et cetera, and to supply some legislative as- 
sistance to the Treasury in the reincorporation area, where the Com- 
missioner is now much worse off than he was before the 1954 code. 

Solutions to all these problems have been carefully developed in 
the Subchapter C Advisory Group’s report. 

The third great problem to be faced under the heading of corporate 
distributions and adjustments is that of net operating loss carryovers. 
Everyone appears to agree that existing law is unsatisfactory. Many 
proposals have been made for change in this area. 
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One is that all restrictions should be removed and that loss carry- 
ovel rs should be salable like any other asset. 

Another is that a two-thirds change in ownership of a corporation 
should cause its carryovers to disappe: ir for the future. 

A third is that of the Subchapter C Advisory Group, of which | 
was a member, combining change of ownership with consideration of 
the circumstances of the change, expressed in terms of the value— 
(hat is, the price—paid for the business. It is clear that something 
must be done. 

In this outline, I have attempted to present the problems most in 
need of consideration at the present time. 

It will be recognized, of course, that, once revision is embarked upon, 
there will be many other matters of slightly less general importance 
and many matters of detail which will require ¢ attention at the work- 
ing leve l. 

Thank you. 

The CHamrMan. Thank you, Mr. Peterson. 

Our next panelist is Mr. Brown. 

We are pleased to have you with us today, sir, and you are recog- 
nized. 


STATEMENT OF ERNEST BROWN, PROFESSOR OF LAW, HARVARD 
UNIVERSITY 


Mr. Brown. Thank you. 
The proposals I have touched upon fall under three heads: 
The first is not limited in applicability with respect to subchapter C, 


but it is of particular relevance there. It has to do with the method 
of formulation which pervades the whole code and proposes an aban- 
donment of the highly particularized formulations which have char- 
acterized much of the recent legislation. 

I recognize that an income tax statute cannot be simple. It has to 
deal with our complex economy, but it can look toward more gener- 
alized statement in lieu of the elaborate particularization which 1s now 
common, 

This is not just a matter of writing. We go after particularization, 
[ believe, in the quest for certainty and predictability. 

Even if we achieve that we get it at the cost of unequal results, 
sometimes anonymously. 

My own judgment is that the high degree of particularization, the 
elaborate formulations have not achieved much in the area of predict- 
ability, that in fact, there may be a net loss. 

In any event, we have produced results which seem to me to give 
highly unequal application of the law. This is not a trivial matter. 

These elaborate formulations made avoidance, if not evasion, easy. 
People who are troubled by startling different results lose any moral 
fee for compliance and ultimately accept it and the statute seems to me 
to be minimized. 

I believe this attempt is one which looks toward avoiding adminis- 
tration responsibilites. 

I thnk that has been unsuccessful and largely self-defeating. 

The more intricate previsions of the code, “T call to mind section 302, 
306, among others, have escapes ultimately which depend upon a mo- 
tive not to engage in tax avoidance. 
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Administratively this has resulted largely in unchanneled disere- 
tion with administrative offices rather than judgment on the substance, 

This unguided discretion seems to me unwise legislation and the 
routine use of it which has been common, which seems increasingly 
so, is very hazardous administration. 

Turning to exchanges, reorganization, which is the main part of 
subchapter C, I believe that to form a judgment here we have to stop 
and think why do we tax exchanges of property at all. 

It is fairly clear that the taxpayer receives consumable goods, 
There must be a tax if there is gain, otherwise large amounts of in- 
come would escape taxation. 

But when there is a continuity, any appreciable continuity of invest- 
ment, that does not seem necessary as long as the exchanges continue 
that taxpayer in the relative position. 

The potential gain will be recognized. 

I believe that we can considerably broaden the exchange provisions 
in reorganization, in that way remove deterrents to the optimum use 
of resources. 

My own judgment is that when Congress in 1934 made substantial 
amendment to the reorganization section it took the wrong turn in 
restricting the reorganization provisions—that what is important 
there is that the return on investment shall not be converted into 
capital gain nor in ordinary income, and we must have more carefully 
analyzed base provisions. 

I have tried to develop in the paper a mechanism whereby we can 
separate out securities which represent a return rather than a con- 
tinuity of investment. 

For these we can avoid the capital gain return by employing a zero 
basis for such securities and noncapital asset characterization. This 
would mean that exchange would not be taxed, but the potential of 
ordinary income would be realized when these securities are disposed 
of. 

To protect the revenues on this it will be necessary that noncapital 
assets and basis provisions continue, even in the hands of legatees or 
donees as in the case of section 691. 

The basis adjustments which are necessary are intricate and cannot 
be stated briefly, but basically I think the recognition is that conti- 
nuity of basis should not be an inevitable concomitant of an ex- 
change. 

One example is acquired assets by fixed preferred stock, necessarily 
a voting stock under today’s statute on reorganization, the precedent 
corporation there has necessarily a fixed investment in this property, 
yet the basis will have no relationship to this investment. 

It may be higher or lower; it will have fortuitous gains or losses that 
will never be recognized as a result of this discrepancy in the basis. 

On some other basis, extremes in other areas. 

The third proposal has to do with loss carryovers. It operates on 
the hypothesis of attributing loss on a ratio of basis according to the 
constituent corporations after a reorganization. This cannot be a 
precision instrument, that seems impossible. 

The present provisions with respect to loss carryovers have demon- 
strated their difficulty by the fact that the Treasury has issued no regu- 
lations in 5 years. I believe that this apportionment of loss according 
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to relative assets would simplify the provision, prevent abuse, prevent 
of shell loss corporations, at the same time permit the loss carryover 
in those cases which are generally thought of as legitimate today. 

The Cuarrman. Thank you, Mr. Brown. 

Our next panelist is Mr. Calkins. 

Mr. Calkins, we are pleased to have you with us today, sir, and you 
are recognized. 


STATEMENT OF HUGH CALKINS, ATTORNEY, CLEVELAND, OHIO 


Mr. Catkins. Thank you. 

The question to which I have addressed myself is whether as a part 
of an overall broadening of the tax base it would be possible to 
broaden the tax base somewhat in the area of corporate distributions. 

My conclusion is that a modest broadening of the tax base in this 
area is possible. 

Before commenting on a number of ways in which I think that could 
be done, I would, however, like to emphasize that in my judgment the 
sections of the code dealing with corporate reorganizations, distribu- 
tions, and so forth are not the sections of the code which are fairly open 
to the charge that there has been an erosion of the tax base. 

In general, these sections are tighter now than they have been in the 
past. 

I think it is only in the rare instance that under these sections there 
is what is clearly an avoidance of the kind of taxation which ought to 
be paid. 

I also, perhaps, differ somewhat from others who have appeared 
before you. I think that in general these sections are workable and 
fair. 

In particular I think that the borderline areas in which the appli- 
cation of these sections may be doubtful, or may be arbitrary, are not 
as important in the ordinary practice of corporate financial transac- 
tions in this country as is sometimes supposed. 

In my own practice, the number of instances in which the applica- 
tion of these sections is fairly clear and quite fair have considerably 
outnumbered the instances in which the application is dubious or the 
1 errs seems to be wrong. 

would like to start with the corporate reorganization provisions. 

Of course, the first question is whether, as some have suggested, the 
tax-free reorganization sections of the code should be entirely elim- 
inated or at least very drastically curtailed. 

I believe that woul be a great mistake. 

One reason is the reason that you have so often heard. A 25-percent 
tax imposed on many kinds of corporate combinations and recapitali- 
zations would, I think, discourage a considerable number of quite 
desirable transactions from ever taking place at all. 

But there is another reason that I would like to dwell on a little, 
and this is related to the antitrust laws. 

You have frequently heard it suggested that one of the undesirable 
consequences of the present provisions on tax-free reorganizations is 
that they encourage combinations which are contrary to the spirit of 
the antitrust laws. 
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I suppose there are some instances where that is true, but I think 
it is also true that abolishing those sections would have undesirable 
consequences from the st andpoint of antitrust policy. 

The reason is that in most instances the owners of smaller con- 
panies who want for various reasons to merge them into other larger 
companies are willing to consider two different kinds of transactions 
They are willing to consider a tax-free transaction on w hich they will 
receive stock or they are willing to consider a taxable transaction in 
which they receive cash. 

In general they are not willing to consider a taxable transaction in 
which they 1 eceive a block of not very marketable securities. 

The result is that if Congress should abolish or very drastically 
curtail the tax-free reorganization sections the owners of small busi- 
nesses desiring to sell or merge would tend to look for purchasers who 
would pay cash. In general, in our economy, the purc cant who can 
pay cash are the large and well- financed companies. 

The result would be that the pattern of combinations which we now 
see would be substantially altered. The number of combinations of 
companies which are relatively of the same size would be reduced: 
the number of absorptions of small companies by very large companies 
would be considerably increased. 

Now, while, as I have said, I am not in favor of eliminating or dras- 
tically curtailing reorganization provisions, I am also not one of those 
who believe they should be substantially enlarged. 

In general, I think the income tax works better if it bites relatively 
lightly and relatively often than if it bites rather heavily at the end 
of the road. 

In my experience if the income tax consequences of a transaction 
are very serious indeed, taxpayers will go to extraordinary lengths 
to avoid the income tax consequences. 

I am not suggesting improper lengths, but they will look for loss 
companies, they will make gifts to charity, they will distribute their 
assets among low bracket children or trusts. T think the income tax 
works better when the tax is imposed relatively frequently and not 
too heavily. 

Therefore, I think that exchanges in which there is in fact a sub- 
stantial change in the kind of security which the taxpayer holds are 
a proper occasion to impose a tax. 

For that reason, while I agree with those who feel that the differ- 
ences in the present law between the various kinds of tax-free reorgan- 
izations in the ABC categories should be eliminated, I would elimi- 
nate the differences by bringing all of the sections to a common ground 
which represents a somewhat narrower definition of a tax-free reor- 
ganization than others would do. 

I have elaborated in my paper on what that ground would be. 

There is one other suggestion which is, I think, novel, but which I 
would like to put before you as of possible value in broadening the 
tax base in the area of corporate reorganizations as part of the ov verall 

broadening of the base. 

The analogy which brought this suggestion to my mind is the 2- 
percent tax which, as you know, is now imposed in addition to the 52- 
percent tax on income reported on consolidated returns. 
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I think it is quite remarkable that the consolidated return provi- 

sions have been in the code as long as they have and have not been re- 
carded as an erosion of the tax base. 
’ [ think one reason for this is that taxpayers are required to pay 
modestly for the privilege of filing consolidated returns. The result 
is that they do not do it unless the reasons for doing it are quite com- 
pelling indeed. 

Now, similarly, if you start from the premise that exchanges that 
result in a different kind of security are generally a proper occasion 
for imposing a capital gains tax, but that there ought to be an escape 
because if you impose a 25 percent tax on all these transactions, some 
deserving transactions won’t take place, there is a basis for saying that 
there should be imposed in the tax-free reorganization area as in the 
consolidated return area, a modest kind of fee for the privilege of 
using the tax-free reorganization provisions. 

This could be done if, for instance, Congress were to impose a small 
tax, and I suggest 7 to 10 percent (perhaps, that is a little too high, 
but some modest tax), on most transactions which are now regarded 
as tax free under the reorganization provisions. 

This tax would not result in stepping up the basis to fair market 
value. It would be, as in the consolidated return cases, the kinds of 
fee that the taxpayers pay for the privilege of not paying the usual 
going rate on exchanges. 

The purpose and possibly the effect of the tax would be that in those 
instances where a corporate combination could take place for cash, it 
will take place for cash and only in those instances where the combina- 
tion could not take place at all, were there to be a 25 percent tax im- 
posed, would a tax-free reorganization be used. 

The intention would be that the tax would be small enough that, 
like the 5 percent paid to the broker, it would not discourage the 
transaction from taking place, but it would tend somewhat to tilt 
the scales in favor of the taxable transaction where the taxable trans- 
action was possible. 

Now, I would like to shift for a moment to corporate distributions 
in liquidations and redemption. I think there is no doubt that one 
of the objectives of corporate financial policy today is to avoid the 
extraordinarily high double burden of taxation which results from 
imposing in addition to the 52 percent corporate rate the full pro- 
gressive rate on dividends. 

This results in a very strong tax pressure for companies to reinvest 
their earnings, to finance themselves with debt, and in some instances 
to sell when business considerations would dictate business be 
continued. 

I do not think the tax law ought to dictate business transactions. 

Therefore, I have tried to find a way in which the present extra- 
ordinary pressures toward avoiding this double burden of tax could 
be mitigated. 

In my paper I have analyzed the various ways which occurred to 
me, and I found none of them satisfactory. The method which Mr. 
Lewis will present to you did not occur to me, and I think that might 
be a satisfactory if partial solution to this problem. 

I concluded there was no solution to this problem consistent with 
the broadening of the tax base and that the only way the problem 
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could be even mitigated would be through a reduction in the tax bur. 
den on distributed corporate earnings. 

Subject to my feeling that that kind of reduction is desirable when 
revenue considerations permit and subject to the possible endorsement 
of Mr. Lewis’ suggestion, it seems to me that in general the provisions 
of the present law on redemptions, and liquidations, are satisfactory 
and cannot be changed so as to materially broaden the tax base in that 
area. 

In conclusion, I would like to return briefly to the theme with which 
I started. While I have suggested that there are ways of broadening 
the tax base in this area, I would like to emphasize I do not think this 
is an area in which there has been substantial erosion and, therefore, 
I think a broadening in this area would be fair only as a part of an 
overall broadening of the tax base in other areas as well. 

The Cuatrman. Thank you, Mr. Calkins. 

Mr. Lewis, we are pleased to have you with us today. You ar 
recognized, sir. 


STATEMENT OF JAMES B. LEWIS, ATTORNEY, NEW YORK, N.Y. 


Mr. Lewis. We certainly know, after listening to Mr. Peterson's 
scholarly analysis and the provocative proposals presented by Mr. 
Brown and Mr. Calkins, that corporate profits are taxed twice, once 
to the corporation and then to the shareholder. 

They have dealt almost entirely with the second tax, the one excep- 
tion being the discussion by Mr. Peterson and Mr. Brown of loss 
carryovers. They have dealt with the second tax, on the shareholder. 
I should like to talk about the first tax, the corporate tax. 

A corporation does not pay a tax on its income until it actually 
realizes that income. This principle, as broadened by various provi- 
sions which came into the tax law in 1954, permits a corporation in 
various ways to earn income, various kinds of income, and then, by 
diverting that income to the shareholder, escape forever the corporate 
tax. 

There are three ways of doing this: ' 

First, a going corporation, a continuing corporation, can distribute 
appreciated property to its shareholders. The corporation has 
earned the gain on that property, but by this — it will never pay 
a corporate tax upon that gain. If it instead sold the property and 
subsequently made distribution of the proceeds to the shareholders, 
it would pay a tax and they would pay either a dividend tax or 4 
capital gains tax. ; 

ndeed, not only does the corporation escape a tax by this device, 
but the shareholder tax is often smaller because the gain on the prop- 
erty not only is not income to the corporation, but it does not become 
a part of the corporation’s earnings, and profits, which is, as you 
know, the measuring rod that determines how much of a distribution 
by the corporation to the shareholder is taxable as a dividend instead 
of taxable either not at all as a recovery of the shareholder’s invest- 
ment, or at most asa capital gain. 

Secondly, a corporation instead of selling appreciated property 
can distribute that property to its shareholders, in liquidation. Here, 
also, it pays no corporate tax. The shareholders, of course, pay 4 
capital gains tax. 
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Instead, if the corporation, while it was alive, had sold the prop- 
erty, there would have been a corporate tax and in addition eventually 
4 shareholder tax. 

Thirdly, a corporation after having adopted a plan of complete 
liquidation can sell its property to outsiders, realize the gain on the 
property, but not pay a corporate tax. Upon distribution of the pro- 
ceeds to the shareholder the shareholder pays a capital gains tax. 

Once again, but for the specific rules that permit this there would 
be both a corporate tax on the gain and a shareholder capital gains 
tax. 

This system, it seems to me, may have three defects. 

First, it is fairly obvious that it produces a revenue loss. In this 
area the statute hardly pays lipservice to the supposed double taxa- 
tion of corporate profits. In effect, Congress has sawn off the tailgate 
of the corporate tax wagon. 

Secondly, most of the complexity in the area of corporate liquida- 
tions, sales of property in liquidations and distributions of property 
to shareholders arise out of this technique of skipping the first tax. 
This arises because Congress understandably has been halfhearted 
about the system. As to various types of property and various types 
of distributions, it has been felt that the escape of the double tax is 
almost unconscionable and very complex exceptions have been pro- 
vided for this purpose. 

Indeed, for the four areas I have gone over: the corporate tax on 
the distribution by a going corporation; the effect of that distribution 
on the corporation’s earnings and profits; the distribution by a corpo- 
ration in liquidation; and the sale by a corporation in liquidation— 


when you go through those four statutory provisions you find four 
sets of exceptions, three under the first one, two under the second one, 
one under the third one, and two under the fourth, all different. And 
these are exceptions that are very difficult to define, involving such 
terms as inventory assets and unrealized receivables, themselves not 
satisfactorily defined. 

All of these ee would be swept away with imposition of 


the double tax on these profits by a corporation, not only these ex- 
ceptions, but probably the most difficult provision in the code, the 
so-called collapsible corporate provision, in large part a stepchild of 
this very system of not obtaining the corporate tax. A penalty, often 
an inappropriate penalty, of an ordinary tax on the stockholder is 
exacted by this provision as the price, but exacted by a statute that 
a of us understand and that none of us can predict the applica- 
ility of. 

Thirdly, I think this system produces an inequity between two broad 
classes of taxpayers. People who organize and operate business cor- 
porations and continue the operation, keep the enterprise within the 
family, pay a double tax. The corporation pays a tax and, subject 
to the ability to conserve and reinvest corporation earnings instead of 
distributing them, a privilege which, as you know, is only partial, the 
shareholders eventually pay a tax. 

However, people who, instead, develop businesses and sell them pay 
only a single capital gains tax subject only to their ability to escape 
the club of that very erratic policeman, the collapsible corporation 
provision. 
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There has been a lot of discussion and indeed your committee had 
a day with the question of whether the spread between the ordinary 
income tax rate and the capital gains rate was too great, whether the 
ordinary rate was too high, the capital gains rate too low, where the 
spread was such that the tax law distorts the normal modes of business 
conduct that would be engaged in if the tax law were neutral, 
Whether or not that is true, certainly it seems to me that here we are 
dealing on the one hand with a single capital gains tax of not more 
than 25 percent against a double ordinary tax. I certainly think that 
here we have a spread that is so extreme that it forces sales and 
liquidations where, as a business matter, they are not desirable. 

There are several possible ways of dealing with this problem. The 
one that I have suggested, the one that seems to be the simplest and 
the best, would be to exact the corporate tax on corporate profits. 
If it had not been paid earlier it would be paid when the property 
is sold or when the property is distributed to the stockholder. 

Now, if that were done and nothing more, and when I say that I 
mean if the provisions that came into the law in 1954 pointing in the 
other direction toward the elimination of the corporate tax were 
simply repealed, the situation would be a very unsatisfactory one. 
Because, as things stood prior to 1954, there were methods by which 
some corporations but not all could escape the corporate tax. 

If the transaction was well planned, the corporate tax could be 
escaped. If it was not planned, or there were factors that defeated 
good planning, it could not be escaped. Therefore, if the other route 
is to be taken, the taxation at the corporate level of profits earned by 
a corporation regardless of the method of disposition of those profits 
or the method of their realization, then provisions would have to be 
added to the statute to make everyone conform to that system. 

Lastly, if this were done, and I should add that I think it should be 
considered under an overall revision in which hopefully lower rates 
would result, because I will concede that the double capital gains tax 
that would often result from my proposal at level of over 43 percent, 
which is what the two capital gains tax come to, is a pretty high tax 
on asale. So hopefully, I want you to take this discussion in the light 
of your program of a broader base and lower rates. 

zastly, there are a number of revisions I would endorse that are de- 
scribed in my paper that would lead to an easing of tax hardships, 
easier reorganizations, easier consolidated returns provisions, a de- 
ferment of the tax on the shareholder at the time of liquidation until 
the property is disposed of just as is now provided in the case of a 
partnership, that would ease the burden of double taxation, but would 
do so I think fairly and equitably instead of granting preferment 


only to those who trade or liquidate businesses as distinguished from 
those who operate businesses. 

Thank you. 

The Cuarrman. Thank you, Mr. Lewis. 

I want to again thank each of you for your appearance today and 
your summations of your papers in the compendium. 

I have asked this question of many, many lawyers in the past, 
whether it is possible to actually bring simplification into the area we 
are discussing. It would be desirable, I presume, if we could have 


more simplification, but is it as a practical matter possible to have ad- 
ditional simplification in this area ? 
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Each time we look at it, we come up with more detailed rules in the 
hope of insuring more equity and preventing tax avoidance, do we 
not ! 

Mr. Peterson. That certainly has been the experience 

The Cuamrman. Mr. Peterson, what is needed, additional rules, de- 
tailed rules or an overall effort in another direction, trying to bring 
to it a degree of simplification which is not there presently ? 

Mr. Pererson. I certainly would be in favor of simplification if it 
could be achieved, but it seems that when we study these things—I 
think that was the experience of the advisory group, that when we at- 
tempted to proceed along broader and simpler lines, and began to con- 
sider all the possible fact situations that could arise, we ‘seemed al- 
most inevitably driven into the type of particularization which we 
have had in the past. 

As a matter of fact, I think the original reorganization provisions 
were a great deal simpler than they have since become, but so many 
sins were committed under them that in 1934 it was considered that 
perhaps they should be abolished. They were not abolished, be- 
cause of various considerations which have been mentioned, and whic h 
were mentioned in the then current committee reports. As a matter 
of fact, an even more particularized set of provisions was provided. 

I think perhaps that judicial experience since those early days may 
make simpler provisions, more general provisions, possible now than 
were thought to be possible at ‘that time, but the tendency has cer- 
tainly been toward greater particularization in spite of the fact that 

he goal when one started to work on those provisions was simplifi- 
cation. 

The Cuatrman. What I had in mind is this: If we endeavor to 
bring a high degree of simplification to subchapter C, do we run the 
risk of vetting back to just where we were with respect. to sube naeees 
C being used essentially for tax-saving reasons and thus for tax 
avoidance ? 

Mr. Cautxrns. It seems to me that the important point to keep in 
mind on the issue of simplicity is not the clarity of the code as 
applied to the borderline case, but the clarity of the code as applied 
to the usual case. 

The Sherman Act is a model of simplicity, but it is terribly diffi- 
cult for lawyers to apply because unless you have read all the cases that 
are reported under it, you don’t know what it means. Similarly, the 
old provisions on redemption were very simple, but they were very 
dificult to apply, particularly by lawyers and accountants who did 
not have a vast experience in tax law and had not read all the cases. 

I personally feel that the drafting technique which is eens 
by 302 is a very good one; namely, the code spells out the area in 
Which the tax results are perfectly clear and readily caren for 
anybody who reads the code. Then it also provides an area for those 
who want to venture into it where, if you really understand the cases, 
you can advise your client intelligently. 

I think that is good drafting “because that means that accountants 
and general prac titioners who are not terr ibly familiar with the cases 
can advise their clients. 

The important part of carrying on business under the tax laws 
today is not those situations which are doubtful and end up in court, 
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but it is whether or not people who are in business can came to their 
advisers and say we want to do something, we want to buy a com. 
pany, we want to redeem some stock, we want to do something. How 
can we do it in a way in which the tax results will be perfectly certain 
and will give us the results we want? 

The present tax law in a great many instances outlines the ways in 
which those transactions can be done with absolute certainty. Of 
course, it results in more words in the Internal Revenue Code, but I 
don’t think that is a real disadvantage. Therefore, I would answer 
your question, Mr. Chairman, by saying that in general I do not think 
that simplification of subchapter C is possible, if what you mean by 
simplification is brevity. 

I think a brief subchapter C would be a terrible tax law. I think 
some of the uncertainties of tax laws that other countries get into 
where they have not elaborated on these provisions is a good iJlustra- 
tion in point. 

I do think there are areas such as collapsible corporations where 
simplification is absolutely essential because that provision is incom- 
prehensible to the people I am talking about who try to practice under 
it. 

With those exceptions, generally I think recently Congress has 
taken the correct path in elaborating in more detail those trans- 
actions on which the tax results would be absolutely clear. 

The Cuatrman. Mr. Brown. 

Mr. Brown. Mr. Chairman, you have almost no option really be- 
cause I think this statute is getting so topheavy it will collapse of 
itself if we articulate it further. 

I do feel that to make changes you have to go back and make recon- 
siderations of your basic premise. You add intricacy when you try 
to develop and balance out and refine the provisions. 

As Mr. Calkins referred to the collapsible corporation provisions, 
it seems to me Mr. Lewis has given just the type of radical approach, 
if I may use a bad word, but only when it ‘patents a rethought ap- 
proach, to handle what has seemed a perfectly intransigent problem. 

It seems to me Mr. Lewis’ proposal has possibility for handling 
the collapsible corporation problem. I find almost equal difficulty, if 
not comprehension, of finding equity application in a number of other 
considerations. 

Mr. Calkins has referred to 302. My difficulty with 302 is that the 
area of certainty there seems to accomplish very little and it adds, 
by the attribution of those particularly and the exceptions, an area 
of vast uncertainty to application. There are intermediate stages in 
this particular area. 

For instance, instead of the formulations of 302 as opposed to the 
115(g) which simply said anything equivalent to a dividend, a statute 
could be drafted, in fact one has been drafted, which moves « little 
beyond the old 115(g) by instructing judges and administrators what 
elements they should take into account. 

I believe that really the operating provisions of 302 are still in 
the area of judgment and uncertainty. I believe it is quite possible 
not to have a simple statute but to have more generalized provisions 
which would eliminate the growing inequities which seem to me to 
be multiplying in geometrical projection under the existing statute. 
I believe this not only possible, but if I may say so, necessary. 
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The CHarrMAN. Mr. Lewis. 

Mr. Lewis. I certainly agree with Mr. Peterson and Mr. Calkins 
that the provisions in the income tax law as to corporate distributions 
and adjustments cannot be made as simple as the Ten Commandments. 
If they were they would be a very bad law. 

Although I do not approve of everything in the highly articulated 
provision in this area of the _ 1954 code, certainly the Treas- 
ury’s experience with life under the corresponding provisions under 
the 1939 code was no bed of roses. There were great morasses of 
uncertainty. I think many of the more highly articulated provisions 
we now have are a distinct improvement over the earlier briefer 
law. The problem here is not that the statute is complicated, but that 
the subject matter is complicated. The area of business life you 
are dealing with here is complicated in its nature. Therefore, Con- 
gress should not be criticized because it has to write long provisions 
that are hard to understand. It is dealing with a most complex 
area of corporate finance and so forth. 

I think what we have to distinguish is not complicated law and 
simple law, but bad law and good law. One cannot develop a general 
rule and apply it to all these situations. In the term “reorganiza- 
tion,” which is one of the most complicated provisions in all of sub- 
chapter C, obviously you need the most meticulous elaboration; you 
mr more words rather than fewer. In the collapsible corporate 
provision, you need something new which I think would produce 
fewer words, not more, certainly more understandable words. The 
highly intricate provision that you now have to cover stock redemp- 
tions, to determine when distribution of dividends are stock dividend 
and when capital gains—there I would go back to the simple provision 
and turn a great deal of authority over to the administrators. This 
isa matter of judgment. 

In each case you have to decide which produces better results, 
fairer results and not reject an approach merely because it is hard 
toread. You are writing here for sophisticated people. 

The CHatrMan. Gentlemen, without passing judgment on whether 
we should or not, would a lower corporate rate and no special provi- 
sions for taxing corporate capital gains make it possible for subchap- 
ter C to be more intelligible? 

I am sure that to this panel it is completely intelligible, but I must 
say, after having looked at it for some time and wading through it 
with an advisory group of which Mr. Peterson was a member, it is not 
intelligible to me yet. 

Mr. Brown. You say no special] provision, Mr. Chairman? 

The Cuarrman. That is right, no special rule for the treatment of 
taxing corporate capital gains. 

Should we have a lower corporate rate and no special rule for the 
taxing of corporate capital gains? 

Could we then have a subchapter C that is more capable of my 
understanding ? 

Mr. Lewis. You have to divide subchapter C into halves, one half 
as big as the other. 

The Cuatrman. I know we divided it into 12 parts. 

Mr. Lewis. About half of it is concerned with the question of 
ordinary income as compared to capital gain, and about half of it is 
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devoted to the question of income against no income at. all, that is the 
tax postponement provisions. 

The Cratrman. Actually, does it not divide up this way: Without 
certain provisions in subchapter C that convert ordinary income int 
capital gain, that would be ordinary income. Then, the other part of 
subchapter C deals with the situation of the abatement or elimination 
of any tax with respect to certain types of transactions. 

Is that right? 

Mr. Lewis. That is right. 

The Cuairman. Now, in reaching conclusions as to how we do that 
under these intricate rules, I sometimes get lost in the maze of mis- 
understanding and the cloudiness of the language of the particular 
rules. 

What I am getting at is, could we adopt a more intelligible working 
set of rules and principles in subchapter C and perhaps bring to it a 
degree of simplification that is not there now if it were possible for us 
to lower corporate rates and it were possible for us to have no special 
provision for the taxation of corporate capital gains? 

Mr. Lewts. If you ask me only to answer your question, the answer 
would be “Yes.” 

The Cuarmman. I am not suggesting that we will be doing it, but 
if it did develop we could lower corporate rates and do away with 
this special rule for treatment of the taxation of corporate capital 
gains, then we could accomplish this? 

Mr. Lewis. Yes. About half of the subchapter would wither away. 

Mr. Brown. Mr. Chairman, I am afraid I must dissent from Mr. 
Lewis’ statement there. 

I tried to canvass it in my mind. The area of capital gain versus 
ordinary income pressure in subchapter C seems to be minimally on 
the corporation. It seems to be entirely on the stockholder. 

Mr. Lewis. I took Mr. Mills’ question when he said corporate capi- 
tal gain to mean capital gain in the stockholder area as well as to the 
corporation itself. 

The Cuatrman. I think it would be necessary that that conclusion 
be reached by the panel from my question. 

Mr. Brown. You include stockholder transactions as well? 

The Cuarrman. That is right. 

Mr. Lewis. Then I thoroughly agree with Mr. Brown. 

Mr. Pererson. I was going to make the same point as Mr. Brown. 
I thought you were confining the elimination of the difference to the 
corporate level and I was about to make the same remarks as Mr. 
Brown, and also to point out that that was true prior to about 1942. 
There was no special capital gains rate applicable to corporations and 
also, except for the wartime tax rates, the corporate rates were low. 
Yet we have had to have reorganization provisions from the begin- 
ning. 

We have also had to have bail-out provisions, that is, the 302 type 
of thing, because the differential we were concerned with was at the 
shareholder level. 

I find it a little difficult to appreciate how we could get the rates 
low enough at the individual level so that we could eliminate the 
problem there. It would in effect be saying that dividend income 
should not be taxed at any more than the capital gains rate. 
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Mr. Lewrs. I share this difficulty, which is why I answered by ac- 
cepting the question without examining the difficulties in achieving 
the result on which the question was based. 

Mr. Pererson. Of course, generally speaking, I suppose one could 
say if the tax rates were reduced, the penalties that would be suffered 
through increased taxation of business transactions would be less 
severe, but as a practical matter we would have just as great a need 
for these provisions as we do today. 

The Cuatrman. Mr. Calkins, I guess you agree, accepting the prem- 
ise of the question. 

Mr. Catxrns. I am sorry, I did not understand what the premises 
are. Istill don’t understand what the question is. 

The Cuarrman. What I was trying to find out was whether or not, 
at least from my point of view, subchapter C might be more intelli- 
gible or understandable as to what we might be able to do with it if it 
were possible for us to lower the corporate rate and to do away with 
the special rule that we have for the taxation of corporate capital 
gain. 

Here is what I am thinking about. There was a time in tax law 
when we had no special provision for the tax treatment of corporate 
capital gains. The rate of tax was low. 

Mr. Catxrns. I do not think you could simplify subchapter C 
by reducing the tax rates applics able to corporations as long as the 
basic difference is left at the shareholder level between the capital 
gain 25 percent or so of tax imposed on shareholder’s sales of stock, 
or if he turns them in for redemption, and the progressive rates on 
dividends. 

The Cuatmrman. I was impressed, Mr. Calkins, by your observation 
that many business transactions are made after very careful con- 
sideration of tax provisions. 

[ am sure you were thinking in terms of tax provisions of sub- 
chapter © when you made that statement, and I am sure that is true 
and the tax law itself may well cause some action to be taken by 
business that would not be solely dictated by the so-called signals of 
the marketplace. That is true, is it not? 

Mr. Catxtns. That is true. 

The CHarrman. Let me ask you and the other members of the 
panel whether or not we might infer from this condition that we just 
described that existing provisions of subchapter C encourage mergers, 
reorganizations, and so forth for essentially tax saving reasons. 

Mr. Catxrns. Yes, sir; they do. 

The present pattern of tax planning in small business is as follows: 

People who start a business that they hope will be profitable will 
incorporate with as modest amount of stock as they can and borrow 
as much of the required funds as they think tax considerations will 
permit. 

They operate the business until such time as they have paid off 
their debt and they have accumulated the $100,000 which is permitted 
under section 531. They then necessarily consult their tax advisers 
as to what they should do now. 

The tax advice is “vou must either grow or you must distribute your 
earnings as dividends which will be taxed frequently at high rates, or 
you must sell.” Those who are so minded and are in a business in 
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which it is possible will grow, and many of those who are not in that 
position will sell, either by a tax free merger into some other company 
which is in a position to absorb the earnings by growth or by a sale 
which will produce capital gain. 

This is the problem to which Mr. Lewis’ suggestion was directed. 

I think Mr. Lewis’ suggestion is an excellent partial solution to the 
problem. It runs into several difficulties. One of them is that it 
would make the cash sale quite expensive and therefore would very 
substantially tip the scales in favor of the tax free kind of measure, 

I am not sure that Mr. Lewis’ suggestion would in fact increase 
revenue very much because while there are now quite a significant 
number of cash sales of businesses, were his suggestion adopted I 
think a large number of the transactions which are now cash sales 
would turn out to be tax free reorganizations. 

The Cuarrman. Mr. Brown? 

Mr. Brown. Mr. Calkins has answered your question “Yes,” and 
without real basic disagreement with him, I am going to answer it 
“No” and then elaborate. 

I don’t think that subchapter C encourages mergers so much. I 
think it is the gap between the capital gains rates and ordinary 
income. 

Subchapter C furnishes a mechanism whereby that gap can be used 
very profitably, but if you did not have the great pressure on the 
capital gains provision today, if that disparity were less or nonex- 
istent, I don’t think you would find subchapter C alone encourages, 
rather, it is being passive, shall I say, with respect to merger. 

The CHatrman. Let me see if my understanding is right. True, 


we have one rate structure that treats the eee income of a corpo- 


ration. True, we have a special rule that treats the gain from sale or 
exchange of a capital asset, but do we not find within subchapter C, 
itself, those elements which in particular circumstances bring on one 
of these different treatments in lieu of the other, and that on that 
basis, Mr. Calkins’ “yes” might be right, that really what you are say- 
ing is yes, rather than no in answer to the question. 

Mr. Brown. I am saying that subchapter C certainly gives opportu- 
nities. 

The Cuarrkman. That is what I had in mind. 

Mr. Brown. This is one of the things my paper is agreed to, 

The Cuarman. I wanted to be sure that I understood you. I am 
sure I understood your paper in the compendium because I thought 
you were reaching the same conclusion. 

Mr. Peterson, do you have any comment? 

Mr. Pererson. No, I don’t think so. 

The Carman. Would your answer to the question be “Yes”? 

Mr. Pererson. I think “yes” in a very limited area. I think gener- 
ally speaking I would answer “no.” 

I might add that I think the estate tax has also led to absorption 
of small family corporations by large corporations when the owners 
are getting along in years and are faced with the prospect of dying 
and not having realizable assets. 

I think that subchapter C makes it possible to take these steps, 


but I don’t know that subchapter C is the motive or the induce- 
ment. 
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But there are areas like corporate divisions which are more capable 
of abuse. Those are areas which we feel should be corrected. 

The CHatRMAN. What puzzles me is this: if certain action is taken 
by business within the overall area of subchapter C that is not con- 
sistent with the signals of the marketplace, how can we avoid the 
thought or at least the possibility that the action is taken essentially 
for purposes of affecting the tax? 

Mr. Lewis. Mr. Chairman, may I return to your earlier questions 
for just a moment, please. I also would answer it primarily no, as to 
the effect of subchapter C on mergers. 

I would agree with Mr. Peterson and Professor Brown for this 
reason, and I am using merger now not in a technical sense, but in a 
loose sense of business combination, two businesses uniting under one 
ownership. I think that what fosters that is the 25 percent tax rate 
on sales of stock as compared to the heavy tax rate on dividends. 
That tax rate on stock sales and the tax rate on dividends is not a part 
of subchapter C. Basically, it is those provisions outside of subchap- 
ter C that drives people to sell businesses other than to operate them. 

Now, having said that, let me add that subchapter C gives addi- 
tional inducements, but I consider them marginal. It makes the 
sale of stock at a capital gains rate more attractive because it permits 
the purchaser to get a new basis for the underlying assets. It also 
provides alternative techniques for disposing of the business and 
getting a capital gain and it also permits the disposition under some 
circumstances to be entirely tax free, but I think its effect is marginal. 

I think the primary provision of the tax law that encourages 
sales is the spread between the rate of tax on capital gains and the 
rate of tax on dividends, which is outside of subchapter C. 

The Cuarrman. Let us look at a case where you can go either out- 
side or you could go under the rules of subchapter C. 

Iam sure that you have thought about the problems that arise from 
the purchase of a corporation which has large unrealized losses. The 
corporation’s business assets may have proved up to this point un- 
ee and they may be worth far less than their basis. If these 

usiness assets were sold, and they would be section 1231(b) assets, 
large losses would, of coure, be created under existing law. For the 
business owners to get some tax benefit from these unrealized losses, 
they might have difficulty under section 382 if they first sold the assets 
creating the loss and then tried to sell their stocks in the corporation 
and get some compensation for this loss carryover. The stock of the 
corporation, however, could be sold while it still owns these high-basis, 
low-value assets. The loss would then be created after the stock 
has been purchased and section 382 would not come into operation. 
How do you think the statute should deal with this problem or should 
it be dealt with at all? 

Mr. Lewis. It is not going to be very helpful for me to say it is 
avery difficult problem. 

The Cuarrman. I know it is. I want to get your suggestions. 
You have given some very fine suggestions this morning in one area, 
worthy of our very careful consideration. 

Mr. Lewis. What I would recommend in these loss situations, 
Where people can buy stock and get the kind of loss you are de- 
scribing and other losses, is to retain the policing provision that was 
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enacted in 1943 which threatens the use of those losses, indeed denies 
them, where the principal purpose of the acquisition was tax avoid- 
ance, but where the transaction was genuinely business motivated 
permits the losses to come over to the new owners. 

I will agree that this srovision has yielded some unexpected re- 
sults and that the Tax Som: particularly has not applied it ve 
wisely, but I think the provision ultimately will yield reapectabh 
results. I would stay with it and hope that a more vigorous admin- 
istration of it would separate the bad cases from the good. 

I would eliminate the mechanical rules that came in in 1954, the 
so-called section 382 which tried to strike at this area without refer- 
ence to motive. I think it is an area where you have to look to motive 
to judge good cases from the bad. 

I would not suggest the adoption of the mechanical rule with all 
due deference to Mr. Peterson’s views that has been suggested by the 
advisory group. 

I think this problem has to be left to the administrators and the 
courts to police. 

The Cuatrman. Is it really motive we are after? If the Internal 
Revenue Service should reach the conclusion that my motive is one 
thing and your motive is another, but we both do the same thing, ac- 
complish the same results, then should we not receive the same benefit! 

Mr. Lewis. I think this is an area in which you have to compromise 
between two schools of thought, either of which has something to be 
said for it. 

One schools says that the large corporation can run loss divisions 
and average them against profits, can enter into new enterprises and 
write off the losses against its profitable operations. 

But if the tax law forbids the sale of stock of loss corporations or 
other dealings in loss enterprises, people who are not already in 
business are discriminated against. If they undertake something and 
it fails, they cannot get anything from the Treasury for it. To per- 
mit their stock to be sold puts ‘them on the same basis as the large 
corporation that can go into the new endeavor. That is one school 
of thought. 

The other school of thought is that the really bad case, where you 
have simply a shell corporation with nothing left but a loss being 
sold, shocks the conscience. After all, we have a system of self- 
assessment and bad cases of that kind destroy taxpayer morale. 
Therefore, you have to have something to guard against those cases. 
I think there is something to be said for that school of thought. 

Now, unless you are going to destroy one premise or the other, you 
have to find a compromise. I think a compromise, based on motive, 
is about as good as you can do. Any more mechanical process for 
reaching results by disregarding motive is going to destroy something 
that is good in the thought of ‘the one school or that of the other. 

The Cuarrman. Mr. Brown, let me see if I understand your sug- 
gestion with respect to the treatment of preferred stock. 

As I understand from your paper, you would let preferred stock 
be received tax free, as and ordinary asset having a zero basis if the 
recipient retains a common stock interest, but you would not do so if 
the man gave up his common for the pr eferred ; is that right? 

Mr. Brown. That is correct, sir. 








Th 
comn 
comn 

Ha 
insur 
rema 

Mi 
whol 

TI 

M: 
tions 

in e' 
emb 
reor: 

Ay 
an a 

Tl 

righ 
M 
actic 
orga 
M 
I 
viev 
that 
stoc 
pro] 
B 
equi 
and 
T 
of t 
tion 
L 
ope 
cee. 
sinc 
wol 
S 
elin 


bey et bet oe 


tee 
of | 
not 

} 


Say 


INCOME TAX REVISION 891 


The CuarrmMan. Thus, as I understand, a man could give up all his 
common for preferred and the preferred would be a capital asset as his 
common stock was. 

Having done this, could he not sell some of the preferred stock to an 
insurance company and then, in a second recapitalization, exchange his 
remaining prefer red back into common stock ? 

Mr. Brown. That is quite possible, Mr. Chairman. If you have a 
wholly owned corporation. 

The Carman. A closely held corporation. 

Mr. Brown. Except for the fact that the whole reorganization sec- 
tions are now tied together with the concept of plan and this is vital 
in every reorganization transaction that I know of, what the plan 
embodies, and if we abandon the reference to the plan then the whole 
reorganization section, I think, fails, 

Again, this is a matter of administration. It is not possible to have 
an accounting basis. 

The CuatrrMan. How can we follow your suggestion and not be 
right back in the Chamberlain case? 

Mr. Brown. The second transaction is part of the planning trans- 
action. Then you have a clear-cut dividend. This is true in all re- 
organizations. 

Mr. Pererson. May I make one remark here? 

I would suppose that that would be bad from the policy point of 
view only if it were an overall plan involving all the shareholders 
that participated in it so that when they converted their preferred 
stock back to common stock they would still be the owners in the same 
proportion as they had before. 

But if only one of them got it it is the same as though he sold the 
equivalent percentage of his common stock to the insurance company 
and no one has suggested that that ought to be treated as a dividend. 

The Cuatrrman. Let us look at the moment to the operating losses 
of the corporations which have gone through total or partial liquida- 
tion, or insolvency. 

Let us take the example of a corporation that is insolvent, has an 
operating loss of $4 million. In a State or Federal insolvency pro- 
ceeding its debts are scaled down by $6 million. No income results 
since the corporation remains insolvent. That would be the case; 
would it not? 

Should not the operating loss in that kind of circumstance be 
eliminated ? 

Mr. Brown. I would tend to say yes to that. 

The Cuarrman. Would that be the thinking of all of you? 

Mr. Carxrns. Yes. 

Mr. Peterson. That would be my inclination. 

Mr. Lewis. I would think so. 

The CuHatrman. Mr. Brown, under your suggestion to the commit- 
tee in your paper, losses would be allowed in proportion to the basis 
of assets acquired rather than in proportion to the value, would they 
not ¢ 

Mr. Brown. Yes. 

The Cuarrman. If two corporations have assets of equal value, 
say, $500,000, a greater loss can be carried over from one that has a 


$1 million basis than from the other if its base is $200 000; is that not 
true ? 
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Mr. Brown. That is correct, sir. 

The Carman. Does not a large depreciation in business assets 
compared to basis tend to show a dying business, or give rise to the 
thought that in one of the cases the business might be dying on the 
vine. 

Mr. Brown. That is quite possible; yes, sir. 

The Cuarrman. Then is your suggestion contrary to the policy of 
preserving the losses only in cases of business likely to continue? 

Mr. Brown. I think not. 

Of course, if the debt continues, why, the losses won’t be of much 
use anyhow because there will be succeeding losses. I recognize that 
there is a possibility that loss may come after reorganization rather 
than before in which case it will be more useful than it would be 
otherwise. 

There are two answers to this. One is that maybe one you have 
to accept to get a workable system. 

So far as I know, there is none that has eliminated all the possibili- 
ties. 
Although I am very reluctant to insert motive very heavily into the 
statute, I would preserve section 269 perhaps as a guardian. I don’t 
know that I would want to see it expanded in its operations as 
rigorously as Mr. Lewis presented, but I would present it for the 
aggravated case. 

The CHarrman. Mr. Calkins, in your paper, when you touch on 
the question of the relative size test in reorganizations and suggest a 
1 to 8 ratio, do you do that to make it more difficult for an individual 
who has built up a profitable business to dispose of it to a large corpo- 
ration? Isthat the reason for the suggestion ? 

Mr. Carxrns. Primarily the reason is that I think the justification 
for the tax-free provision is not applicable where there is a very large 
disparity in size. 

If the company is buying another which is only one-eighth its size 
it is almost certain to be able to pay cash. Therefore, I don’t think 
there is the justification for the tax free provisions that there is in 
the instances of smaller companies acquiring others, 

The CuarrMan. Would the suggestion actually, since the require- 
ment for payment of cash would be involved, make it less likely that 
an individual would sell? 

Mr. Catxrns. To some degree it would. 

The Cuarrman. You think that would be carrying out the public 
policy against the merger of interests ? 

Mr. Catxrns. Yes, I think it would. 

The CuarrMan. I am intrigued with your suggestion as a means 
of deterring merger. 

Mr. Cauxrns. As you know, a similar principle has been sug- 
gested before, with a 1 to 4 ratio. I think the 1 to 4 ratio is a little 
too small. 

The Cuarrman. Mr. Peterson ? 

Mr. Pererson. I think a quantum test has also been justified on & 
conceptual basis. For example, if the U.S. Steel Corp. were acquir- 
ing the Podunk iron works some people might regard it as basically 
a sale because the inteerst of the old Podunk iron work shareholders 
was so radically changed that you could hardly say that they had had 
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merely a change in the form rather than in the substance in their 
investment. LEY? 

The CuHatrMAN. Are there any constitutional limitations on tax- 
ing a corporation on the distribution of income? 

Mr. Lewis. I would say no, there are none. 

The Cuarrman. In reaching that conclusion, have you thought 
of the terms of the General Utilities case? 

Mr. Lewis. Yes, I think General Utilities was essentially a case of 
statutory interpretation rather than a constitutional interpretation. 

The CuarrMAN. Does anyone else have a comment? 

Mr. Brown. I would agree with that. 

Mr. Pererson. I certainly would with the present court. 

The Cuarrman. Are there any further questions of these gentle- 
men 

Mr. Foranp. Mr. Chairman, I am sure that every member of this 
committee knows of my interest over the years in the question of 
abuse of the carryover of losses and some of the panelists have re- 
ferred to that this morning. Particularly Mr. Brown, I note, had 
something to say about their allowing losses according to assets, or 
something to that effect. 

I wonder if any of you have given some thought to the ample 
evidence that exists that there is a social basis that should be taken 
into consideration in some of these cases. I refer particularly to the 
case of a corporation buying another corporation for the sake of 
getting the benefit of loss carryovers, liquidating the plant and throw- 
ing people out of work. 

Now, that has happened in many instances in my own State of 
Rhode Island. I have in mind, for instance, the Textron situation and 
the Botany Mills cases of that sort. 

I notice Mr. Peterson had something to say here in reference to 
this very question. He winds up, in his paper, on page 4: 

“Tt is clear that something must be done.” 

I amagine that applies to the point I am trying to raise now. 

Is there not some way that we could write legislation that will take 
care of cases of that sort where a corporation Sor the sake of getting 
the benefit of the carryover of loss, purchases another corporation, 
liquidates it, and throws people out of jobs as coldbloodedly as has 
been happening right along. 

I think we ought to find a remedy somewhere . I am hoping you 
members of this panel might be able to come up with some suggestion. 

I am ready for comments from any of you who may care to 
comment. 

Mr. Persrson. I think that the requirement that the advisory group 
report sought to introduce, that of business continuity, would cer- 
tainly have a bearing in that direction ; that is to say, if you are buying 
a loss and intending to get rid of the business, you can’t benefit from 
the loss. You have to justify your right on the ground you were 
buying a business that you were going to continue to operate. 

That would certainly point in the direction you have in mind. 

Mr. Foranp. Definitely in the right direction; I agree to that. 

Mr. Pererson. I think under existing law, under section 382, that 
purpose is not achieved. In 382(a), which deals merely with changes 
in stock ownership, there is a requirement of business continuity, but 
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in 382(b), which deals with reorganization transactions, that re. 
quirement is not present. 

Mr. Brown. As I understand your case, sir, and I am aware of 
some instances 

Mr. Foranp. You come from close by, I know. 

Mr. Brown. I come from close by. I believe this is not so much 
carryover. ‘This is usually the transaction after acquisition by merger 
or otherwise. It is perfectly possible, it seems to me, and we have 
other limitations on losses, capital losses, it is perfectly possible, if 
the committee and the Congress should feel it desirable, simply to dis- 
allow loss on plant and equipment or a substantial part of the real 
estate within a stated period after reorganization. 

Mr. Foranp. You mean unless they carry on the business for a given 
period they would not be given the benefit of these losses ? 

Mr. Brown. This is a loss that has been taken after the acquisition 
and it is perfectly possible to have flat limitations on that. 

The idea which I suggested would, I think, give the financial limi- 
tation if the loss took place before, but that I believe is rarely the 
transaction concerning which you have worries. 

Mr. Foranp. Mr. Calkins? 

Mr. Cauxrns. I have nothing to add. 

Mr. Foranp. Mr. Lewis? 

Mr. Lewis. I don’t believe I have anything to add to what Mr. 
Peterson and Mr. Brown have said. I did suggest earlier that I 
thought motive was the key to what should be done. I can see room 
for disagreement. I would think that undoubtedly you and probably 
Mr. Peterson and Mr. Brown would put in such a test. 

Mr. Foranpv. Do you agree that if we would apply a limitation for 
a period of time of operation as a sort of dividing line, that that would 
be a good thing ? 

Mr. Lewis. It is very hard to say. 

Mr. Foranp. That would more or less determine whether or not the 
motive was to just simply get the benefit of the loss carryover or 
whether there was intent to continue the business. 

Mr. Lewis. Clearly it would do that. It would have a very decisive 
effect on the type of transaction you have been discussing. 

Mr. Foranp. Thank you very much. 

Mr. Cuarrman. Mr. Mason. 

Mr. Mason. Mr. Chairman, in other fields of taxation outside of the 
corporate field, we have come to the general conclusion that if tax rates 
were lowered that many of the complications and headaches and pro- 
visions that have crept into the code to soften the impact of the high 
tax rates would be done away with, many, if not most. 

But I gather from the testimony today that in this field maybe some 
would be done away with, but many or most would stay there. Is that 
correct? These complications and provisions that have crept into the 
code to soften the impact of the rate; is that right? 

Most of you would agree that you cannot take too many out. 

Mr. Lewis. That is correct, sir. 

The Cuarrman. Mr. Baker? 

Mr. Baxerr. Continuing Mr. Forand’s line of inquiry, with which 
I am in agreement, how would you determine whether the business 
was being continued or not ? 
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It could depend entirely on retention of a physical plant of the 
acquired corporation because, surely, there would be some reason 
for buying that rather than just obtaining the tax loss. 

A line of products might be eliminated physically where the manu- 
facturer X corporation, intended to produce the acquired corpora- 
tion products in its own plant in the course of which certainly some 
employees would lose their jobs. 

Where would you draw the line? That is what I am driving at. 

I know what you are talking about, Mr. Forand, because I know 
some corporations have bought where part of the reason was to obtain 
the tax loss. 

Have I made myself clear on that ? 

Mr. Brown. I believe so. I think Mr. Forand’s inquiry related 
to the case where the tax loss was at least the substantially con- 
tributing motive to the transaction. 

I suppose there is nothing in the Revenue Act we could change 
one way or the other, if, say, for purposes of greater efficiency you 
continued the operation, but in a combined plant. 

The tax considerations would be minor, the social considerations 
might be just as serious as the other. 

But I see limited operation for the Revenue Code in that situation. 

Mr. Baker. I was going a little further on the thought you sug- 
gested, that the test would be if a corporation continued for less than 
a year’s time that the tax loss would be completely disallowed. 

How would you determine whether they continued or not. How 
would you write a legislative definition ? 

Mr. Brown. I am afraid with some thought to section 382, now, I 
would veer away from that. 

Mr. Foranp. Let us get this point very clear. What I am referring 
to are these corporations who purchase for the sake of getting the 
loss, not to consolidate the operation, but rather, to liquidate the 
plant, sell the machinery to some other outfit, sell the real estate to 
some other outfit, just close this out and in a comparatively short 
time even though they may have transferred some of the operations, 
asmall amount of it, in order to get the label so to speak, the trade- 
mark, and then close down even the operation that had been handling 
this particular product. This seems to be a deliberate move simply to 
get the benefit of the tax loss carryover. 

I am not talking about a legitimate operation where there is a 
combining of merging of the operation and it continues. 

But we have deliberate examples in New England of just what I am 
talking about. 

Mr. Baxer. Could you put the burden of proof on the taxpayer to 
establish that the acquisition or consolidation was not for the purpose 
of acquiring the tax loss? 

Mr. Brown. I feel unhappy to see that type of provision. 

Mr. Baxer. It would be hard to interpret? 

Mr. Brown. Yes. 

Mr. Baker. You cannot put it really on just selling the physical 
Plant, though. You cannot expect a corporation to retain an old 
physical plant and continue to operate in that other plant in order 
to get a tax loss, sell the physical plant, put it out of business and take 
the tax loss. 
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I would think there would be few instances where it would be 












































that clear. Am I right on that, or not? ; 1 
Mr. Brown. There may be few, but there have been some very wT thi 
important instances where that has been done, sir. 'E d s 
Mr. Baxer. There is nothing in existing law to prevent taking the = et ' 
tax loss then under those circumstances. _ oe 
Mr. Brown. Not at present, except section 269 would come in in an — < 
aggravated case where the acquisition was for the purpose of acquir. f . -n 
ing the loss. 2 a 
I accept that as I said, as a policeman presently existing and | i de 
would think it unfortunate if that were extended. 7 tl ‘ 
Mr. Baxer. This practice arose during the days of the excess profits f om 
tax. In many instances they were people who had the financial means T2.. 
to buy this little corporation that had the tax loss and they could 7 . 
afford to pay just for the tax loss, itself. I think that is the instance Mr | 
that Mr. Forand is referring to. Calkin 
There was much more incentive than there is now and perhaps aaa 
people have learned they should not be so open about it. mT ce 
I think it is a field that I think needs solving. I am wondering how § . Is. 
you can write an out-and-out definition to do it. ; ‘ei a 
Mr. Pererson. It is perfectly clear that to spell out a requirement ileal 
of business continuity is a very difficult matter. It is easy to say you Le x 
are going to impose the requirement of business continuity, but how pt 
to fine it—you cannot straitjacket them too much, you have to leave § yonr ; 
some room for them to rehabilitate the business. i 
Whether it could be successfully done, I don’t know, but I think 7 
some forward steps could be made. a 
I don’t have any pat phraseology to offer. It is an extremely difi- fee 
cult question. "C a 
Mr. Baker. Mr. Lewis? ‘i sie 
Mr. Lewis. On our specific question about how you can tell when a 
a business has been iascatiniel. Internal Revenue has been working thee ; 
with that problem for 5 years. There is now a provision in the income ae 
tax law that when 50 percent or more of the tock of a corporation held ite 
by the 10 principal stockholders has been purchased, and a business Wl 
has been discontinued, the net operating loss is disallowed. toned 
For 5 years they have been trying to determine what is a business f jnatoc 
discontinuance and what is not. I am sure the rest of the panel and Mr 
other practitioners keep meeting this question and find it hard. The § Ajooy 
1954 committee report said, rather oddly, that a business is discon- § the ¢ 
tinued if it moves from one city to another, which is a little strange. J prob] 
It is not discontinuance in the dictionary sense of the term. holdes 
I have asked Internal Revenue, is a business discontinued if it moves § yy. 
from 14th Street to 7th Street, or vice versa. They tell me that, a8 J pyooy. 
they read the provision, it is not, unless that 7-block move means 4 O me 
change in its character as well as location. If somebody were to buy § to pe , 
the capital stock of a liquor store selling cheap wine in a poor area of § »» ¢}, 
town because it had a tax loss, and move it into a high-class area and § yo). 
sell quality liquors, they would call that business discontinuance. nal b 
However, if the new owners were to continue doing what the former eT ‘1 
owners did, they could have the loss. Internal Revenue concedes this | thi, 
provision is very, very hard to administer, of course. shoul: 
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Mr. Acer. I have some preamble, gentlemen, to my question. I 
would like to briefly touch on your statements. 

I think it would be interesting, Mr. Peterson, if we had the time— 
and obviously we are always faced with a time factor—it would be 
| interesting to study the three problems that you have outlined in rela- 
tion to how the high rates affect, or are responsible for these problems. 

And, Professor Brown, your three proposals, I think, need to be 
studied some more in order for us to benefit from the examples of 
your statement that we need a more generalized statement, and gets 
back to the language. I know it is difficult to express these things. 

I think that needs to be explored, and also your redefinition of the 
carryover of loss in terms of, what was it, basis of net assets of each 
of the conflicting ¢ orporations in such a carryov er? 

Mr. Brown. Yes. 

Mr. Areer. I think that thought could well be explored. Mr. 
Calkins, you made a statement which I find very challenging, this 
matter of the tax laws should not dictate business decisions. 

I submit to you, sir, everything you gentlemen have said today 
spells out very clearly the tax law dictation of almost all business 
decisions. I share your concern, but I must turn your phrase around 
entirely and say that tax is dictating all decisions made today. Mr. 
Lewis, I had the pleasure of reading your statement and I am par- 
ticularly impressed with your recommendations on page 1646 and 
your criticisms and your answer to criticism which you anticipate 
opponents to your views will put forward. 

Having the time, I would like each panelist to comment on your 
anticipation of the answers to your criticisms. I think most of these 
deal with liquidation. 

Getting on further, if I could summarize the things that you are 
saying, it strikes me that the high rates of taxation are what are caus- 
ing the seeking of capital gams and that double taxation or the 
threat of double taxation is provoking some of the liquidation as has 
been explained to us. 

Even if my conclusions are not entirely correct, here is my question : 

What would you think about this: Corporate distributions to be 
taxed to individuals as capital gains and capital gains to be elim- 
inated from corporate taxation ’ 

Mr. Lewis. I should think that would do relatively little, Mr. 
Alger, to deal with the problem. I don’t think that the ability of 
the corporation to achieve a capital gain has been a very serious 
problem. I think the principal problem has been that of the stock- 
holder capital gain. 

Mr. Catxrins. I think it would be a mistake to so modify the 
progressive taxation principle that your suggestion implies. It seems 
tome that shareholders who have substantial dividend income tend 
to be those in higher tax brackets and that a limitation of 25 percent 
on their dividends, apart from being politically totally not palatable, 
sems to me to be similar as an undesirable preference to the munici- 
pal bond situation. 

I think the principle of progression should be preserved and while 
[think some relief should be granted in this area, I don’t think it 
should be a flat cutoff point. 

On the other aspect of the corporate capital gain, it seems to me 
this would be an invitation to the realization of values in family 
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corporations through capital transactions without capital gain tay, 
which would be an undesirable avenue of avoidance of tax. 

Mr. Brown. I think I would be willing to add my name to every. 
thing that Mr. Calkins has said. 

Mr. Prrerson. It seems to me that that proposal would lead to g 
64 percent total tax as between shareholder and corporation on ip. 
come realized first at the corporate level and then at the beneficiary, 
or shareholder, level. It would be 52 percent to the corporation and 
one-quarter of the remaining 48 percent, or 12, making it 64 percent, 
which of course is a great deal lower than the maximum surtax rates 
that could be applicable to an individual if he realized the income 
himself. 

Further, while I am not an authority on this subject, in fact I prob- 
ably should not even mention it, it seems to me we are also assuming 
that the corporate tax burden is really a burden on the proprietors 
in its entirety. Whereas I have heard it suggested that most of the 
burden of the corporate tax is borne by the consumer rather than by 
the shareholder. 

If that is true, and to the extent it is true, the rate levied on the 
proprietors would not even reach 64 percent. 

It seems to me that such an approach would give undue preference 
to the realization of business income via the corporate route. 

Mr. Acer. Thank you very much, gentlemen. I appreciate your 
views, 

Thank you, Mr. Chairman. 

Mr. Foranp. I have one more point. 

We have heard a lot about loopholes. Many times during these 
recent days words other than loopholes have been used but it all means 
loopholes anyway. 

Under the 1954 code, a dividend in kind to corporations is taxed 
at the lesser of the basis of the property or its fair market value; do 
you men consider that to be a loophole? 

Mr. Brown. I think that closes the loopholes by permitting other- 
wise a step-up in basis on a very low tax rate on intercorporate dis- 
tributions. My view is that that provision closed the loophole. 

Mr. Prrerson. I don’t regard it as a loophole either. As a matter 
of fact, the tax is roughly the same when you get all through and the 
recipient corporation has disposed of the asset as it would have been 
had the original corporation disposed of them. 

I suppose the only difference would be the corporate dividend tax 
on the realized appreciation, the intercorporate divine rate of 7.8 
percent. Tothat extent there is ultimately a savings in distributing in 
kind as compared with selling and distributing the proceeds. 

Basically, both taxpayers are at the same level, the corporate level, 
which is recognized by the dividends received deduction. The Gov- 
ernment is getting practically all the tax to which it is entitled at 
that level eventually. 

Mr. Foranp. You agree with Mr. Brown ? 

Mr. Pererson. That is correct. 

There was an intervening period of time, of course. Mr. Brown 
was referring to what the law was prior to 1950, when it was at least 
assumed that you could distribute property in kind and the recipient 
would pay only an intercompany dividend tax on the full fair market 
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value. There would never be a full corporate tax levied on the 
appreciation. 2 a 

Around 1950 or 1951, they changed that by still including the fair 
market value of the asset in the recipient’s income, but limiting the 
dividends-received deduction to 85 percent of the basis of the asset. 
That, however, was extremely unfair. Frequently it converted what 
would be capital gain income into ordinary income. 

I agree wholly with Mr. Brown in this, that the present solution is 
the correct one and is not a loophole. 

Mr. Catkrns. I also agree with that. 

Mr. Lewis. I also agree it is the correct solution under the present 
statutory plan. 

Mr. Foranp (presiding). We have the panel agreeing on one point. 

Gentlemen, we thank you very much for appearing before the com- 
mittee here this morning as well as for your contribution to the 
compendium. 

The chairman has asked me to apologize to you for his having to 
leave early. He had to appear before another committee and wants 
me to be sure to say thank you to all of you. 

The committee now stands adjourned until 2 o’clock. 

(Thereupon, at 12 o’clock noon, the committee recessed, to recon- 
vene at 2 p.m., same day.) 


AFTERNOON SESSION 


The CHarRMAN. The committee will please be in order. 

We look this afternoon to the subject of treatment of investment 
companies under the more general subject of the taxable entity. 

Our panelists this afternoon are Mr. Edwin S. Cohen, attorney of 
New York City, Mr. Joseph E. Welch, vice president of Wellington 
Fund, Inc., who is substituting for Mr. Herbert Anderson, Mr. Harry 
Janin, an accountant of New York City, and Mr. H. Cecil Kilpatrick, 
attorney, of Washington, D.C. 

We appreciate very much, gentlemen, the very excellent papers that 
you prepared for the compendium, giving us your thoughts on this 
subject. 

We will ask you this afternoon to very briefly summarize the high- 
lights of your papers and then answer such questions that the com- 
mittee members may desire to ask. We will start with Mr. Cohen. 

Mr. Cohen, we appreciate very much your being with us today 
and you are recognized, sir. 


STATEMENT OF EDWIN S. COHEN, ATTORNEY, NEW YORK, N.Y. 


Mr. Conen. Thank you, Mr. Chairman and members of the 
committee. 

My name is Edwin S. Cohen. I am a member of the law firm of 

Root, Barrett, Cohen, Knapp & Smith in New York, N.Y. My firm 
is tax counsel to the National Association of Investment Cos. 
_ The association has a membership of 155 open end and 24 closed end 
investment companies, most of which have elected to qualify for 
Federal income tax purposes as regulated investment companies under 
subchapter M of the Internal Revenue Code. 
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For some 20 years the Internal Revenue Code has contained specia] 7 


provisions relating to the income tax treatment of regulated inves. 
ment companies and their shareholders. The provisions are designed 


company with substantially the same income tax burden as if they 


invested directly in securities of operating business corporations. By  worke 


virtue of the pooling of investment funds in this manner, a large 
number of investors of moderate means are able to obtain diversifica- 
tion of risk and professional investment management. 

The regulated investment company represents an intermediate layer 
between the investor and the operating companies whose securities it 
acquires with the investor’s funds. If the use of the investment con- 
pany, substantially increased the Federal tax burden on its share. 

olders, the company could not survive as an investment medium for 
the individual, for he would be forced to invest directly, if at all, 
instead of through the investment company. 

Subchapter M of the code in essence relieves the regulated invest- 
ment company of corporate income tax so long as it acts as a “conduit” 
by distributing its net income currently to its shareholders so that the 
income becomes currently includible in the income tax return of the 
investment company shareholder. Long-term capital gains realized 
by the company and distributed currently to the shareholders retain 
their character as capital gains in the hands of the shareholders. 

In order for the company and its shareholders to be entitled to this 
eee the company must meet the following requirements, among 
others: 

1. It must be registered with the Securities and Exchange Com- 
mission under the Investment Company Act of 1940 and thus be sub- 
ject to regulation under that statute for the protection of the investing 
shareholders. 

2. The company must be a public company whose shares are widely 
held. It cannot be a personal holding company. 

8. It must maintain a diversified group of investments in its 
portfolio. 

4. At least 90 percent of its gross income must be derived from divi- 
dends, interest, and gains from the sale of securities. 

5. It must distribute currently at least 90 percent of its net income, 
exclusive of long-term capital gains. In actual practice, most regu- 
lated investment companies endeavor to distribute all of their net in- 
come and most of them distribute as well all of their net long-term 
capital gain. The company is taxed on income or gains not currently 
distributed. 

In actual operation the provisions of the code regarding regulated 
investment companies and their shareholders have, I believe, accom- 
plished their primary objectives of making the income tax burden on 4 
person investing through an investment company substantially the 
same as that of a person who invests in securities directly. They 
have permitted the individual of moderate means to invest in securities 
with diversification of risk and expert investment management with- 
out being subjected to any greater income tax burden than a wealthier 
individual who can secure those benefits without the pooling of his 
resources with those of others. 
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Moreover, from an administrative standpoint, the structure has 
| operated efficiently. In view of the nature of the income of the com- 
} panies, and the careful records which they maintain, the companies 
» are able to determine their income with considerable precision. The 
) statutory provisions and regulations have produced practically no liti- 
) gation in some 20 years. Thus the system in actual practice has 
' worked smoothly and effectively. 

» Imight add, Mr. Chairman, that the statute requires the companies 

' to send to shareholders within 30 days after the close of the taxable 

} year written notices of the amount and character of the distributions 

) made by the company, and these have served to facilitate the proper 

) reporting of these distributions by the shareholders in their individual 
income tax returns, 

These provisions of the code have served to increase substantially 
the participation of the small investor in the Nation’s economy and 
industry. They have provided a means by which substantial equity 
funds have been made available for investment in the country’s in- 
dustrial enterprises. At the same time the “conduit” treatment has 

' brought to the Treasury currently Federal income tax from the share- 
holders at their individual income tax brackets on all the income of 
the investment companies. These accomplishments, I believe, are the 
earmarks of a dynamic, democratic, and equitable tax structure. 

The Cuarrman. Thank you, Mr. Cohen. 

Our next panelist is Mr. Welch. 

Mr. Welch, we are pleased to have you with us today, sir, and you 
are recognized. 


| STATEMENT OF JOSEPH E. WELCH, VICE PRESIDENT, WELLINGTON 
FUND, INC. 


Mr. Wetcu. Thank you, sir. 

My name is Joseph E. Welch. I am the immediate past president of 
the National Association of Investment Companies, and am now a 
member of the administrative committee and chairman of the SEC 
rules committee of that association. I am also executive vice presi- 
dent of Wellington Fund, Inc., and of Wellington Equity Fund, Inc., 
management investment companies which are registered with the Se- 
curities and Exchange Commission under the Investment Company 
Act of 1940, and which have elected to be taxed as regulated invest- 
ment companies under subchapter M of the Internal Revenue Code. 

Mr. Herbert R. Anderson, who is now president of the National 
Association of Investment Companies, has submitted a prepared state- 
ment which may be found on page 1,671 of the compendium. I am 
appearing today as a substitute for Mr. Anderson, who could not be 
present. 

Regulated investment companies serve two prime functions in our 
economy. In the first place, they provide a means whereby persons of 
moderate means may undertake programs of intelligent investment, 
by pooling their funds with those of others for investment in a diversi- 
fed portfolio of securities which is under continuous professional su- 
pervision. The second function is related to the first : regulated invest- 
ment companies bring to the capital markets of the Nation funds for 
equity investment wid might not otherwise be available for that 


purpose. 
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The participation by members of the public in our economy through 
the medium of regulated investment companies has understandably 
expanded during the past 20 years, in terms of shareholder accounts 
and total investment. Thus, whereas total shareholder accounts of 
members of the National Association of Investment Cos. in 1940 num- 
bered 762,000, they totaled some 4.3 million in June of this year; and 
whereas total investments represented by these accounts in 1940 were 
about $1 billion, these investments, as of June 30 of this year, were 
$16.7 billion. This represents an average of approximately $3,904 
per diabiillien account. 

In making diversified investment available to persons of moderate 
means, and in making the funds of these persons available for invest- 
ment in our economy, regulated investment companies have served 
useful economic functions. 

But regulated investment companies would not have been able to 

make these important contributions to the American economy if the 

tax law did not recognize the investment company as a medium for 
combining the investment accounts of many investors. 

The regulated investment company is essentially a conduit. The 
tax treatment provided under subchapter M of the Internal Revenue 
Code recognizes this fact. Ifan investment company meets the several 
requirements of subchapter M, the income and net realized capital 
gains which pass through it are taxed where they should be taxed, :n 
the hands of the investment company shareholders. The investment 
company, of course, is taxed on whatever income and net realized gains 
it does not distribute. Therefore, investment company shareholders 
are taxed substantially as if they had invested directly in the securities 
held in the investment company’s portfolio. Thus subchapter M, in 
my judgment, provides a fair and equitable tax result for such in- 
vestors. 

In one specific area I believe that amendment of subchapter M would 
be desirable. At the present time, interest from municipal bonds, 
which is tax-exempt when received by a regulated investment com- 
pany, loses its tax-exempt character when it is distributed to the com- 
pany’s shareholders. As a consequence, few investment companies 
invest in municipal bonds. 

The return from investment in municipal bonds has risen greatly 
in recent years. The differential between interest rates on tax-exempt 
municipal bonds and those on taxable Federal and corporate bonds 
has narrowed to such an extent that today municapls merit considera- 
tion for inclusion as a part of a balanced investment program for indi- 
viduals even in the lowest income tax brackets. 

I recommend that the law be amended to permit the interest from 
municipal bonds to retain its tax-exempt character in the hands of 
shareholders of regulated investment companies. This would make 
available to the persons of moderate means who invest through the 
medium of the investment company the advantages of a div ersified 
portfolio which includes municipal-bond investments, These advan- 
tages are presently available only to persons of more substantial means 
who can afford to invest in such bonds directly. 

Thank you, gentlemen, for the opportunity to appear before you 
today. 

The CuHamman. Thank you, Mr. Welch. 
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Our next panelist is Mr. Janin. 
Mr. Janin, we appreciate having you with us today, sir, and you 
are recognized. 


STATEMENT OF HARRY JANIN, ACCOUNTANT, NEW YORK, N.Y. 


Mr. Janrun. Mr. Chairman and members of the committee, my name 
is Harry Janin. I am a certified public accountant and a member of 
the firm of Eisner & Lubin, certified public accountants engaged in 
practice in New York va I have been invited to appear before you 
to discuss the question of whether a corporate or similar tax should 
be imposed on real estate investment syndicates. ’ 

Before proceeding further I should mention that among the clients 
of my office are a number of such syndicates. I do not pretend, there- 
fore, to be completely impartial. However, the recommendation I sub- 
mit here reflects only my own thinking. 

A real estate investment syndicate has come to denote an unin- 
corporated organization which has invested in some form of real estate 
equity. The method of investment constitutes a pooling arrangement 
cavci? small and modest investors can secure benefits normally 
available only to those with larger resources. These benefits incude 
the spreading of the risk of loss; the opportunity to secure the ad- 
vantages of expert investment counsel; and the means of collectively 
financing projects which the investor could not undertake singly. 

The number of participants in a syndicate vary. Some have less 
than 10, others in the bendieds, perhaps thousands. The average cash 
investment of a participant also varies. I think a fair average would 


be between five and ten thousand dollars. However, there are many 
syndicates where participations are as little as $2,500 or even less, 
and, in contrast, there may also be occasional participations of $100,- 
000 or $150,000. The range of percentage beneficial interest of a 
articipant in a real estate investment syndicate may vary from a 


raction of 1 percent to 25 percent, 35 percent, or even higher. 

Incorporation is the natural form for these enterprises. However, 
in adopting the form of entity which is to own and operate the syndi- 
cate property, the syndicate manager is motivated primarily by the 
necessity of avoiding the corporate tax. The very essence of syndica- 
tion is that the cash income will be itintetinbed gartodienite to the 
participants and they will report in their personal returns and pay a 
tax on their pro rata shares of the net taxable income of the property. 
Thus a form of entity must be adopted which will be construed as a 
conduit for Federal income tax purposes. A tax on the entity plus the 
further tax levied on the participants on distributions, would serve 
effectively to discourage, impair, and probably destroy syndicate in- 
vestments. 

The many different types of noncorporate forms adopted by syn- 
dicate managers are unnatural and at times unwieldy but stem from 
the need of avoiding the corporate tax. A study of these forms must 
inevitably lead to the conclusion that our Federal income tax law 
hampers syndicates in the selection of the form of organization which 
is most suitable to their purpose and denies to them the advantages of 
the corporate form. 

Ido not propose to dwell upon the corporation as a tax-saving de- 
vice. It has been said that closely held corporations, given a sufficient 

448206059 
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incentive, may be, and will be, utilized to serve the tax advantage of 
the owner or owners by retention rather than distribution of corporate 
earnings under our nonintegrated income tax structure. Individuals 
of modest incomes as well as those of great wealth use the corporation 
as a tax avoidance device. Few taxpayers will resist the temptation to 
minimize their personal income taxes by retaining rather than dis. 
tributing corporate earnings, particularly if additional income from 
this source is not required. 

In summary, therefore, my conclusion is that the Congress should 
permit business enterprises to operate under whatever form of or- 
ganization is desirable without being influenced by tax considerations. 
More specifically, 1 urge that an exemption from corporate tax be 
granted to corporations and associations taxable as corporations, if 
the taxable income is economically and legally within the control of 
its shareholders. Thus, if under the terms of the governing instri- 
ment—whether it be a corporate charter, trust indenture, partnership, 
or joint venture agreement—the taxable income is distributable to 
the participants, the entity should be treated as an economic conduit 
paying no tax, and its taxable net income should be includible in the 
tax returns of the participants, proportionately in accordance with 
their interests. 

There are ample precedents for this proposal in the present method 
of taxing partnerships, trusts, regulated investment companies, co- 
operatives, et cetera. Congress took a long step in this direction in 
the Technical Amendments Act of 1958 when it added subchapter $ 
to the Internal Revenue Code. 

These provisions, as the members of this committee undoubtedly 
know, permit a corporation to avoid the corporate tax upon condition 
that its shareholders report their proportionate shares of the corporate 
income in their personal returns. However, the benefits of sub- 
chapter S are available only to a corporation which does not have 
more than 10 shareholders, provided that not more than 20 percent 
of its gross receipts for the taxable year is derived from royalties, rents, 
dividends, interest, annuities, and gains from the sale of or exchanges 
of securities. The amount of a corporation’s capital or the amount of 
its income is not a qualifying or disqualifying factor under sub- 
chapter S. 

I believe subchapter S is a form of tax discrimination—a slight dis- 
crimination perhaps, but nevertheless a discrimination. I believe tax 
discrimination cannot be justified on the basis of numbers of partici- 
pants, or kind of business, or nature of the operation. The tax burden 
imposed upon individuals who act collectively should be no greater 
than the burden imposed upon the individual who acts in his separate 
capacity. Taxes should be neutral; that is, levied without discrimina- 
tion and without favor between different forms of income and differ- 
ent forms of entity. 

In 1956, Congress passed a bill which provided a special method of 
taxing real estate investment trusts with 100 or more participants, 
similar to that applicable to regulated investment companies. Ob- 
jections raised by the Treasury Department led to its veto by Presi- 
dent Eisenhower. I understand that the Treasury has recently with- 
drawn its objections provided the bill apply only to passive real 
estate investments; that is, where the owner does not engage in the 
business of operating the property. 
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I submit, gentlemen, that the tax on an individual who owns prop- 
erty in his own name, let us asume an office building, should be no 
greater on his share of the income than if he shared ownership with 
another individual in partnership or with a dozen individuals by way 
of a joint venture. Furthermore, the tax should be no greater if he 
desires to incorporate his real estate. I see no basis for imposing a 
tax merely by reason of the form of entity adopted. However, if by 
adopting a form of entity the individual insulates himself from the 
income and no longer brings the income within his control, then I 
can see a justification for the corporate tax; but if in adopting a form 
of entity he leaves himself in a position where the income is econom- 
ically and legally his, then I think the conduit principle should apply. 

What I have said up until now relates only to real estate corpo- 
rations. 

Of course, in principle, it might apply as well to all types of corpo- 
rations, provided they meet the test I have previously indicated; 
namely, that the taxable income is economically and legally within 
the control of the shareholders. 

I appreciate that this may create some administrative problems, 
but taxpayers and tax administrators alike have long used and become 
accustomed to the conduit or partnership method of reporting income. 
The continued use of this method by all real estate investment syndi- 
cates, and its extension to real estate and business corporations should, 
in my opinion, cause no administrative burden. 

Thank you for your attention. 

The Cuarrman. Thank you, Mr. Janin. 

Our next witness is Mr. Kilpatrick. 

Mr. Kilpatrick, we are pleased to have you with us today, sir, and 
you are recognized. 


STATEMENT OF H. CECIL KILPATRICK, ATTORNEY, 
WASHINGTON, D.C. 


Mr. Krzratrick. Thank you, Mr. Chairman. 

My name is H. C. Kilpatrick. I am a lawyer in private practice in 
the District of Columbia. 

Like Mr. Janin, I must plead perhaps a special interest since I rep- 
resent some existing real estate investment trusts in New England 
which are seeking to have this conduit treatment of taxation extended 
to their situation. 

As Mr. Cohen and Mr. Welch have explained, under the present 
tax law common trust funds and regulated investment companies, the 
so-called mutual funds, which pool the investments of many people 
and distribute substantially all their income annually to their share- 
holders, investing in corporate securities, stocks, and bonds, pay no 
income taxes on the income so distributed. The mutual funds, in 
short, are treated as mere conduits or collection agencies for the real 
owners. Thus the small investor is offered the same opportunity for 
diversification as the large investor who purchases many issues of 
securities directly, rather than pooling his funds with those of others. 

Real estate investment trusts, however, which differ from the mu- 
tual funds in that their income consists primarily of mortgage inter- 
est and rents from real estate, rather than dividends and bond inter- 
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est, are subjected to the same corporate taxes as are imposed on 
corporations generally—30 percent on the first $25,000 of income and 
52 percent on all Rees $25,000. Hence, the small investor who 
would like to invest in rental real estate with the safety of diver. 
fication and expert management cannot do so without having his 
share of the rental income cut in half by the corporate tax, becaus 
he must adopt an organization which is, under present law, taxable 
as a corporation. 

As Mr. Janin has told us, the recent popularity of the real estate 
syndicate has been solely because of the avoidance of the corporate 
tax, but syndicates can neither provide diversification for the investor 
of modest means, nor can a broad sector of the investing public be 
reached through this medium. 

It is proposed that the mutual fund type of tax treatment be ex- 
tended to real estate investment trusts, the income of which is pre 
ponderantly from pure real estate investment income; that is, real 
estate rentals and mortgage interest, and which distribute annually at 
least 90 percent of their net income. 

Prior to 1936, neither the mutual funds nor the real estate invest- 
ment trusts were subjected to a corporate tax. I would say the w- 
incorporated mutual funds, because some were incorporated at that 
time. 

However, late in 1935, the Supreme Court had before it several 
cases involving the question of whether a trust would fall within the 
term “association,” under a longstanding provision of the law which 
taxed associations—without defining that term—as corporations. The 
Court held that a trust having certain characteristics in common 
with corporations was an association taxable as a corporation. These 
common characteristics were holding title as an entity; having cen- 
tralized management by a board of trustees, which Saeco like 
corporate directors; and having transferable and inheritable certi- 
ficates of benefitcial ownership with provisions which limited the 
liability of the participants to the amounts paid in by them. 

This decision overturned the longstanding administration interpre- 
tation of the term “association”; namely, that unless the trust carried 
on some active business operation other than the mere holding of in- 
vestment property and collection of income therefrom, it could not be 
taxed as an association. 

The immediate reaction of Congress was to amend the law to over- 
turn the Supreme Court’s rule insofar as it applied to the mutual 
funds, but without reference to the real estate investment trusts. 

I might say, parenthetically, that no new publicly held investment 
trusts, to our knowledge, have been organized since that time. 

The reasons put forward for giving similar “conduit” treatment to 
the real estate investment trusts are these: 

1. As stated by the chairman of this committee, an essential factor 
in a reevaluation of our tax structure is the fairness of that structure 
as between taxpayers, to the end that the same tax treatment be ac- 
corded to what is essentially the same type of operation, irrespective 
of the form in which it is cast. 

2. If, therefore, the mutual funds get conduit treatment for corpo- 
rate bond interest received and distributed, it would seem only fair 
that trusts which receive and distribute real estate rentals and real 
estate mortgage interest should receive the same tax treatment. 
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3. Unless such treatment is accorded the real estate investment 
trust, the objective stated by the chairman of this committee, will not 
be attained; namely, to make our tax system “as nearly neutral as pos- 
sible in its effect on decisions made by taxpayers,” so that those deci- 
sions “will be based upon the economics of the marketplace, rather 
than arbitrary happenstances of the tax structure itself.” The small 
investor, who may, through a mutual fund, invest his savings in cor- 

rate stocks and bonds, but who would prefer to have an interest in 
real estate rental property, cannot indulge his preference, solely be- 
cause the latter type of investment will result in cutting his return 
from the real estate investment in half, by imposition of the corporate 
tax. : 

4. This differential tax treatment of investment income and income 
from active business operations has been recognized by this commit- 
tee and the Congress in other areas. Charitable and educational or- 
ganizations are taxed on their “unrelated business income” from active 
trade or business operations, but Congress has deliberately exempted 
real estate rentals from this tax, because of the passive character of 
this income. The same is true of the tax on self-employment income, 
which excludes from the tax base rentals from real estate. 

5. There is a great scarcity of private equity and mortgage financ- 
ing for housing, urban renewal, and the revival of chronically de- 
pressed areas. Demands steadily mount for the direct use of Gov- 
ernment credit and subsidy in these fields. One of the chief impedi- 
ments to private investment in real estate is the lack of access to the 
savings of the small investor, who can only get into this area by par- 


oe in a pool with large numbers of similar investors, in a form 


which subjects the rent return to a corporate tax. The removal of this 
tax, by making real estate rental investment available, on a competi- 
tive basis, to the small and medium investor, should relieve the pres- 
sures for Government subsidies mortgage guarantees, and permit 
our housing, urban renewal, and depressed area programs to go ahead 
with private financing on a sound and nonspeculative basis. 

What of the effects of this legislation on Government revenues? 
That I am sure the committee is interested in. 

Revenues, in the form of corporate income taxes, from existing rea] 
estate investment trusts, are not of significant proportions. The Trese- 
ury Department has said that the corporate tax from this source is 
eerily between $3 and $7 million annually. 

It is apparent that the requirement that 90 percent of the income be 
distributed should result in increased revenue by reason of the tax, at 
highly graduated rates, on the beneficiaries. Such distributions by 
the existing trusts would be practically doubled, even if they were 
today distributing 90 percent (since the corporate tax now takes ap- 
proximately half of the trust’s net income) and the tax on the bene- 
ficiaries would be automatically and substantially increased. If real 
estate investment trusts, as a result of this legislation, should have even 
a small part of the growth that the mutual funds have experienced 
since they were given this treatment, it would be reasonable to expect 
that the tax on trust distributions would far exceed any temporary loss 
of revenue from the existing trusts and, as I said, no new trust has 
been organized since this corporate tax was put on. 





908 INCOME TAX REVISION 






The Senate Finance Committee adopted this provision as an amend. 
ment last year to the Technical Changes Act, which was not agreed to 
in conference, but in doing so the Finance Committee pointed out that 
the result should be that many new real estate investment trusts would 
be organized if this legislation were enacted, which would “have the 
desirable economic effect of encouraging real estate investment gen- 
erally.” Obviously distributions by such new trusts would swell the 
revenue over that presently available because of the tax on the 
distributees. 

I might say, Mr. Chairman, that that part of the Finance Commit- 
tee’s report on this proposition last year contains a much better and, 
I am sure, clearer explanation than I have been able to give in this 
5 minutes. I happen to have some mimeographs of that. I do not 
know whether it would be appropriate to ask that what the Finance 
Committee had to say on the subject last year be put in the record or 
not. 

The Cuarman. I do not believe it would be. That material is avail- 
able to the members of the committee, anyway, Mr. Kilpatrick. 


What we wanted was more an expression of your own thinking asa 
member of the panel. 


Mr. Kinparrick. Thank you. 

The CHarrMan. Does that conclude your statement ? 

Mr. Kinrarrick. It does. 

The Cuairman. Let me again thank all of you gentlemen for your 
papers in the compendium and for your appearance before the com- 
mittee today and summation of those papers. We appreciate the fact, 
Mr. Welch, that it was possible for you to substitute for Mr. Anderson 
who could not be here. 

The broad question of whether or not a regulated investment com- 
pany should be subject to the full corporate tax rate, I think, must by 
all of us be answered in the negative, since these corporations give up 
the opportunity for corporate savings; is that not true? 

Mr. We cu. Yes, sir. . 

The Cuarrman. Nevertheless, is it not true that this corporate form 
gives a group of investors an advantage over some other investors? 

Mr. Wetcu. Are you directing that question to me, sir ? 

The Cuatrman. Any one of you; yes, sir. 

Mr. Wetcu. I believe that the tax result for investors who use the 
medium of investment companies is substantially the same as an in- 
vestor investing directly in securities either through a brokerage 
house or if he would hire an investment counsel organization to man- 
age an investment account for him. I think that our business is very 
much akin to the investment counseling business, except that we man- 
age, if you will, thousands of small accounts which are grouped to- 
gether in convenient form. 

I should think the tax impact by having what is earned on the 
money that we invest for these individuals, passed through to them, 
either in the form of dividends from investment income or as distri- 
butions from capital gains in the years in which they occur, is the 
same as if they invested directly. I honestly, sir, cannot see any tax 
advantage over another investor by investing through our companies, 
nor do I see any tax disadvantage. 
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The CuatrMan. I thought I was giving you a chance to put in a 
good plug by pointing out what occurred to me to be the advantages 
of this type ‘of investment over some other situations that might exist 
that are utilized by some other investors. 

Mr. Foranp. Mr. Chairman, I think if he were trying to sell you 
a bill of goods, insofar as his stocks and bonds were concerned, the 
story might be a little bit different. 

Mr. Wetcu. I was trying to be responsive to the question, Mr. 
Chairman. 

Mr. Conen. This is more in Mr. Welch’s field than in mine, but 
may | perhaps offer this as an explanation ? 

If you assume that there are a thousand individuals each investing 
a thousand dollars so that collective sly they have a million dollars to 
invest, they cannot accomplish more through an investment company 
than could one individual who had a million dollars to invest di- 
rectly. Such an individual could merely hire an investment counselor 
to advise him on his investments and succeed in obtaining diversifica- 
tion by spreading his million dollars over a portfolio of securities. 

I think Mr. Welch means then that the million dollars invested 
through the investment company as collective investments of a large 
number of small individuals cannot claim to accomplish more than a 
million dollars invested astutely by one individual. 

On the other hand, Mr. Chairman, you make the point, I believe, 
that one individual investing his thousand dollars through an invest- 
ment company along with 999 other individuals can accomplish more 
than the individual investing a thousand dollars on his own, because 
with $1,000 he could not secure diversification of risk and he would 
not be able to obtain experienced investment management. 

The CHarrmMan. I was thinking in terms of that, plus the averaging 
that will take place under such an operation compared to an indi- 
vidual operation, say. 

I wonder if there is enough an: alogy here in this type of operation 
wherein I think we have already admitted that the corporate rate 
itself should not. appropriately apply, to have some other type of a 
tax than the flat corporate rate of tax. 

I am thinking in terms of a tax such as we have today, Mr. Cohen, 
in the case of consolidated returns where there m: vy be some advan- 
tage through the filing of consolidated returns rather than filing indi- 
vidual returns. I do not mean to say that it would be in this instance 
the same tax, but have you thought in terms of possibly some degree 
of tax even though it might not be the full corporate tax as the proper 
solution ? 

Mr. Conen. I think that the principle that we suggest is that there 
is no increase in return—that is, gain by the small investor through 
an investment company—which a wealthier individual cannot accom- 
plish on his own. 

If you impose a small tax, however small it will be, you will be 
imposing a tax on the small investor investing via a regulated invest- 
ment company which you do not impose upon a wealthier person who 
can secure these advantages individually by his own investment 
program. 
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Obviously, a small tax is less of a burden than a large tax, but ip 
principle it is a burden on a smaller individual which is not imposed 
on a wealthier individual who can have his own investment program, 

The Cuairman. Is the same treatment today accorded under the 
law to what we refer to as open-end and closed-end investment con. 
panies in this respect ? 


Mr. Couen. I believe so, sir. I do not believe there are any prac. 
tical differences. 

The Cuarrman. Just in a few minutes tell me, if you will, why 
capital gains should retain their characteristics when they pass 
through a regulated investment company. 

Mr. Couen. I believe that if we can go back to the discussions that 
were had at the time of the Revenue Act of 1942 when the capital 
gain dividend provision was put in the statute I can relate to you the 
reason that led the Congress to provide for this treatment at that 
time. 

It is essentially what I was speaking about earlier, that the wealth- 
ier individual can invest directly and obtain capital gain treatment 
on his capita] gains on sales of securities. If the smaller investor 
invests through a public investment company in order to obtain the 
diversification and management which I mentioned, it would be u- 
fair to require that the capital gains which accrue to him by virtue 
of his investment be taxed as ordinary dividend income at full rates, 
while the wealthier individual operating individually obtains capital 
gain treatment. In other words, this is a method by which capital 
gains which accrue to the pool of a large number of investors are 
subjected to tax at the capital gains rate applicable to the particular 
individual rather than at the rates applicable to ordinary income. 

This provision was not in the law Sean 1936 to 1942, but in 1942 
when these provisions were amended substantially, the capital gain 
dividend technique was introduced at that time for these reasons. 

The Cuatrman. Have the technical requirements that must be met 
to qualify as a regulated investment company caused any problems! 

Mr. Wetcu. No, sir. 

The CHarrman. You think they are satisfactory as they are now! 

Mr. Wetcu. Yes, we can work with them very nicely. 

The Cuarrman. They should not be tightened or liberalized either 
way, other than your point? 

Mr. Wetcu. Yes, only on that point. 

The Cuatrrman. Are there any administrative or other problems in 
allowing the pass through of tax-free bond interest to shareholders 
that you recommend ? 

Mr. Wexcu. I should think that something would have to be done 
to allocate in some fashion the expenses of the funds to the amount 
of tax-free interest, but I believe that that should not be too much of 
a burden and that that could be worked out very satisfactorily. 

The Cuatrman. Is there a problem of converting ordinary income 
into capital gains through these real estate syndicates, Mr. Janin? 

Mr. Janry. I do not think so, Mr. Chairman. The real estate syn- 
dicate acts as a group effort and the average syndicate holds property 
for an indefinite period of time. It does not usually buy a sell 
within short periods. The investment made by the syndicate is usually 
a capital asset when held by the syndicate and would also usually be 
a capital asset if held by any individual syndicate member. 
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The CuamMan. We have tried to deal with part of this problem, I 
think, in the collapsible corporation area, have we not, Mr. Cohen? 

Mr. Cowen. Yes, sir. 

The CuamMan. In your opinion, would these provisions go far 
enough as they are today, if we should adopt Mr. Janin’s suggestion ? 

Mr. Couen. I am not entirely clear as to the form in which Mr. 
Janin’s suggestion would be cast in the statute. 

I do not believe that he suggested any particular form, and the 
precise form that was adopted might be important in knowing whether 
there were any problems of collapsible corporations. 

The Cuatrman. The point I wanted to bring out is if we should 
consider Mr. Janin’s suggestions we would have to consider it in con- 
nection with the provisions of the collapsible corporation; would we 
not ? 

Mr. Counen. I should think so. That is a problem, as I understand 
it, today under subchapter S. 

Mr. Jantn. May I comment on that, Mr. Chairman ? 

The CHamrMAN. Yes, sir. 

Mr. Jantn. Under the provisions of subchapter C, as they presently 
are constituted, real estate purchased by a corporation and held for 
3 years is a collapsible asset. Real estate constructed by a corpora- 
tion remains a enilapeible asset until a substantial part of the income 
has been realized by the company. 

If that same real estate were not in corporate form, that is, in 
partnership or individual ownership, under the present provisions 
of the code there would be no ordinary income. In other words, the 
effect of subchapter C is to create ordinary income with respect to 
real estate investments if the corporate form is utilized where there 
would be capital gain if the individual or partnership form were 
utilized. 

I understand the recommendations of the Subchapter C Advisory 
Group are intended to correct that, among other things. The Sub- 
chapter C Advisory Group recommended that the definition of a 
collapsible asset be amended and in effect the new definition would 
treat as a collapsible asset only that asset which, if disposed of, would 
result in ordinary income and not capital gain to the corporation. 
I think my proposal under the present statute would be affected 
by the collapsible asset rules, but if the statute were amended, then 
it would not be. 

Mr. Ktipatricx. Mr. Chairman, may I comment in connection with 
the real estate investment trust legislation which is now before your 
committee ? 

The Cuarrman. Yes, Mr. Kilpatrick. 

Mr. Kitparrick. It is specifically provided that if in any year 30 
percent or more of the gross income of the real estate investment trust 
consists of gains from sales of real estate held less than 5 years, then 
it is disqualified for conduit treatment and taxed as an ordinary 
corporation, so I do not see how any company could qualify under 
this pending legislation and go through a collapsible transaction. 

The Cuamrman. I did not refer to the real estate trust. 

Mr. Kirparricx. I beg your pardon. 

The Cuarrman. I was referring to the type of situation that Mr. 
Janin discussed. 
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I was trying to distinguish a real estate syndicate. 
Let me ask you further, Mr. Janin, why should there be greater 
opportunity for an active real estate corporation to be taxed as q 
partnership than other types of corporations ? 

Mr. Janin. Other than a real estate corporation ? 

The Cuarrman. No; than other corporations? We have subchap- 
ter S which permits the small closely held concern with a few partners 
to be taxed not as a corporation but as a partnership. As I under. 
stand your recommendation, you are advocating extending the privi- 
lege of partnership taxation to the so-called real estate corporation; 
are you not? 

Mr. Jantn. That is right. 

The CuHarrman. Why should a real estate corporation actively en- 
gaged in business be given that privilege of partnership treatment 
versus other corporations that. would not be given that privilege! 

Mr. Jann. I cannot defend the privilege of real estate corpora- 
tions as distinguished from other corporations. 

I defend the privilege to all corporations, including real estate cor- 
porations, whose financial affairs are so constituted that they distrib- 
ute all or substantially all of their income to their shareholders. In 
other words, I see no reason why a company actively engaged in the 
real estate business should not be permitted to adopt the provisions 
of subchapter S. 

The CHarrman. We could take care of the smaller real estate cor- 
poration under subchapter S by merely eleminating the rental income 
exclusion that is there today; could we not? ; 

Mr. JANIN. That is correct. 

The Cuarrman. Is that what you are really recommending for the 
benefit of the very small real estate corporations, that we give them 
the same privilege of partnership treatment that we give to other 
small corporations? : 

Mr. Jann. I go further than that, Mr. Chairman. If we pass that 
particular step, I then inquire why should we limit it to only 10 
shareholders ? 

The Cuatrman. However, that would be with respect to all types 
of corporate operations actively engaged in a trade or business? 

Mr. Janin. Including real estate corporations. 

The Cuarrman. That is right, but not just real estate? 

Mr. Janrn. Oh, no, sir. 

The Cuarrman. I misunderstood you, I am sorry. 

Mr. Kilpatrick, let us look at the real estate trust for a moment. 
Ts not a real estate trust inevitably more engaged in an active business, 
real property management, and so forth, than a mutual fund? 

Before you start, what I am getting at is this: to see whether your 
analogy that mutual funds and real estate trusts should be treated 
alike for tax purposes is justified. 

Mr. Kizratricx. Mr. Chairman, insofar as the active activities of 
the trustees of a real estate investment trust as contrasted with the 
directors of a mutual fund are concerned, I am not sufficiently familiar 
with the operations of the mutual funds to say that there is more 
active day-to-day participation by the management in one than the 
other. 
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I do point out, however, that in the early stages of discussing this 
bill of ours with the committee, the committee was quite troubled about 
this active versus passive phase; as I understand it, while it was felt 
that conduit treatment might be given to what is really passive income, 
that the rentals paid by the tenant to the landlord in a multitenant 
building, for example, are not paid merely for occupancy of so many 
square feet in the building, but they also pay for the elevator service 
and that sort of thing which is not passive in character. 

To meet that, this bill provides that the trust cannot qualify unless 
those service operations are contracted out to an independent contrac- 
tor in which he trust can have no interest whatever. That independent 
contractor, of course, would pay a tax on any income from those 
property management operations, and if I may refer again to the 
tax on unrelated business income of tax-exempt organizations, there 
was no such requirement as that. These tax-exempt organizations 
can, of course, supply these services to tenants and still not be sub- 
jected to tax on the rents, so our bill is much stricter than existing law 
in that connection. 

The CHarrMAN. I was looking more particularly to your bill and 
the comparison of that to what is suggested with respect to so-called 
security investment trusts. 

Do you not see any distinction or significance between the two 
operations, or do you view them as being very similar? 

Mr. Kirratrick. I think they are quite similar; yes, sir. 

The CHarrmMan. Now let us see. In the case of a real estate trust, 
the income has not been taxed by the time it gets in the hands of the 


trust. In the case of your security investment company, has not the 
income already been taxed once? 
Mr. Kitrarrick. Are you speaking now, sir, of corporate divi- 
dends? 
The Cuarrman. Yes, sir. 
Mr. Kreparrrox. Fifteen — are taxed. It is only 15 percent 
\ 


that is taxable to the mutual fund. 

The CHamrMaNn. No; the money is paid to the corporation. 

Mr. Kitpatricx. Oh, the corporation pays a tax on income; yes, sir. 

The Cuatrman. When it gets in the hands of the security invest- 
ment trust that money is there and has been taxed once. Does that 
afford any difference, really, in the two situations, because there has 
not been a tax paid by the time the money gets to the real estate 
investment trust ? 

Mr. Kizpatrick. There is a slight difference in the case of corpo- 
rate dividends collected by the mutual fund, although absent sub- 
chapter M they would be taxed now on only 15 percent of that divi- 
dend income, so it isa minor tax. It is not a tax on the whole thing, 
and I further call your attention, sir, to the fact that we have the 
bond funds and the balanced funds which have substantial holdings 
of corporate bonds. 

That interest paid on those bonds and deductible by the corporation 
has not been taxed, but is passed tax free through the mutual fund, 
so the analogy, I think, is an exact one. 

Mr. Jantn. Mr. Chairman, may I just comment a moment on the 
prior question about the active and passive operation of a real estate 
company ? 
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The Cuarrman. Yes. 
Mr. Jantn. I think the question resolves itself into a determination 
of whether fairness and equity requires the imposition of a greater 
tax on an operation which is deemed to be active rather than ap 
operation which is deemed to be passive. The derivation, I believe, 
of the distinction between active and passive operations goes back to 
the 1909 Income Tax Act. Prior thereto the Supreme Court had 
invalidated the income tax of 1898 and, in 1909, Congress passed an 
act. taxing corporations on the privilege of doing business. This was 
an excise tax, not an income tax. 

The question immediately arose regarding the extent of activity 
necessary to subject. a corporation to the tax. Decisions of the Sv- 
preme Court in effect, held that a real estate corporation which 
rented its property, did the repairs, and maintained its property was 
actively engaged in business, and subject to the tax, diel a real 
estate corporation which had not leased its property out, so to speak, 
and merely collected the rent and did nothing else was not actively 
engaged and was not subject to the excise tax of 1909. We need no 
longer be concerned with this distinction since the 16th amendment 
which gave Congress the right to impose an income tax. 

If I, as an individual, owned real estate and I operated the real 
estate, made the repairs and so on, I would be required to include in 
my return the income derived from that real estate and pay income 
tax. 

If I, as an individual, instead of operating it, were to net. lease the 
real estate to someone else and merely received one rent check with- 
out actively operating the property, I would pay the same amount of 
tax on that type of income. 

The average real estate syndicate and your average real estate com- 
pany in fact does not really operate the property. Most of them use 
real estate agents. The agents collect rent from the tenants. The 
agents make all the necessary repairs, but they do that unquestionably 
as an agent of the owner. I, for one, have never been able to under- 
stand why a distinction between active operation and passive opera- 
tion is required by fairness and equity. 

I am sorry for the extended discussion, Mr. Chairman, but it is a 
point which is more fully covered in my statement and was not cov- 
ered in the oral presentation. 

The Cuarrman. Mr. Kilpatrick, coming back to what I had asked 
you a moment ago. Subchapter M would excuse the security invest- 
ment company from a tax on 15 percent of its income, would it 
not, but would not your suggestion excuse the real estate trust from a 
tax of 52 percent on the whole income? 

Mr. Kiiparrick. The mutual fund is now excused from the 52-per- 
cent tax. I do not quite get your point. 

The Cuarrman. What we do in the case of subchapter M is to 
excuse the investment company from a tax on 15 percent of its 1n- 
come; is that not right? 

Mr. Kirrarricx. No, sir; if it had purely dividend income. 

The CuatrmMan. That is what I am talking about. That 15 percent 
that the investment company would have to pay tax on because the tax 
had already been paid by the dividend payor corporation. Another 
corporation receiving the dividend would pay on only 15 percent. 
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This is the income that is excused from the tax. Now in the case of the 
real estate trust, however, does not the proposal that you discuss in- 
volve excusing that particular operation from the tax on the whole of 
its income? 

Mr. Kiiparrick. Yes, sir. 

The CuatrmMan. Is that a difference or not ? 

Mr. Kinparricx. Again, sir, I come back to the proposition that the 
bond funds which hold nothing but bonds and collect bond interest are 
forgiven the tax on the entire income and that rents from rea] estate, 
it seems to me, are purely comparable to corporate bond interest. 

Insofar as your investment trust which holds nothing but stocks, I 
think you are undoubtedly right, but for subchapter M today they 
would pay a tax only on 15 percent of the dividend that they receive. 

The CuarrmMan. It has been argued with me, Mr. Kilpatrick, that 
one of the justifications for extending this treatment to the real estate 
trust is because we have already under subchapter M extended the 
treatment to the security investment operation. 

Mr. Kiiparrick. Yes, sir. 

The CuamrMan. I was wondering if that is justification for the 
extension to the real estate trust, or if there is not a difference between 
the two operations. It should be borne in mind now we may do it 
for some other reason ; do not misunderstand me. There may be other 
reasons to justify taking this step with respect to the real estate trust, 
but I do not think we can sell it or justify it on the ground that we 
ure merely equating a difference between two taxpayers, can we? 

Mr. Kiiparrick. If you stick to your example of a mutual fund 
which has nothing but corporate stocks in its portfolio, it would not 
be an exact equation; I agree, sir. 

The Cuatrman. That is right. 

Your point is that some of this operation within the investment 
company is not just dividend, but it may well be interest as well. 

Mr. Kinparrick. Yes, sir; and there are funds which hold nothing 
but bonds, I understand. I might also say, Mr. Chairman, if I may, 
at that point, I have researched the legislative history of the 1936 act 
and the mutual funds never made the argument there of this so-called 
triple tax we learn to refer to. They were not complaining about 
this tax on 15 percent of the dividends. They were complaining about 
capital gains and other things. That is my reading of the legislative 
history. I do not have it in my paper, but I could supply the com- 
mittee with that information. 

The CHarrman. You mean to say that they were more concerned 
with being relieved from the tax on interest income and things of 
that sort ? 

Mr. Kinparrick. And capital gain; yes, sir. 

The Cuatrman. I know we will get a response out of Mr. Cohen. 

Mr. Conren. Mr. Chairman, I would like to refer to the history of 
this, because the regulated investment company provisions originally 
came into the law in 1936 and it is my understanding that they came 
in, as far as the investment companies were concerned, primarily be- 
cause in 1935 the Congress reduced the intercompany dividend- 
received deduction from 100 percent to 90 percent and the following 
year reduced it to 85 percent. In other words, down to January 1, 
1936, intercorporate dividends were not taxable at all. The interest 
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income received by most investment companies was offset by expenses 
of operation at that time primarily, and capital gains in 1936 wer 
largely offset by capital losses left over from the depression years, 
It is my understanding that the reasons for these provisions were 
primarily related to the reduction in the intercompany dividend. 
received deduction from 100 percent to 85 percent effective in 1936, 
I think that that is the primary reason that led the investment con- 
panies to seek these provisions at that time. 

At the present time, the bonds held by investment companies, all told, 
are less than approximately 10 percent of the total assets of investment 
companies, and that would include Government bonds. Roughly, I 
think the figures are that with some $16 billion of total assets, invest- 
ment companies in the aggregate have about a billion dollars in cor. 
porate bonds and about $600 million in Government bonds, some of 
which are held in order to maintain liquidity so as to enable the com- 
pany to stand ready to redeem the shares when presented by their 
shareholders. 

Mr. Kinparrick. Mr. Chairman, I had not quite exhausted, I think, 
my answer to your prior question as to equality of treatment. 

As Mr. Cohen has well pointed out, with respect to the investor who 
buys a share of General Motors stock and receives a dividend from 
it, General Motors has paid its tax on the earnings and that man is 
subjected to a further tax on the dividend. 

Also, with respect to the wealthy investor who buys rental real 
estate, there is no interim tax there. He pays tax on the rent. 

All we are saying is the small investor who wants to get in the stock 
market with some expert management and diversification and safety 
should be permitted to pool his funds with others just as in the case 
of a man who wants to participate in the real estate rental market and 
without this extra tax on the rent. 

The Cuarman. Mr. Janin, would your proposal encounter the so- 
called cooperative problem ? 

Let me tell you what I mean. 

Who would be taxable if the syndicate agreement provided that 
the members agree beforehand to return part or all of the income to 
the syndicate ? 

Mr. Janin. I think that would have the effect of nullifying the 
qualification that I talked about and, in such circumstances, I do not 
think the syndicate participants—— 

The Cuatrman. You want complete check control by the investor, 
then ? 

Mr. Janrn. That is correct. 

If I may say, Mr. Chairman, that is typical of real estate syndicates 
today which are the true type of syndicate. There are many other 
combinations that deal in property where there is a need to conserve 
the income. 

The Cuatrman. Any questions? Mr. Baker. 

Mr. Baxer. When the income from long-term capital gain is dis- 
tributed, does the beneficiary pay that tax as long-term capital gain! 

Mr. Wetcu. At the close of each year of an investment company 
our shareholders are notified of the portion of the dividend that they 
received through the year that represents income and the portion that 
represents long-term capital gains and they are instructed to separate 
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those in their preparation of their tax returns. oe now most of 
us are sending them not only the per share amounts but the actual 
dollar amounts that they hav e received through the year and sug- 
gesting just in what spot in the tax return that should go. 

We clearly distinguish between the two and they pay the capital 
gains rate. They include them as capital gain in their tax returns; 
yes, Sir. 

Mr. Baxer. Now you are permitted, as I understand it, to retain 
the income from long-term capital gains but, as Mr. Cohen said in 
his statement, most companies bs not retain it. 

Mr. Wetcu. Yes, sir, that is so. 

Mr. Baxer. And I am sure you all agree if you do retain it, the 
investment trust itself pays the capital gains rate that year. 

Mr. Wetcu. Yes, sir. 

Mr. Baxer. And the beneficiary later would not have to pay on that, 
would he? 

Mr. Wexcu. If the investment company pays the tax on its retained 
capital gains the shareholder must report his pro rata share of the 
capital gains in his tax return, but he then is entitled to take a tax 
credit of the tax already paid on those capital gains by the investment 
company. Is that just how that works, Ec tf 

Mr. Conen. If I may try to clarify it just a bit, if the investment 
company should retain the capital gains and not distr ibute them at all 
and not elect to use a special provision that was put in the law in 
1956, which Mr. Welch is now referring to, the corporation would 
pay 25 percent on the retained gains. 

If the corporation in some subsequent year would then distribute 
those capital gains, they would be taxed as ordinary income. 

In other words, in order for the capital gains to pass through to 
the shareholder as capital gains in his ands | they must be distributed 
currently. They can be “distributed during the current year or 
promptly after the close of the year. 

There is a provision permitting the distribution to be made after 
the close of the year because of the difficulty of calculating prior to 
the close of the year the amount to be distributed, but treating that 
as a current distribution provision for this retention of the character 
of the distribution as capital gain applies only if the distribution is 

made currently as the gains have been realized by the company, not 
if they are subsequently distributed. They are not, as a matter of 
practice, ever distributed subsequently so far as I know. One diffi- 
culty with the company retaining the gains would be that not only 
would the maximum c -apital gains ‘tax be “paid, 2 25 percent, which would 
exceed the capital gains tax payable by the lower bracket sharehold- 
ers, but in addition when the shareholder ultimately withdrew from 
the company, and had a capital gain then, the same economic gain 
would once again be taxed to him at that time. 

Mr. Baker. The same as a share in the investment trust? 

Mr. Congen. Yes. As a result of those considerations capital gains 
are in practice generally distributed currently. 

I might also add that the company cannot distribute a capital-gain 
dividend in practical effect until it has distributed all its ordinary 
income because any retained ordinary income would be taxed at 52 
percent. The company is not allowed the 85 percent dividends-re- 
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ceived deduction with respect to the dividend it received. The way 
the system works there is such a penalty on the companies even if they 
would w ant to retain any ordinary income, that they distribute all the 
ordinary income before this capital-gain provision can really effec. 
tively operate. 

Mr. Baxer. The only criticism that I have heard about the practice 
of not requiring distribution currently on the full-term realized ca 
ital gains is the pony of indefinitely accumulating, even lavgahy 
on unrealized gains, but I do not want to go into that field. 

Of course, you are talking purely about realized capital gains; are 
you not ? 

Mr. Couen. I am talking purely about realized capital gains. 

I might, if I may, sir, add that Mr. W elch, I believe, in his answer 
to you was referring to a provision passed in 1956, which has been 
used by several regulated investment companies permitting them to 
retain the capital gains, but pay over to the Treasury a tax of 2 
percent of the gains. The shareholders then include in their retaiae 
for the year in which the gains are realized by the company, their pro- 

rata share of the capital gain and take credit for the 25-percent maxi- 
mum capital gains tax that has been paid by the company to the 
Treasury Department. 

In effect, the Treasury gets the full capital-gains tax from the com- 
pany and allow a credit on the individual shareholder's return. The 
net effect is that the shareholder ultimately pays net capital-gains tax 
at his own bracket. 

I believe that is the provision Mr. Welch was referring to. 

Mr. Wetcu. That is correct. 

Mr. Couen. That is used only by a relatively few companies. It 
serves an important need for those companies which wish to retain the 

capital gain. 

Mr. Weicu. By and large, Mr. Baker, very nearly every investment 
company distributes all of its income and all of its capital gains each 
year. 

Mr. Baker. You would have considerable complaint from your 
beneficiaries if you retained a large amount of capital gains, would 
you not ? 

Mr. Wetcu. If we retained them and did not distribute them under 
this provision of 1956, I think we would have a lot of complaints, 
yes. 

Again, I think we like to place these investors precisely in the same 
position they would be in as if they had made these transactions. 

Mr. Baxer. Of course, that was the point I was making, that you 
are not doing it purely as a conduit. You are permitted to return 
capital gain, but as far as the Treasury is concerned, I do not see where 
they can lose anything. 

The Cuarrman. Mr. Baker, if you will pardon me, I am familiar 
with this provision that they are referring to. 

In 1956 the thought was that, if the proceeds of the gain has to be 
paid out partly and the depositor pays his capital gains on it, that 
depositor might not reinvest the excess of the gain over the tax and 
if the company itself was charged with the responsibility of paying 
the tax for the taxpayer, the chance was greater that the remainder 
of the gain over and above the tax would remain with the investment 
company so as to inure to the further benefit of the taxpayer. 
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Is that not the thinking back of it ? 

Mr. Wetcn. Yes, sir; actually, Mr. Chairman, this 1956 provision 
is used primarily by closed-end companies which have difficulty with 
the options al dividend treatment. 

The CuarrMan. But it could only be done with full consent and 
agreement by the depositor, the taxpayer. Is that not true? The 
company could not presume to do it without the man being satisfied 
that it would be done for him ? 

Mr. Conen. It is done at the election of the company. 

The CHarrman. Is it done solely at the election of the company 
and not the shareholder ? 

Mr. Conen. Yes. You cannot get your money out except by selling 
the shares of stock or withdrawing. The shareholder can at all times 
at his election turn in all or part of his shares for redemption by the 
company. 

The Cuarrman. If I do not like what you are doing I can dispose 
of my stock? 

Mr. Conen. The open-end company generally handles capital-gains 
distributions, as Mr. Welch said, by an optional stock dividend under 
which the shareholder is allowed to take his capital gain in the form 

either of cash or of additional shares of stock. Generally speaking, 
mil of the shareholders take stock to leave the capital gains rein- 
vested as a part of the principal fund, but the closed-end companies 
have difficulty in offering that option to shareholders and are not able 
to use that procedure. 

The Cuarrman. Are there any further questions ? If not, gentle- 
men, let me thank you again for participating with us today in this 
discussion and also for the preparation of your papers that are in the 
compendium. 

Thank you, Mr. Welch, for substituting for Mr. Anderson. 

Mr. Wetcn. Thank you, sir. 

The CHatrrMan. Without objection, the committee adjourns until 
10 a.m. tomorrow. 

(Whereupon, at 3:20 p.m., the committee adjourned, to reconvene 
at 10 a.m. Friday, December 11, 1959.) 
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THE TAXABLE ENTITY—PARTNERSHIPS AND CORPO- 
RATIONS TAXED LIKE PARTNERSHIPS; INCOME OF 
ESTATES AND TRUSTS 


FRIDAY, DECEMBER 11, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEAns, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The CuarrmMan. The committee will please be in order. 

This morning we continue under the general subject of the taxable 
entity by looking specifically at the treatment of partnerships and 
corporations taxed like partnerships. 

Our panelists this morning are Mr. Arthur Willis, attorney, of 
Los Angeles, who was chairman of the advisory group that served 
to make recommendations on the income taxation of partnerships; 
Mr. Mortimer M. Caplin, professor of law at the University of Vir- 
ginia; Mr. Joseph P. Driscoll, attorney, of Dallas, Tex.; Karl R. 
Price, attorney, of Wachington, D.C.; and Mr. Frederick A Nichol- 
son, attorney, of New York City. 

Gentlemen, we appreciate the very fine papers you prepared for the 
compendium and your efforts in doing so. We are pleased to have 
you with us this morning. 

We will ask you to briefly summarize the highlights of your paper 
in the compendium and we will begin our discussion with Mr. Willis 
and go around the panel in that order. 

Mr. Willis, we are pleased to have you here today. You are recog- 
nized, sir. 


STATEMENT OF ARTHUR WILLIS, ATTORNEY, LOS ANGELES, CALIF. 


Mr. Wituis. Mr. Mills and gentlemen of the Ways and Means Com- 
mittee, subchapter K of the 1954 Internal Revenue Code deals quite 
comprehensively with the income taxation of partners and partner- 
ships. It frequently is criticized as being too complex. 

Rotate. one of the major reasons for the complexities in apply- 

ing the income tax law to partners and partnerships is the complex 

nature of the present income tax provisions with respect to special tax 

treatment of various classes of income, gain, loss, deduction, or credit. 

The partnership is a tax-reporting but not a tax-paying entity for 
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income tax purposes. The tax payable on partnership income is paid 
by its members, each of whom reports in his tax return his distributive 
share of partnership income. If the partnership realizes a type of 
income or has gain, loss, or deduction that is subject to special treat- 
ment for income tax purposes, it is necessary to preserve the amount of 
each such item in a separate classification so that each partner may 
report in his tax return his proportionate share of that particular 
item. 

The problem of special tax treatment given to capital gains and 
losses is a complicating factor in the entire field of income taxation. 
In the area of partnerships, as in the areas dealing with taxation of 
individuals, corporations, and trusts, it is necessary to have compli- 
cated provisions in order to insure against the use of partnerships as 
a device for the conversion of ordinary income into capital gain. 

The partnership provisions, like a mirror, accurately reflect the com- 
plexities of the income tax laws in their application to individual 
and corporate taxpayers. If the general income tax concepts were 
substantially revised so as to eliminate the tax significance of many 
different categories of income or deduction items, the application of 
the income tax law to partners and partnerships would be correspond- 
ingly simplified. 

Another complicating factor in the area of taxation of partners and 
partnerships lies in the various courses available to the partners with 
respect to the tax treatment of certain transactions. It is believed 
that the granting of choices of tax consequences in these specified part 
nership transactions is desirable even though it obviously creates some 
complexity in the statutory framework. The partnership exists by 
an agreement among the partners. So long as there is no significant 
tax avoidance, it would appear desirable to permit the partners to 
agree among themselves regarding tax consequences of certain trans- 
actions involving the partnership and the partners. 

The CuHatrman. Thank you, Mr. Willis. 

Mr. Caplin, we appreciate having you with us this morning, and 
you are recognized, sir. 


STATEMENT OF MORTIMER M. CAPLIN, PROFESSOR OF LAW, 
UNIVERSITY OF VIRGINIA 


Mr. Cariin. Thank you. 

Chairman Mills and gentlemen of the committee, as you know, sub- 
chapter S was enacted to provide “partnership-type tax treatment,” 
and was intended to operate “in as simple a manner as possible.” In 
practice, however, subchapter S fails to meet its limited purpose. 

True, an S corporation, like a partnership, is not a taxable entity; 
income taxation is imposed upon the individual participants, while the 
entity itself merely makes annual filings in the nature of information 
returns. But the similarity ceases at this point, for actually sub- 
chapter S creates a hybrid and extremely complex tax system. 

On the technical level, subchapter S creates complexities and some 
of them are indefensible and inequitable. Despite 1 year’s experience 
under this subchapter, it is my belief that Congress would be justified 


in striking it from the code as bad law, not worthy of retention even 
in modified form. 
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There may be a desire, however, for continued efforts to draft a 
statute which would effectively permit small businesses to select forms 
of organization without the necessity of taking into account major 
differences in tax consequences. If this pressure exists, subchapter S 
should be brought as close to partnership taxation as is possible. 

One approach would be that suggested in 1954 by the Senate Finance 
Committee in H.R. 8300; that is, treat the electing corporation as a 
vartnership under the partnership provisions of subchapter K, sub- 
ject to modiicetinns contained in the regulations. 

Or, if this administrative latitude is deemed objectionable, the 
statute might generally follow subchapter K, but specify the chief 
points of divergence required to accommodate the idiosyncracies of 
the corporate form. 

As another alternative, subchapter S, as it is written today, might 
be retained as a skeleton, with major amendments to eliminate its 
most objectionable features. 

If it is decided to preserve the existing pattern subject to a series 
of specific amendments, the direction still should be to bring sub- 
chapter S as close as possible to the partnership provisions in sub- 
chapter K. 

The “earnings and profits” concept, which is so peculiar to cor- 
porations, should be scrapped and the focus should be upon the 
corporation’s taxable income. Regardless of actual distributions, 
S Dascheliiens should be taxed upon their proportionate share of 
the total income, computed on a daily basis. 

More specifically, legislation along the following lines would seem 
desirable : 

(1) The statute should be limited to new corporations. This would 
avoid the complexities now required to adjust for preelection “ac- 
cumulated earnings and profits.” Further, if the “earnings and 
profits” approach is retained at all, its definition under subchapter 
S should coincide with the definition of “taxable income” under sec- 
tion 1373(d). 

(2) Consideration should be given to modifying the definition of 
“small business corporation.” We have a series of definitions of 
“small business corporation” in different sections of the code. In 
addition to the 10-shareholder rule, a dollar ceiling might be added 
comparable to section 1244(c) (2) for losses on small business stock. 
Related to this, the statute would seem improved by deleting the 
prohibitions against foreign income and personal holding company 
income. 

I believe most of the commentators on this panel today are agreed 
that no useful purpose is served by requiring the present corpora- 
tions to limit their income to nonpersonal holding company income. 

(3) Events causing termination of an election should be reconsid- 
ered and further limited. Death, for example, need not retroactively 
defeat the election for the year in which death occurs, despite the 
estate’s refusal to give its consent. Transfers of small stock interests, 
also, might not require automatic termination if the transferee did 
not consent. 

(4) The right to renew an election should be severely curtailed, 
particularly if the causes of termination are reduced. reedom to 
shift back and forth between business forms creates tax avoidance 
possibilities—the “one shot” affairs—which far outweigh the ad- 
vantages of providing greater flexibility. 
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(5) The corporation’s fiscal year should generally be limited ty 
that of the principal shareholders, unless another period is supported 













































by valid business reasons. Moreover, a shareholder should be required F Thi 
to report his share of the corporation’s full taxable income in his tay. fF like W 
able year in which or with which the corporation’s taxable year ends FF the © 
There are income splitting possibilities under subchapter S which ar J quire 
fairly obvious today. The 
(6) Taxable income should be allocated among shareholders based f Mr. 
upon their proportionate shareholdings for each day of the year— Ff recogi 
similar to the pattern now used for allocating net operating losses, [ 
Today, under the statute, on the last day of the year you could trans. ) STAT! 
fer shares and shift the entire year’s income tax impact to the trans. 
feree. Within the family group that leads to very obvious tax plans, Mr 
(7) Shareholders should not be considered “employees,” except of the 
possibly those holding less than 5 percent of the outstanding stock F 2" 
under a broad constructive ownership test. Iv 
(8) Distributions in kind as well as in money should be charged First 
against current earnings, and should be eligible for effecting distr. J bUS™ 
butions of previously taxed income (PTI) when current earnings — Mr. ¢ 
are accounted for. Today only cash distributions are eligible. This Le 
suggestion presupposes that the other proposals me above will F {4 
be adopted; and that “earnings and profits” will be eliminated or 7 
neutralized. of t 
(9) The nondividend status of the PTI account should be pre a 
served despite stock transfers or termination of election, and should f 
not be reduced by net operating losses. Further, greater latitude 52) 
should be allowed in making PTI withdrawals. " - 
(10) Similar to a partner, an S shareholder should be permitted to =. 
claim any unused net operating loss in any year in which his stock J 
or debt basis increases sufficiently to absorb his remaining share of me 
the loss. This would be exactly the same rule as we have for partner- ala 
ships. Today if there is a corporate loss, the S shareholder is not md 
permitted to take the deduction if this loss exceeds his investment in an 
stock or in debt; and he never gets that loss even if he increases his ff ther 
investment in stock or debt in a later year. In the partnership form, fF j,.} 
if he increases his investment in a later year, he is then permitted T 
to take up the unused loss. viel 
These are the major areas calling for modification. A more compre emp 
hensive program would involve adopting the partnership rules for F },<: 
characterization of income and deductions, capital gains and losses, F joc, 
collapsible items, dealings between shareholder and corporation, dis- fF yy, 
tributions and payments to retiring or deceased shareholders. E 
While these additional changes are desirable, it is believed that J j,o, 
the proposals itemized above would eliminate most of the existing 7 
weaknesses, complexities and inequities. imy 
The capital gain pass-through has been cited as a principal source tt 
of abuse. ..This may be true because presently under subchapter § a 
there are instances where the capital gain pass-through can work ex- its 
treme tax saving. This would be minimized, however, if subchapter Foo), 
S were limited to new corporations only. Further, proper handling I 
of the capital gain problem would require provisions which, like the sha 
proposed regulations, test the capital nature of an asset by its tio 






character in the hands of the shareholders. It would also involve 
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| inquiry into the entire field of multiple corporations—a project 

> worthy of full and immediate study. 
This might get us into very complex statutory language, ae 

© like we have in the present collapsible corporation provisions. I thi 

> the committee is well aware of this difficult problem. It would re- 

quire a separate inquiry, and would be a major project. 

The Cuairman. Thank you, Mr. Caplin. 
' Mr. Driscoll, we are pleased to have you with us today. You are 
> recognized. 


' STATEMENT OF JOSEPH P. DRISCOLL, ATTORNEY, DALLAS, TEX. 


Mr. Driscoty. I want to emphasize in particular what I consider one 

of the basic points in subchapter S; that 1s, the extent to which it serves 
as an aid to small business. 
' Two reasons were given for the enactment of subchapter S. 
' First, that it would provide flexibility in the selection of the form of 
business. The problems relating to that have been discussed by 
Mr. Caplin. 

The second reason for enacting subchapter S was that it would ma- 
terially benefit small business. I think many of the technical prob- 
' lems here can best be resolved after there has been some clarification 
| of the principles that should be applied in the taxation of small busi- 
ness, 

There are some who feel that there should be no special provisions 
for business because of its size, the number of its shareholders, 
| or any other means of defining “small business.” They would say, 
| “let the tax rules apply as they may regardless of the size of the en- 
} terprise.” 

would suggest to you that under the present tax provisions there 
isa very substantial discrimination against small business. This dis- 
crimination occurs without its being planned in any fashion but as a 
, result of the application of the tax rules. For example, large business 
' can offset the profits of one operation against the losses of another and 
thereby minimize its taxes. Small business is not in that position. 
Its losses may go down the drain entirely. 

There is another discrimination that occurs under the existing pro- 
visions. That is the fact that large business is able to extend to its 
employees numerous benefits which are not available to many small 
businesses. Those benefits apply to the employees of large business 
because large business is necessarily conducted in the corporate form 
whereas the bulk of all small business is in noncorporate form. 

Here we have a very marked discrimination which has previously 

been noted by your committee. 
_ There is another discrimination as well, I think, with regard to the 
impact of successive layers of taxation. In the case of large business 
it is arguable that the corporate tax does not impinge as drastically 
on the shareholders because large business has a greater control of 
Its market and it is in a position to pass on a portion of that tax to 
consumers. 

In the case of small business there is more of an identity between the 
shareholders and the business to the extent that double layers of taxa- 
tion are much more burdensome. 
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Iw 
Finally, I think in the field of depreciation special aid is needed for of sul 
small business. Large business has access to capital markets which fessor 
provide the funds for purchase of equipment. Many small businesses or not 
do not have the same access. to dev 
It is for this reason that special provision has been made in the tax is nec 
laws allowing extra depreciation in the initial year. The particular exper 
merit of this provision is that it assists in the financing of the purchase in ore 
of equipment by making it pec to apply a greater share of proceeds throu 
from operation in the purchase of equipment. Not 
I have suggested, therefore, what is essentially a four point program have 
for small business. by st 
I would like to apply those four principles to subchapter S. law, \ 
First, subchapter S permits more favorable treatment of losses for We 
small business. If the business is not profitable, the losses may be that : 
distributed to shareholders and applied by them against other receipts. 1959, 
This is extremely important in the financing of small business. by ta. 
A similar principle is embodied in section 1244, which allows a No 
$25,000 ordinary loss where stock in a small business corporation is vious 
involved. 5 tre 
Secondly, subchapter S is helpful to small business in that it allows incor 
the principal stockholders and other shareholders to participate in and | 
pension and profit-sharing plans. men¢ 
Subchapter S has undoubtedly extended the area of application of the e 
pension and profit-sharing plans. But this is coming about in various the 1 
ways. paye 
You know that many groups of medical practitioners are forming repo: 
associations for this purpose. Subchapter S extends to many small there 
businesses an opportunity to have a pension or profit-sharing plan it wa 
which has not otherwise been available. Ne 
Thirdly, subchapter S materially helps in cutting down successive assul 
layers of taxation by providing for direct taxation to the shareholders area: 
without any intervening tax at the corporate level on the income of the anal 
business operation. Or 
Finally, of course, depreciation allowances under subchapter S are sube 
more important in that many of the benefits of depreciation allowances then 
are passed on indirectly to the shareholders of the subchapter $ pury 
enterprise. deni 
I mention these fundamental considerations, Mr. Chairman, because corp 
I think subchapter S needs to be viewed in large measure as one of the } 
the provisions that relate to small business. I think it highly desirable hi 
that your committee perhaps consider all these provisions together way 
in formulating an overall program for strengthening small business A 
generally. of 
Thank you. pen: 
The Cuatrman. Thank you, Mr. Driscoll. insu 
Mr. Price, we appreciate having you with us today. You are recog- emp 
nized, sir. \ 
that 
STATEMENT OF KARL R. PRICE, ATTORNEY, WASHINGTON, D.C. mer 
gen 
Mr. Price. Thank you, Mr. Chairman. Z 
Mr. Chairman and members of the committee, my subject is sub- Se 


chapter S. 
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I would like to state first that my general approach to the subject 
of subchapter S is somewhat different from that expressed by Pro- 
fessor Caplin in that in my opinion, in order to determine whether 
or not this new system of taxation will work effectively and in order 
to develop it and tailor it so that it will work effectively, I think that it 
ignecessary to retain itin the law. Ido not think that the additional 
experience that is necessary and the additional study that is necessary 
in order to make it an effective instrument can be attained except 
through further experience. 

Now, so far as experience is concerned, the only experience that we 
have to date, really, is the study that has been given to this provision 
by students and commentators by reason of the fact that it is in the 
law, which would never have been given to it if it were not there. 

We do know these facts about subchapter S. The Treasury reports 
that about 62,000 elections had been filed in January of this year for 
1959, and that the overwhelming majority of those elections were filed 
by taxpayers which have previously reported as corporations. 

Now, I think this experience is material to a problem discussed pre- 
viously this morning, and that is whether the right to elect subchapter 
S treatment should be limited to taxpayers which were previously not 
incorporated. Having regard to the fact that previous incorporation 
and the existence of accumulated earnings and profits introduces tre- 
mendous and serious complications into the operation of subchapter S, 
the experience that we have had from the Eenaaun given to us by 
the Treasury as to elections which have been filed shows that, if tax- 
payers which were already incorporated and which had previously 
reported as corporations had been denied the use of this subchapter, 
there would not have been enough elections to make most of us think 
it was worthwhile to have it in the code. 

Now, when we come to the question of what to do abut subchapter S, 
assuming that it is to be retained, there are, I should say, numerous 
areas of agreement, I think, between people who have studied and 
analyzed it as to corrections which should be made in it. 

One thing that has been mentioned very widely is the fact that 
subchapter S corporations and their stockholders have available to 
them a means of tax reduction which was certainly not one of the 
purposes of this subchapter which, in the partnership area, has been 
denied, and that is the privilege of having one taxable year for the 
corporation or tax computing agency and different taxable years for 
the principal owners. 

In my view that opportunity ought to be restricted in the same 
way or similar way as it is in the partnership area. 

Another subject that has been very widely mentioned is the subject 
of fringe benefits to stockholder employees. This goes not only to 
pension and profit-sharing plans. It goes also to sick pay and group 
insurance and other fringe benefits which have tax advantages for 
employees of a business. 

Without going into the question as to the merits of the proposal 
that the self-employed should be permitted to accrue tax-free retire- 
ment benefits, in my view, if this is a meritorious suggestion from a 
general standpoint, I do not think that the way to bring it about is 
through subchapter S corporations. The operation of the subchapter 
‘ corporation as a vehicle for obtaining retirement benefits tax free is 
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a very erratic method of doing so. It is not available to most profes. 
sional people. There are no restrictions on the amount of the retire. 
ment benefits that can be provided tax free in this way and, in my 
view, subchapter S should be denied as a vehicle for obtaining tax. 
free retirement benefits for the owners of the business. 

The principal problem relating to subchapter S is the problem of 
consistency of reporting. I think that most people agree that, if the 
family owners of a business or two or three individuals who owna 
business desire to operate that business in corporate form for the 
general legal advantages that go with corporate operation of a busi- 
ness, they have made their reasonable contribution to the public 
revenues if they pay taxes on the income of that business at the ordi- 
nary individual income tax rates without the intervention of addi- 
tional corporate tax prior to their payment of their individual taxes, 

Speaking, therefore, of closely held corporations, which are the 
only kind that can qualify under subchapter S, I do think that the 
underlying principle of it has merit, that it has merit without regard 
to whether or not the rules that apply to the determination of taxes 
on the owners are identical to or even closely similar to those in 
many respects that apply to partnerships. In other words, I think 
that the principal central justification for subchapter S is that the 
owners of a business can operate it in corporate form and at the same 
time simply pay individual income taxes on the earnings of that busi- 
ness and, if it is necessary in order to bring about a program of that 
character to lay down rules that are somewhat different from partner- 
ship rules, it seems to me that that necessity must be accepted and 
effort should be made to tailor subchapter S to an effective instrument 
starting with what we have now and working to what we want to 
achieve. 

I would like to mention two or three other aspects of the subchapter. 
One is that, under the present terms of it, it is provided that any 
income of the corporation which is not taxable income, and which 
would not be taxable income to the shareholders if earned by them 
directly, nevertheless becomes taxable to the shareholders upon dis- 
tribution if this income constitutes earnings and profits in the hands 
of the corporation. 

Now, one example to which I refer is tax-exempt interest. Another 
example is percentage depletion. 

I am not here to plead the merits or demerits of tax-exempt inter- 
est on municipal securities or percentage depletion. All I wish to 
plead is that under the subchapter S system I do think that what 1s 
tax-exempt interest for an individual or what is tax-exempt interest 
for a partnership should also be tax exempt in the hands of the owners 
of asubchapter S corporation. 

I find myself in agreement with one of the previous speakers as to 
the handling of the previously taxed income of a subchapter S corpo- 
ration which has not been distributed in that, in my view, I do think 
that this previously taxed income account should be subject to distr'- 
bution tax free so long as the subchapter S status continues without 
regard to transfer of stock, or to the situation applying to the partic 
ular stockholder to whom it is distributed. ’ 

I would like to advance one suggestion which has not otherwise 
been mentioned. I think there would be considerable merit in a rule 
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) which would require that the losses of a subchapter S corporation 
' during its first 3 years of qualification under this subchapter should 
» first be applied as a carryback against any earnings of the corporation 


during the years immediately previous to its qualification before it is 


S available as a passthrough to the stockholders of the corporation. 


The genesis of this idea is that in principle I think that losses sus- 


' tained by a subchapter S corporation which had undistributed earn- 
| ings and profits during the years immediately preceding the election 
; are in principle and in reality an offset to those undistributed earn- 
ings rather than actually a loss to the individual stockholders. 


Secondly, there is the very practical idea that, whereas under the 


, present law there will be considerable impetus toward making a tem- 


porary election in order to take advantage of a 1- or 2-year loss which 
may be expected with the idea that the corporation will then return 
toa normal corporate status rather than continuing under subchapter 
S, the modification which I now suggest would discourage that tem- 
porary use of subchapter S for a temporary tax advantage where the 


| owners do not actually intend as a consistent method of reporting to 


employ it for the purpose for which I think it was really intended. 

One of the principal problems, as we all know, is the solving of the 
capital gain problem. This, too, is a product of what is now the pos- 
sibility of making an election for 1 or 2 years to take the capital gain 
at the shareholder level and then go back on the normal corporate 
status. I am sure that most of us agree that some kind of measure 
must be adopted to prevent this. 

One suggestion which has been made, which I think is probably from 
a practical standpoint the most effective that can be made, is to deny 
or limit capital gain passthrough in the first 2 or 3 years of an election. 

Another one which would strike at the temporary use of subchapter 
S corporations is to seek a way to require a corporation that elects 
subchapter S treatment to stay on that status for a limited period of 
time—perhaps 3 years, perhaps 5 years. Now, this would require un- 
doubtedly that what are now acts of disqualification should not become 


. -t . . . . . . . 
| disqualification until the end of the minimum pes I think that is 


apossibility that should be very seriously considered. 


Thank you very much. 

The Cuarrman. Thank you, Mr. Price. 

Our next panelist is Mr. Nicholson. 

Mr. Nicholson, we are pleased to have you with us today, sir, and 
you are recognized. 


STATEMENT OF FREDERICK A. NICHOLSON, ATTORNEY. 
NEW YORK, N.Y. 


Mr. Nicnotson. Thank you, Mr. Chairman. 

Mr. Chairman and members of the committee, I think, in appraising 
subchapter S, it is appropriate to ask what the objective of the sub- 
chapter was and how, in effect, it has gone about accomplishing that 
objective. 

The principal objective, as I understand it, is to allow the owners 
of a closely held business to choose between the corporate and partner- 
ship form of operation without the necessity of taking into account 
major tax consequences. ‘To accomplish this, the subchapter grants 
certain closely held corporations the right to make an election to re- 
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ceive special tax treatment. If the election is made, the corporation js 
exempt from tax and the income or operating loss of the corporation 
is taken into account by the individual shareholders directly on their 
own income tax returns in computing their personal tax liability. 
This, in a very general way, describes the structure of subchapter §. 
_ I would summarize my assessment of subchapter S with the follow- 
ing observations : 

First, I think it is clear that the subchapter recognizes its objective 
only toa very limited extent. By eliminating the electing corporation 
as a separate tax entity, the subchapter does make it possible for tax- 
payers to incorporate in some cases where prior to the enactment of 
the subchapter they may have been constrained purely for tax reasons 
to conduct business in the noncorporate form. 

The most likely example of this, I believe, is the situation where the 
owners of a new business anticipate that it will have losses for the 
first few years of operation. With subchapter S they may incorporate 
the business and still receive a deduction for the losses in their own 
income tax returns. This, of course, was not true under prior lav, 
However, in many details the tax treatment of a subchapter 5S corpora- 
tion differs from that of a partnership and these differences will often 
be of great significance in determining the form in which a business 
should be conducted. 

Therefore, I believe that a more realistic appraisal of subchapter 
S is not that it equates partnerships and corporations, but rather that 
it creates a third form of doing business that must be taken into ac- 
count in determining how the most favorable tax consequences may 
be obtained. 

On this point, I would like to add that I think that, although the 
differences may be reduced, any attempt to treat a corporation exact- 
ly like a partnership for tax purposes would be technically unwork- 
able unless the election were confined to new ee Even 
then I think it would create a great number of problems and might 
not be worth the effort. 

My second general observation is that subchapter S offers a number 
of tax advantages that by no stretch of the imagination can be recon- 
ciled with its objective. Notably in this regard, I believe, are ad- 
vantages that stem from the feature known as the capital gain pass- 
through which I hope we might discuss in more detail in the discussion 
that follows. 

As a result of these various advantages, it is my opinion that one 
of the most significant effects of subchapter S is to provide well ad- 
vised taxpayers with a means for circumventing restrictions that ap- 
pear elsewhere in the code. In fact, the greater number of elections 
that I know of have been made just for that purpose and not for the 
purpose of permanently operating under subchapter S. 

Beyond these technical difficulties which, to a large extent, can be 
cured by amending the statute, I believe there is a more fundamental 
problem with subchapter S that raises the question of whether the 
provision should remain in the law. 

More than any other legislation enacted within recent years, sub- 
chapter S, to my mind, is illustrative of the trend toward adding 
more and more special provisions to the law, provisions that may 
have merit but that demand a price in terms of increased com- 
plexity that is often out of all proportion to the good they do. 
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I believe that subchapter S epitomizes this development, because, 
in my judgment, the merit of this provision is far outweighed by the 
problems it has created both from the taxpayer’s and from the Gov- 
ernment’s standpoint. Needless to say, this is a matter of judgment 
on which individuals will differ, but I believe that a complete re- 
port from the Internal Revenue Service on the interpretative and 
administrative problems with which it has been confronted by rea- 
son of this subchapter will tend to support my point of view. 

In conclusion, I would recommend to the committee that a reex- 
amination of subchapter S should be made with a view to determine 
whether it is worthy of remaining in the law and that, as part of this 
reexamination, the Revenue Service should report on its ability to 
cope with the problems created by the subchapter. _ bea 

Secondly, I would suggest that if subchapter S is to remain in the 
law it should be amended in order to asure to the extent possible that 
it will be used only for its intended purpose and not as a method of 
obtaining results that are prohibited by other provisions of the code. 

Thank you. 

The Cuarrman. Thank you, Mr. Nicholson. 

Gentlemen, let me thank you again for being present this morning 
and giving us these summaries of your papers in the compendium. 

Mr. Willis, I will not dwell at length on this matter of the taxation 
of the income of partnerships for the reason that the committee is in 
the process of legislating on the basis of the recommendations made 
to it by the advisory group of which you were chairman. We are 
hopeful that we can complete that program in the next session of the 
Congress. Much of the technical work has been completed and it ap- 
pears that there are those possibilities. However, I wanted to ask 
you, on the basis of the statement that you have in the compendium, 
if I am correct in assuming from what you say that you believe most 
of the complications of partnership taxation arise from special bene- 
fits under other provisions of the tax law. 

Mr. Wiuu1s. That is correct, Mr. Mills. 

_The Cuarrman. Would it be possible for us in the field of the taxa- 
tion of the income of partnerships to permit partners or would it be 
desirable to permit partners to have the option to treat all of the in- 
come of the partnership except capital gains and losses as ordinary 
income and ignore the complexities of the other provisions of law if 
oe desire to do so? 

Mr. Wixt1s. Mr. Mills, this is a matter that the advisory group 
spent considerable time studying and we concluded that there would 
beno simplicity involved in such an election. 

_The Internal Revenue Code is replete at the present time with elec- 
tions. If anything, they have the tendency to further complicate the 
basic tax structure. 

We felt that if there were an election the taxpayer generally would 
hot take advantage of the election if the separate statement of the 
various uses of income would effect any reduction in tax. In order te 
find out whether or not he receives a tax benefit, the partner must go 
through it two ways. We felt there would be no resulting simplicity 
in allowing such an election. 


The CHarrMan. I remember that observation being made, I think, 


when you appeared before the full committee as a part of the advisory 
group discussion, 
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When we discuss subchapter S, we often refer to it as a gener! 
provision permitting so-called closely held corporations to be taxed 
as partnerships upon the election of the shareholders of the corpo. 
tion. From what has been said this morning, I assume that any suc) 
statement is not entirely correct. 

Mr. Wituts. That is right. 

The Cuarrman. Do all of you agree to that? We do have special 
rules with respect to the income tax treatment of the earnings of q 
corporation electing to come under subchapter S that are not ap. 
plicable with respect to taxation of partnership income; is that 
correct ? 

Mr. Price. Yes, sir. 

Mr. Driscotu. Yes, sir. 

Mr. Wits. Yes, sir. 

Mr. Captin. Yes, sir. 

Mr. Nicnotson. Yes, sir. 

The Cuarrman. Do you conclude that the treatment under subchap- 
ter S of income when the corporation elects really to be treated as 
a partnership should be more nearly in line with the tax treatment of 
partnership income? 

Mr. Capturn. I certainly think so, sir; and I think a number of 
others do. 

Mr. Driscoty. Mr. Chairman, I agree. There are limits, I think, 
that everybody has recognized. It is a question of finding out where 
those limits can be established. 

The principal point at issue are the tax-exempt receipts which ate 
nontaxable to a partnership and its partners but which may, in the 
case of a subchapter S corporation, be taxable when distributed to 
the shareholders. 

One of the dangers here is that many persons assume that if they 
elect subchapter S they are going to have partnership treatment. 
That impression is widely held. 

The Cuarrman. It has been sold to the public actually as being that, 
has it not, from what has been said, but really that is not the case? 

Mr. Wits. May I read, Mr. Mills, from a statement made by the 


advisory group with regard to subchapter K in the letter of trans- 
mittal : 


Since the publication of the revised report dated December 31, 1957, the ad- 
visory group has reviewed the broad connotations of subchapter S as added to 
the Internal Revenue Code by section 64 of the Technical Amendments Act of 
1958 (Public Law 85-866). Some articles and editorial comments have referred 
to the distinctions between tax principles applicable to partnership and those 
applicable to subchapter S_ corporations as if there should be a complete con- 
sistency. The advisory group feels that there are many areas of significant 
differences in the conceptual characteristics of partnerships and of subchapter 
S corporations. It is quite logical that their tax characteristics also should 


differ. 

Mr. Mills, I am still of that opinion. TI believe if subchapter $ 
corporations were treated truly as partnerships we would have no end 
of complexity in the subchapter S area and I, as of this time, would 
not favor trying to superimpose subchapter K on top of subchapter 
S. Ithink we would have nothing but chaos. 

The Cuarrman. I am not suggesting that we do it. 


At tl 
though 
amen 

Wha 
me at | 
to the t 
ment u 

Is th 

Mr. | 
pensiol 
stockhi 
qualific 

A se 
tion ¢é 
does n¢ 

Initi 
could « 
There 
splittin 
chapte 

Tho 
certall 

The 

Mr. 
in this 
nesses. 
wheth 
applie 
been 1 
allows 
could 
amour 
get al 
aroun 
stated 
forde 
form 
advan 

The 

Mr. 
some | 
cussec 


subch 
regul; 
effect: 
Howe 





are 
the 
1 to 


‘hey 
ent. 


hat, 
: 
the 
ans- 


e ad- 
al to 
ct of 
rred 
those 
con- 
icant 
apter 
ould 


ar § 
end 
ould 


pter 


INCOME TAX REVISION 933 


At the time that we were thinking of this treatment, I am sure 
thought was given to whether it could be accomplished through 
amendment of subchapter K. 

What I am thinking about is this: Some people have alleged, to 
me at least, that the treatment under subchapter S is more favorable 
to the taxpayer electing to come under subchapter 5S than is the treat- 
ment under subchapter K of partnership income. 

Is that true? 

Mr. Carin. I can think of two obvious examples: One relates to 
pension plans, deferred compensation plans. The subchapter S 
stockholder is eligible to enter into a deferred compensation plan 
qualified under section 401, whereas a partner would not be. 

A second relates to fiscal year reporting. A subchapter S corpora- 
tion can select any fiscal year it wants to; a partnership, however, 
does not have this freedom. 

Initially, when you form a new subchapter S corporation, you 
could create an artificial year, bridging the shareholders’ fiscal year. 
There are thus possibilities of deferring payment of income tax or 
splitting your income between 2 years very obviously under the sub- 
chapter S form. 

Those are two major differences which occur to me. There are 
certainly others. I think these are abused perhaps more. 

The CuarrMan. Does anyone else desire to comment ? 

Mr. Nicnoxtson. Yes. I think another point that should be made 


; in this connection is that subchapter S is not confined to new busi- 


nesses. It is not confined to a situation where you have to choose 
whether you want to be a corporation or a partnership. It also 
applies to a corporation that has been in existence, or might have 
been in existence, for a number of years and, as it presently works, it 
allows a corporation to make an election for a single year. This 
could be of great advantage if it is a year in which a substantial 
amount of capital gains are recognized. In effect, it allows you to 
get around the restrictions of section 346 and conceivably to get 
around the collapsible provisions. This has nothing to do with the 
stated objective of the subchapter. It is purely an opportunity af- 
forded to businesses in corporate form which intend to stay in that 
form but which want to go into subchapter S for 1 year to take 
advantage of some of what I characterize as gimmick features. 

The Cuamrman. Yes, Mr. Driscoll. 

Mr. Driscott. Mr. Chairman, I would like to point out that, while 
some of the so-called gimmicks of subchapter S have been widely dis- 
cussed, they do not have a clear basis in the law. That is especially 
true of capital gains gimmicks. 

The proposed regulations would restrict a number of these benefits. 

I wish to point out that, while we may have several loopholes in 
subchapter S, the provisions are in the process of development. The 
regulation with regard to capital gains treatment would fairly 
eflectively bar the use of subchapter S as a gimmick in that respect. 
However, it is desirable that the committee consider specific legislation 
in support or clarification of those regulations. 

The Cuarrman. Before coming back to Mr. Caplin, Mr. Driscoll, 
do you have the uneasy feeling about the regulations that the statute 
itself might not sustain the regulations in this respect ? 
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Mr. Driscott. Mr. Chairman, the regulations serve a purpose at 
this time. They are what is called in terrorem regulations. That jg 
they may deter taxpayers from attempting to use what might be a 
possible loophole. Undoubtedly there is support for portions of the 
regulations. Subchapter S was not intended to be used as a devic¢ 
for liquidating a corporation. However, the regulations go beyond 
that. Particularly in the area of partial distributions, the regulations 
might be questionable. 

T do not think, howev er, that it should be considered that subchap. 
ter S has been widely abused to date. 

The Cuarrman. I am not saying nor thinking at the moment that 
we have had enough experience under the operation of subchapter § 
to really ev aluate all the possibilities for use or even certainly of 
abuse. 

I think Mr. Price’s statement is correct that 15 months of exist- 
ence has not given us sufficient time yet to know even to what extent 
it may be fully used and certainly it has not given us enough exper- 
ience to know where all of the abuses may be if there are any. 

What I am thinking about is the fundamental question presented in 
my mind of why there should be more favorable treatment taxwise 
under sube chapter S if that is the case than in the case of partnerships, 

Can we sustain more favorable treatment of income of corporations 
electing to come under subchapter S if that is the case? 

You have pointed out two or three places where there is this ad- 

vantage over the taxation of ps wtnership 1 income. Is it necessary that 
subchapter S be more favorable in its treatment of income to the elect- 
ing corporation than the law now provides for partnerships ? 

Mr. Price? 

Mr. Price. Mr. Chairman, could I say this: I think that the merits 
and demerits of the various provisions of subchapter S should be 
judged on their own footing. I agree heartily with Professor Cap- 
lin that two of the differences between subchapter S treatment and 
partnership treatment which have been held up as inducements to 
taxpayers to use subchapter S in preference to partnerships; that is, 
differences in the taxable year of the entity and the owners of the 
entity and the employee fringe benefits, should be erased, not so much 
because this is a difference between subchapter S treatment and part- 
nership treatment but this is something which the owners of a busi- 
ness who are paying tax on the earnings of that business directly 
should not be permitted to do. 

Now, there are ways in which, it seems to me, that different results 
under subchapter S and under the partnership provisions of the code 
are inevitable. It is impossible to prevent them. In some cases they 
may work out to the advantage of the taxpayer and in some cases they 
may work out to his disadvantage. These differences have to remain 
at least so long as you are going ‘to permit preexisting corporations to 
elect subchapter S treatment. 

The most simple and obvious example is that the owner of the stock 
in a subchapter S corporation who sells his stock is either going to get 
capital gain or ordinary income for the stock as a whole. 

The owncr of the partnership sells his interest in the partnership 
and that does not follow. So long as you let preexisting corporations 
elect subchapter S, I do not see how that can be erased but it is not 4 
basic advantage of one over the other. 
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The CuarrMAN. Mr. Caplin. 

Mr. Caprrn. I think the figures on election are highly significant: 

that fact that there were 62,000 elections by January of "1959 and 
57,000 of those were filed by old corpor ations. It was alw ays my un- 
derstanding that subchapter S was put in the law to permit businesses 
to select the corporate form where, under the old system, they were 
deterred because of the “double tax” consequences. 

In practice So often people will say, “This venture cannot stand a 
corporate tax,” and as a result they will try to squeeze the venture 
into a limited partnership arrangement or a partnership arrangement. 
We have hada lot of artificial limited partnerships; and we have had 
the “association” concept hanging over our heads as to whether or not, 
even though you technically “had a limited partnership or a gener ral 
partne rship, it would be taxed as a corporation. 

I thought it was in this area where the appeal had been made: to 
take away this artificial type of substantive organization and let peo- 
- select their organization for the corporate benefits—limited liabil- 

, transferability of shares, perpetuation of the enterprise beyond 
death. Let new businesses which are unable to stand the burden of a 
corporate tax, adopt the corporate form. 

What do we have now? People who had already selected the corpo- 
rate form are the ones who are making primary use of subchapter S. 
We have not encouraged new corporateness at all. 

As a result, I think that a surv rey on this might help to see if many 
of these old cor porations are using subchapter S to rid themselves of 
wusual tax difficulties such as accumulation problems. They have 
built up $100,000 of unreasonable accumulation; they are worried 
about it. By making the election they avoid that problem. Collap- 
sible corporation problems also are solved. If you want to sell, you 
make the election and sell the asset, and there is only one single 
capital gain if it is property used in business, depreciable or real. This 
really perverts the original motivation behind subchapter S, and that 
is one of the reasons why I feel that the subchapter should be limited 
to new corporations. That would be more in line with its original 
pur} ose. 

With new corporations, we could bring the subchapter extremely 
close to partnerships. There will be variations, but not to the degree 
that we have today. 

The CHarrman. Are part of the difficulties that you see in this area, 
Mr. Caplin, due to the fact that the rules for getting in and out of 
subchapter S are not sufficiently tight ? 

Mr. Cartin. I think that is one of the objections; yes, sir. 

Mr. Cuamrman. I find some difference, frankly, with your sugges- 
tion that subchapter S treatment should be applied only to new cor- 
porations. I am thinking of problems that will arise in time under 
present rules for getting in and out if you applied subchapter S only 
to new corporations, because in time we hope that even the new cor- 
porations will be able to accumulate ear nings. 

[f they elect to come in and go back out and come back in, you 
might have the same problem of ace umulated earnings in the new 
corporation in time that you presently have in applying the provi- 
sions of subchapter S to the old corporation. 
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Mr. Capiin. Under this concept, you would have no appreciable 
accumulated earnings built up. The theory is that the taxpayer wil] 
be taxed directly and the earnings account will not build up at all with 
the new corporation. 

The CuarrmMan. You do not have the problem there. 

Mr. Captain. That is right. 

The Cuatrman. Mr. Driscoll. 

Mr. Driscott. Mr. Chairman, the fact that preexisting corporations 
made this election does not necessarily, it seems to me, imply that 
they are deriving an unwarranted tax benefit. For example, I would 
give two illustrations where preexisting corporations made the elec- 
tion under subchapter S. One case I know about involved a group of 
engineers who had been organized as a corporation but who wished 
to divide the earnings of that enterprise exactly in proportion to their 
stockholdings. If they did so as a corporation, there would be a con- 
siderable danger that those distributions might be treated as unreason- 
able salaries, and some part of them might be treated as a dividend 
taxable to the corporation and taxable again to the stockholders. 

That is one illustration where it seems a perfectly legitimate use of 
subchapter S to allow the income to be taxed proportionately to the 
owners. 

Another illustration involves corporations which were formed 
some time ago and have consistently lost money. These businesses 
were compelled to incorporate because the participants in the venture 
did not feel they could assume the liabilities of a partnership. It was 
necessary for their own personal protection that the business be in- 
corporated. When subchapter S came along, they made the election 
so that those losses would be avaiiable to the individuals and not 
bottled up in the corporation. 

I merely point out that this problem has existed for some time. 
The fact that a large number of corporations made the election the 
first year merely indicates that there is a backlog of corporations 
which would have made that election previously but it was not avail- 
able. Many of these corporations wanted to be taxed as partnerships 
all the time but were not given an opportunity to do so prior to this 
occasion. 

I would point out however, that Mr. Caplin’s suggestion has great 
merit. If we could project limit subchapter S to new corporations, 
subchapter S could be much simpler. 

The Cuamman. That would mean a tightening of the rules. 

Mr. Driscotu. I think it would mean a relaxation as to the future so 
that a new corporation going into this could be given more latitude 
and there would be simpler results to apply. 

The Carman. But you would have to have tighter rules for get- 
ting in and out? 

Mr. Driscoty. Yes, sir. 

The Cuatrman. Mr. Mason. i 

Mr. Mason. Mr. Driscoll, you made copious use of the word “dis- 
crimination” as between the big and the small business and what should 
be done about that discrimination. I was wondering if that word 
“discrimination” was proper and whether it is not the advantage that 
the large business has over the small and you want to minimize those 
advantages? 
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Mr. Driscouu. It is a difference in terms, Mr. Mason, between “dis- 
crimination” and “advantage.” 

In any event, there are great benefits that accrue to major business 
under the existing tax laws. Small business is prejudiced, if we 

may use a new term, under the present provisions. 

Mr. Mason. Discrimination connotes to me that the laws we have 
made brought that about when it is the advantage of the size perhaps 
that give the adv: antage to the big fellow. 

Mr. Driscot.. ‘There is one aspect, however, where the term “dis- 
crimination” might be considered more appropriate. That is with 
respect to pension and profit-sharing plans. In that area the tax law 
provides an advantage for corpor ations. That advantage does not 
exist in noncorporate “business activities, such as professional services, 
farming operations, small p: rtnerships, and so on. 

The CuarrmMan. Are there any questions or comments? 

Mr. Willis? 

Mr. Wituis. May I just make one statement before we conclude? 

The CHAIRMAN. ‘Certainly, sir. 

Mr. Witu1s. The suggestion has been made by several of the panel- 
ists that personal holding companies should be permitted to elect 
under subchapter S. I think this first raises the question as to the 
basic objective of the Congress in adopting subchapter S, whether it 
was truly intended to be restricted only to an actively operating com- 
pany. A second — is that, if a personal holding company can 
elect under subchapter S, it would seem to me only fair that there 
should be a rethinking "3 the whole concept of personal holding 
companies. 

If a personal holding company does not elect under subchapter S, 
perhaps because it cannot qualify, but does distribute all of its income 
as dividends, should it be in a ‘different status than a subchapter S 
orporation? I believe it does tie in with a rethinking of the personal 
holding company if such a proposal would be seriously considered. 

The Cuatrman. Is there any comment? 

Mr. Driscoll ¢ 

Mr. Drisco.ti. I would like to make a comment on another matter, 
Mr. Chairman. In its present form subchapter S presents a trap for 
many businessmen. It offers the attraction of taxation as a partner- 
ship but subchapter S is loaded with dangers for small business and 
individuals. 

I would suggest that some method be devised quickly eliminating 
these traps for the unw ary, and at the same time closing loopholes or 
potential loopholes. 

The CuHatrMan. Does anyone else desire to make any further com- 
ment? Mr. Nicholson ? 

Mr, Nicnotson. I think whenever a group of tax attorneys get to- 
gether there is a great danger of an emphasis on technical shortcom- 
ings, loopholes, and pitfalls in a particular provision and perhaps 
sometimes a failure to take into account what I think is a more 
fundamental problem, and that is the complexities created by a section 
and the possibility that it may give the Revenue Service a degree of 
difficulty in enforcement that makes the section of questionable value. 

I would emphasize again that, before determining what modifica- 
tions or amendments should be made, I think it would be v ery helpful 
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to request the Revenue Service to give the committee some idea of 
how it has been able to cope with this section, and I think there wil] 
have been time to evaluate by now because the returns are in for the 


first year and in some cases for the second year of operation under the 
section. 

That is all. 

The Cuairman. Thank you, Mr. Nicholson, for that suggestion, 

We thank each of you again for being with us today. We know 
you are busy men. We appreciate your taking time from your sched- 
ules to come to the committee. Thank you so much. 

The committee had decided to move forward the second panel for 
today so that we could dispose of that subject matter earlier in the day, 

Will the members of the panel on income of estates and trusts please 
come forward ? 

Our panelists for the discussion of income of estate and trusts are 
Mr. Weston Vernon, Jr., attorney, of New York City; Mr. Norman A. 
Sugarman, attorney, of Cleveland, Ohio; and Mr. James P. Johnson, 
attorney, of Chicago. 

Gentlemen, we appreciate very much your papers and your prepara- 
tion of those papers for the compendium, and your presence today to 
summarize the highlights of your papers briefly. 

We will recognize the members of the panel beginning first with 
Mr. Vernon. 

Mr. Vernon, you and Mr. Johnson, have been before this committee 
in the past in very helpful capacities as members of the advisory group 
on the income tax treatment of estates and trusts and, Mr. Sugarman, 
we know that you served for a number of years with the Treasury 
Department, Internal Revenue Service, and that you have been prac- 
ticing law since then in Cleveland, Ohio. We appreciate all of you 
being here. 

Mr. Vernon, you are recognized, 


STATEMENT OF WESTON VERNON, JR., ATTORNEY, NEW YORK, N.Y. 


Mr. Vernon. Thank you, Mr. Chairman. It is a pleasure to be 
here. 

I will confine my opening statement to a very few brief remarks 
on the general picture as it relates to the taxation of estates and trusts. 

It seems to me that the question of broadening the tax base insofar 
as it involves questions in the trust and estate area also involves prob- 
lems which are not peculiar to that area. 

The tax law and our general law recognize and give effect to trans- 
fers of eae y by individuals. To the extent that they recognize 
those transfers and give effect to them it is possible, in instances, that 
there may be a shifting of income into lower brackets. This can be 
done, of course, not only through the use of trusts but it can be done 
in a great many ways. 

It can be done through transfer of property to corporations and 
through partnerships. It can be done through outright gifts without 
using trusts and those outright gifts need not necessarily be final and 
conclusive because it is possible to make gifts of life estates and in- 
terests of less than the entire property. It is possible to make outright 
gifts to minors and all of the States have facilitated by recent legis- 
lation the transfer of securities into the names of minors. 
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It is also possible in a sense to shift income into lower brackets 
through the use of trusts and it is also possible to shift income through 
dividing property by mean of one’s will. 

All of these are related to any effort to broaden the base so far as it 
involves trusts and estates. 

Just so long as the general law permits and our tax law recognizes 
and gives ef ffect to transfers of property, whether recognition is for 
gift, or for income or estate tax purposes, there will be some shifting 
of income into lower brackets. 

To that extent, the tax base may seem to be erroded. 

Theoretically, of course, it would be possible to restrict or to deny 
effect to some or all of these transfers. I say theoretically, because I 
do not think that any system which attempted to, gener: ally speaking 
tax the income to the transferor of property in all of these areas 
would either be workable, or would be wise, and, certainly, it would 
raise problems, or perhaps overtones at least, of ‘constitutionality, if 
there were any effort, to tax income of property to persons who do not 
own the property and are not entitled to the income. 

I say that it would be unwise to adopt any general approach here 
which restricts or which refuses to give effect to property transfers, 
because, in my experience, I believe that a good many of these trans- 
fers, whether they are to corporations or trusts, or otherwise, or out- 
right gifts, have some incentive aspect, providing added incentive 
to the transferor or the donor. 

When a father puts a few shares of stock in trust for his son’s edu- 
cation, he knows that the income from those shares is not going to be 
available for his current living expenses. 

To that extent there is some incentive to make up for that deficiency 
by earning more or producing more to make up for the property that 
has been transferred. 

I have seen that in innumerable instances. 

We feel, also, or personally, at least, I do, that perhaps there has 
been some exaggeration here of the problem of erosion of the tax base 
through the use of trusts. Recently published figures indicate that 
many trusts are small. Perhaps most trusts are small trusts in the 
sense of the capital values that go into them and most have small 
amounts of income. The figures also indicate that most of the income 
of trusts is distributed so that it bears its burden of tax in the hands 
of individual taxpayers. The figures also show that substantial 
amounts of taxes are paid on the income that is accumulated in trusts. 
Perhaps some of the problems that have been referred to in this area 
may have been overemphasized, at least so far as the general picture 
is concerned. 

This is not to say that in individual instances there may not be 
prob lems. It is my view that so far as broadening the base in this 
area is concerned, it would be unwise to single out trusts for any 
drastic action without dealing in other areas as well. 

Generally speaking, I believe that a better approach to the entire 
problem would be one of providing more precise and workable rules 
for the taxation of trusts and estates within the general framework 
that we now have in the law, of course, supplemented with such steps 
as are necessary to prevent the abuses that creep into every area of 
our tax laws, and, finally, that perhaps efforts should be made to 
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provide better enforcement of the law, realizing that that means bet- 
ter enforcement and administration, wis h comes down to a problem 
to a large extent of employing and keeping in the service of the 
Government employees who are competent to administer and to deal 
with the complicated problems that arise not only in this area, but in 
every other area which involves transfers of property to taxpaying 
entities. 

Thank you very much. 

The Cuatrman. Thank you, Mr. Vernon. 

Mr. Sugarman, we are pleased to have you with us today, and you 
are recognized, sir. 




















STATEMENT OF NORMAN A. SUGARMAN, ATTORNEY, CLEVELAND, 
OHIO 





Mr. Sucarman. Thank you. 

Mr. Chairman and members of the committee, I appreciate the invi- 
tation to appear before you this morning. I think I can summarize 
my views in this area very briefly. 

The tax treatment of estates and trusts, I believe, is a very impor- 
tant matter, albeit we generally think of it as a highly technical or 
legal area 

For that reason, because it seems to be a technical area, it is fre- 
quently relegated to complex treatment without regard to the neces- 
sity for giving to it the same attention with regard to fairness and 
simplicity that we hope to attain in other areas in dealing with tax- 
payers generally. 

[I stress this matter because I believe there is a serious question in 
the minds of many tax practitioners and in the minds of many people 
in the Revenue Service as to whether the law, particularly in this 
area, isn’t already unduly complex. 

Accordingly, I would like to make some suggestions with avoid- 
ance of complexity as a basic principle in mind. 

I do not need to remind the committee of the growth of the statu- 
tory provisions dealing with estates and trusts. However, despite the 
growth of these provisions, I think it is fair to say that the problems 
have not disappeared and ‘that we still face many unanswered ques- 
tions. 

There may be a tendency to try to answer them in the statute. 

My experience indicates that every time we attempt to produce 
more answers in the statute we seem to create more problems. 

I think the time has come to call a halt to that procedure, to the 
extent possible. 

In this connection I would like to make the suggestion, which is 
amplified in more detail in the paper I have submitted, that except 
where an emergency situation exists the committee might give con- 
sideration. to a procedure whereby proposed legislation could be re- 
ferred to the Treasury Department for that Department to attempt 
to write regulations and draft tax forms to give effect to the legislation. 

I think this is particularly necessary in “the estates and trusts area 
where the regulations are so important and where the forms are s0 
important. 
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It took about 2 years for the Treasury Department to issue regula- 
tions under the 1954 code provisions on estates and trusts and I think 
that was good time, everything considered. ee 

The trust forms and estate forms are also a good job considering the 
present situation. so ; 

However, I am sure that many of the proposals for legislation which 
are now under consideration could add considerably to the complexity 
of the form and this may create real problems in terms of compliance 
as to filing proper returns and in terms of the Revenue Service itself 
being able to handle these matters. 

I noted particularly Mr. Nicholson’s statement at the preceding 
session as to the problem of the Revenue Service administering some 
of the provisions of the law. 

There may have been other speakers before the committee who have 
also referred to this problem. I think estates and trusts is one area 
in which the Revenue Service does not have sufficiently trained per- 
sonnel throughout the country, and it may be almost impossible for 
them to have people of that kind simply because there are so many 
other subjects 1n which the Service must also have trained personnel. 

Accordingly, I think there should be a very practical limitation on 

just how far we can go into further complex legislation. 
I would like to apply these general statements I have made as a 
matter of principle to two suggestions which are before the committee 
in reports of the Advisory Group on Subchapter J. One deals with 
the subject of multiple trusts. 

This is an area in which it seems to me undue complexity would be 
added to the law through the suggestion which is contained in the 
present report of the advisory group. 

I do not think the problem warrants adding this type of com- 
plexity. It seems to me that, along the line of the statements made 
by Mr. Vernon, the problem is a much broader one. In a sense it 
involves the question of how do you tax family income. I see no 
reason for the committee to single out the particular subject of trusts 
to impose new or complex rules when it is not taking a broader ap- 
proach to the whole subject. 

In the field of estates there is need for legislation to correct what 
seems to be an unintended situation now, where certain types of corpus 
distributions can be taxed as ordinary income. 

[ believe that the advisory group's recommendations in this regard 
are sound, but I would like to see further consideration given to the 
entity approach, that is, the approach whereby an estate would be 
taxable on its income, and there need be no concern with the character- 
zation of the distributions made by it to beneficiaries or heirs who 
would not be taxed. 

There are some problems in the entity approach. I have not been 
able to study them fully enough to reach a conclusion in my own 
mind. 

My only view is that this is one of the few comparatively new ap- 
proaches which holds some possibility for simplification in the tax 
treatment of estates, and I would suggest, therefore, that it be kept 
in mind for further study by the committee. 

Thank you. 

The Cuatrman. Thank you, Mr. Sugarman. 
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Mr. Johnson, we are pleased to have you with us this morning, anj 
you are recognized, sir. 


STATEMENT OF JAMES P. JOHNSON, ATTORNEY, CHICAGO, ILI. 


Mr. Jounson. I would like to spend what little time is allotted to 
me to a further discussion of the estate problem, which Mr. Sugarman 
referred to. 

It seems to me that this is the most pressing problem in this area 
and one that has been crying for solution for 5 years. 

Under the present law the wrong person is apt to be taxed on estate 
income. The advisory group labored the subject before, I knov, 
Even the family automobile may be treated as income if it is dis- 
tributed to a beneficiary and not specifically bequeathed. 

The reason this happens is that any distribution made by an estate 
is treated as income whether it in fact is corpus or is income. 

The advisory group proposed two kinds of solutions to this prob- 
lem, one a simple technical change extending what is known as the 
separate share rule to estates which is now applicable only to trusts, 
so that for the sole purpose of determining what is income, the in- 
terests of different beneficiaries would be separable. 

I don’t believe there is any controversy about this suggestion. | 
think anyone familiar with the field inside and outside of the Gov- 
ernment is in favor of it. 

The second proposal was that distributions by an estate be treated 
as income or corpus depending upon how they would be treated under 
State law. This proposal has met with the criticism that it permits 
undue manipulation of income in the hands of an executor. 

I don’t believe there is much in this objection. I don’t believe that 
any alternatives that have been suggested would lead to much less 
manipulation if it exists. 

At your request the advisory group proposed two alternatives to 
the second suggestion. One of these was that distributions of assets 
owned by a decedent at the time of his death be treated as corpus 
if they were distributed in kind. 

This would solve a number of the problems present, but not quite 
all of them. 

I have also heard it suggested that this suggestion be limited to 
distributions of chattel property and not securities. I think it would 
be most unfortunate if that compromise were adopted. 

While the family automobile is frequently used as an example of 
the inequity in this situation, it is a comparatively small inequity. 

The problem which would remain if that solution were adopted 1s 
chiefly in the area of a testamentary trust in which for reasons of 
keeping an executor’s accounts reasonably in order an executor will 
desire to make a partial distribution of securities to a so-called for- 
mula marital deduction reduction trust; for instance, as he makes an 
equal payment on account of estate taxes or other expenses of adminis- 
tration. 

If there were no way in which he could transfer securities or other 
corpus to the trustee without that property being treated as income, 
the trust would have to pay an income tax on the receipt of this 
corpus when the cash, which was the income in the hands of the execu- 
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tor, would eventually go to the income beneficiary of the trust, and the 
income beneficiary, rather than the remainderman, who eventually 
gets the corpus, ought to bear the burden of the tax. 

Therefore, confining the distribution-of-assets-in-kind approach to 
chattels would not be satisfactory. 

The other suggested alternative which we submitted you was the 
approac h which Mr. Sugarman suggested, of treating an estate as 
entity, that is, taxing the executor on all the estate income regardless 
of distributions. 

I feel very strongly that this would be a most unfortunate piece of 
legislation. 

All beneficiaries of an estate would, in effect, be lumped together 
for the purpose of determining the tax rate imposed on income they 
are entitled to. 

There would be no way the executor could get out of this until he 
could distribute the corpus. Even if he made distributions of income, 
the whole estate income would still be taxed in one single lump at the 
highest brackets. ‘The man who was the beneficiary of a $10,000 trust 
under the will would be taxed at the rates of the remainderman who 
might be entitled to receive a million dollars. 

My second principal objection to the proposal is that it makes too 
much depend on the accident of how the decedent’s property happens 
to be held. It has become increasingly common to make a so-called 
revocable trust as a substitute for a will. The guy who had a revoca- 
ble trust would have an estate taxable under the trust rules. The man 
who didn’t would have an estate taxed under the entity rules with 
widely varying results. 

Finally, ‘the suggestion that the entity approach would reduce ma- 
nipulation and produce simplicity is a mirage. ‘There would be just 
as much manipulation, if there is any, as there would under any other 
approach. 

it would simply be a manipulation of corpus distributions rather 
than of income distributions. The simplicity is supposed to arise 
from simply extending the decedent’s existence to his estate. As soon 
as you try to impose all the complications of an individual income tax 
return on an estate, the complications get to be fantastic. 

Finally, I would like to say that I believe in this area any legislation 
should extend, at the election of the taxpayer, to estates which have 
heen in existence since 1954. 

[f you gentlemen will pardon my saying so, I believe Congress 
pulled an enormous blooper in this area in 1954, and I think in all 
fair ness it should do something about it. 

Thank you. 

The Crarrman. Gentlemen, let me thank you again for your papers 
and being with us today summarizing those papers. We appreciate 
the fact that all three of you are busy 1 men and we all the more appre- 
ciate your taking from those busy schedules sufficient time to prepare 
these papers and to be with us today. 

I assume that I could get agreement out of all three of you if I 
would suggest that provisions ‘for the taxation of estates and trusts 
under subchapter J are, to some extent at least, complicated. 

Mr, Jounson. Necessarily so. 
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The CHairman. They are necessarily so because of the desire of 
the Congress in the past to try to help taxpayers, on the one hand, and 
to avoid abuses of those privileges, on the other hand; is that not 
true? 

Mr. Jounson. That is right. 

The Cuamman. There is very little hope of really bringing a very 
high degree of simplicity into the tax operations of subchapter J; js 
that not right ? 

Mr. Sugarman. Mr. Chairman, I would comment on that only in 
this one respect: 

I think it depends on how the matter is approached and I would 
like to give as an example the history in connection with the so-called 
Clifford regulations. 

You will recall a number of years ago the Supreme Court decided 
in the Clifford case, and there were many hundreds of other cases, 
that the grantor of a trust was taxable under certain circumstances 
on the income of a family or short-term trust. 

I have never counted them, but there probably were a thousand 
and/or more cases in litigation on that subject and there was a great 
deal of confusion. 

The Treasury Department issued regulations in that area and while 
there was some grumbling about the rules, the fact is they in effect 
told people how they could draft a trust where the grantor would not 
be taxable and if they included certain other provisions he would be 
taxable, at least in the Treasury’s view. 

Those regulations in effect stopped the litigation. They permitted 
people to draft trusts and finally in 1954 the Congress enacted those 
regulations in substance as part of the law. 

My only point in mentioning that is that a good deal in this area 
could be done through regulations which have to some degree greater 
flexibility than legislation, and the answer to some of the matters of 
complexity may be that through regulations, many of these problems 
could be handled on a basis that would: not require legislation, and 
while it may be asked, “Well, why not put it in the law where every- 
body can read it?”, I think there is some difference due to the fact 
that the regulations are more easily amended and can be adapted to 
situations that Congress could not possibly have thought of it at the 
time of the original legislation, so that while I agree much of the 
complexity in the law today is due to the worthwhile efforts to at- 
tempt to eliminate problems and protect taxpayers as well as prevent 
abuses, I would suggest that from a future standpoint it is not neces- 
sarily the necessary approach to include all the new rules in the 
statute itself. 

The Cuarrman. Mr. Sugarman, I was impressed in reading your 
paper with the thought that you have that we might eliminate some 
of the complications by extending greater discretion in the adminis- 
tration of the law. I have always been fearful of the administration 
of general provisions of law in the interest of simplification for sev- 
eral reasons, one of them because of the practice that prevails within 
the Internal Revenue Service of giving these so-called private rulings 


with respect to some situations that are not known to taxpayers gen- 
erally. 
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There are other reasons why I have not liked to place any more 
discretion within the Department administering tax law than we 
could avoid. That is one of them. 

If we followed your suggestion, would it be probable that there 
might be under this system that we have today of reorganization oo 
a bit of difference in actual effect of taxation in different districts? 

Mr. Sucarman. I believe that the practice of most of these situa- 
tions such as estates and trusts are that when trusts are drafted or 
wills are being drafted the careful attorney will look at the Treasury 
Department regulations, although there will always be some who 
won't know about them, and won’t know about the statute either, for 
that matter, and will attempt to draft in such a way to keep his client 
out of trouble. 

I think there is a growing practice to request rulings in this area 
and I think it is perfectly proper because, at least, as I see it, trusts 
are being established where the idea is to know ahead of time what 
you are doing, to accomplish results which I think are primarily for 
reasons other than tax considerations, and that the rulings procedure 
is a very proper and necessary one because of the importance in the 
tax situation. 

[ agree with you wholeheartedly on this matter of publication of 
rulings, and I can only add as a personal note that when I was with 
the Internal Revenue Service one of the major efforts which I at- 
tempted to extend was to increase the publication of rulings in this 
area, aS well as other areas. 

I think if that type of procedure is available and the regulations 
are drawn in an attempt to cover these problems, if rulings are avail- 
able, then the matter of different decisions or determinations in dif- 
ferent internal revenue districts becomes a much lesser problem. 

I think the solution hes in clearer regulations and more advanced 
rulings rather than less. 

The Crarraan. Mr. Sugarman, you put your finger on one of the 
problems when you say that within the Service itself there m: iv not 
be a sufficient number of qualified technicians dealing with the subject 
matter of taxation of estates and trusts, and I would assume that the 
other two members of the panel would agree with that observation. 

Mr. Jounson. Yes. 

Mr. Vernon. I certainly would. 

The Cuarrman. If we provide greater discretion within the Depart- 
ment to develop regulations and to give its interpretation of a more 
general rule laid down for all, it w ‘ould certainly be necessary that 
there be sufficient technical personnel under that operation to insure 
proper decisions, and, very frankly, I do not know whether if we did 
it, on the one hand, we could except the department to do it, on the 
other. 

Mr. SucarmMan. I think there is a difference, depending on the lo- 
cation of the personnel. The regulations and rulings job can be done 
with a comparative handful of people i in W ashington. 

The determination of tax based upon the return, of course, is a 
farflung operation throughout the country. 

The Cuamman. That is what Iam talking about. 

Mr. Sucarman. I think it is principally in the audit area through- 
out the country where there are so many other problems and need 
for experts that we find this shortage of trained people. 
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The Cuarrman. Mr. Sugarman, you criticized the advisory group's 
recommendation with respect to the treatment of multiple trusts, and 
you suggest, as I understand you, that there be a primary purpog 
approach. 

Mr. Vernon, what do you think of this criticism of your handi- 
work? Is it justified? 

Mr. Vernon. The question of treatment of multiple trusts, of 
course, was debated so long in the advisory group that any comment 
at this point would perhaps be unnecessary. There were as many 
different views as there were members of that group. 

The Cnarrman. If there had been 35 members there would have 
been 35 different views, I assume? 

Mr. Vernon. Precisely. I think one of the major problems was 
that there were at least some members of the advisory group not 
aware of the extent of the abuse, if there is any abuse through the 
use of multiple trusts. We had to accept the word of this committee 
and perhaps of the Treasury Department that there is some abuse, 

I don’t think there is anyone on the advisory group who would be 
reconciled to the almost nonsensical multiplication of trusts purely 
for the purpose of spreading the income out into trusts which may 
accumulate income and not pay it out. 

The difficult question, of course, is how to proceed with it and, 
frankly, as one of the members of the advisory group, I do not care 
how the step is taken, but if there is some abuse, it seems to me that 
some step should be taken to correct it. 

The CuHarrman. With particular reference to Mr. Sugarman’s 
suggestion, how does it appear to you ? 

Mr. Vernon. I would go along with the suggestion. 

As I understand his point, it was that a very general provision 
which would give the Commissioner power in certain instances where 
there is a primary purpose of tax avoidance to combine trusts. That 
suggestion, I believe, was made by Mr. Tweed and me 2 years ago to 
this committee. 

I would go along with that. 

The Cuatrman. Mr. Sugarman, Mr. Johnson on the other hand 
has criticized somewhat your entity approach suggestion in the treat- 
ment of estates. 

What do you have to say in rebuttal to his criticism of that ap- 
proach? Do you want to add anything? 

Mr. Sucarman. I would just add these two things. I think there 
are problems in the entity approach. I merely suggested that perhaps 
someone smarter than myself can figure out some answers and that 
it has, I think, the possibility which I would not like to see developed 
at this point, that is the possibility of a new method of taxing estates 
which might work out very well. 

In my paper I suggested that the entity treatment be approached 
at least at the outset as an elective method. My reason for that goes 
back to my basic point that I am not sure we know enough about it 
at this point, we may not for quite a while, to really be sure that that 
is the one and only method of properly taxing estates, and I would like 
to see it studied further with the view of seeing whether it could be 
drafted and used as an elective method under the tax law. 








Th 
tion 4 
Mr 
reall: 
estat 
be m 
than 
It 
cone! 
wise 
the « 
how 
othe 
alon 
sayl 
and 
any 
to bi 
| 
it t 
cast 


esta 


ele 
an 


pr 


ve 
BS 


at 


INCOME TAX REVISION 947 


The Cuarrman. If you think the principle is sound, why the elec- 
tion ? 

Mr. SucarMAn. I think the answer to that lies in the fact that I 
really find it difficult to say there is only one proper method of taxing 
estates. Some may say that if you have an election, the election w ill 
be made to use the entity approach when that will produce less tax 
than the conduit approach, and vice versa. 

I think our difficulty is that the entity approach makes sense as a 
concept of continuation of the decedent in taxing income that other- 
wise would be taxed to him, but the difficulty is we do not know what 
the decedent would have done with his property if he had lived and 
how it might have been distributed among his family, and a lot of 
other things that would have happened. Accordingly, somewhere 
along the line perhaps the conduit approach is the 1 ‘ight one, and I am 

saying, therefore, that until we would know more about this subject 
and how it works as a practical matter, I would hesitate to saddle 
anyone with a rule that the entity approach would be the only method 
to be use “dd. 

[ am particularly concerned about it because where on the face of 
it the entity approach holds some possibility for simplicity in the 
case of the small estates, there also could be some traps for the small 
estates in it, and I would like to see those things thought through and 
worked out better. 

This subject in that respect is not too dissimilar from the subchapter 
S subject that was previously discussed with the committee. 

The Cuarrman. Do you have anything further to say, Mr. Johnson ? 

Mr. Jounson. I would just like to add that I think there are too 
many elections in the tax law now. They are complicating and they 
are tr ips. 

Estates by and large are not administered by highly skilled person- 
nel. A lot of them are administered by untrained individuals who are 
not lawyers. 

Even large trust companies have to depend on relatively low-sal- 
aried employees. 

Adding one more election just adds one more complication. 

In all honesty I don’t see any more reason to give the taxpayer the 
election than to give the election to the Treasury Department, and I 
am sure Mr. Sugarman won’t go along with that. 

The Cuatrman. Mr. Vernon? 

Mr. Vernon. Could I be so bold as to make a suggestion? The 
proponents of the entity theory, the proponents of the solution sug- 
gested by the advisory group, the proponents of the distribution-in- 
kind theory, all agree that since 1954 the law has been in an unfortun- 
ate state. “To that extent those three groups are in agreement. 

I would like to agree with Mr. Johnson’s suggestion that some retro- 
active correction of this unfortunate provision be made because I have 
noted a certain unevenness of administration throughout the country. 
It is not being administered as the law is written in certain parts of 
the United States. 


Therefore, wouldn’t it be wise, or shouldn’t this approach be con- 
sidered ? 
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The advisory group approach to this problem is essentially a return 
for a few years after death or during the administration of the estate 
to the 1939 code approach which everyone understood. 

A retroactive provision which reestablished the 1939 code approach 
during the period until Congress can study thoroughly the distri- 
bution-in-kind approach and the entity approach seems to me to offer 
some possibilities. 

The CuairMan. Gentlemen, with respect to this multiple-trust ques- 
tion there is one question that has been constantly in my mind in deal- 
ing with it. 

Why is the purpose of tax avoidance relevant in considering what 
to do with multiple trusts ¢ 

Mr. Sugarman. Mr. Chairman, I shall attempt to answer that. I 
gave some thought to that question in connection with the suggestion 
that I made. I think the only way I can answer the question is to 
point out that for some reason the suggestion to aggregate the income 
of multiple trusts takes a particular segment or form of ownership 
of property, which usually is within a family group, and aggregates 
the income of the properties so held. 

However, the same approach apparently is not being suggested with 
respect to other sources of income. Therefore, I cast about to deter- 
mine why Congress should aggregate trust income when it does not 
aggregate corporate income, for example where the stock in several 
corporations is owned by members of a family. 

The CHarrMan. On that point, if you will pardon the interruption, 
the law does aggregate dividends received from a thousand different 
corporations by the same individual, does it not ? 

Mr. SucarMAn. But it does not aggregate the accumulated income 
in the various corporations, whereas this proposed legislation would 
aggregate the accumulated income of multiple trusts. 

If therefore, I am trying to determine why trusts are separated out 
for this treatment. I can rationalize it only, at least in my own mind, 
on the basis that there is some tax avoidance situation that is being 
sought after. Apparently the assumption is made that the multiple 
corporation situation does not require such legislation either because 
they are for business reasons or because of the authority of the commis- 
sion to disallow the $25,000 surtax exemption where there are multiple 
corporations for tax-avoidance corporations. 

I would view it the other way if this were a matter of aggregating 
all family income on the basis that the family is the taxpayer; but 
when you try to separate out portions of family income, then I think 
you need some other standard. 

The Cuarrman. I have fears about this if we are not careful. We 
deal in the area of multiple trusts. We look at the purpose and so on 
and we say that tax advantage that may be gained accidentally 
through this use is perfectly all right, but if there is a design and pur- 
pose to begin with to obtain a tax advantage, that is not proper, and 
I do not see how we can justify decisions in law on any such, what I 
think is, a rather nebulous difference insofar as factual demonstration 
is concerned. 

It would be awfully hard to prove in one instance and not prove in 
the other, I think. 
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Mr. SucarMan. The difficulty would obviously be there, but, of 
course, we do that in other portions of the law, such as in the case of 
corporations, on the availability of the surtax exemption or the credit 
against unreasonable accumulations of earnings, where we have a 
similar test. 

I am not saying those tests are necessarily good. I am merely 
saying that that is the pattern of law in other areas, and while in this 
area | think Congress could in effect have a conclusive presumption 
that multiple trusts should be treated as one, for whatever reasons 
Congress would want to so treat them, if we follow the pattern in 
other areas then I think the policy should be based on some tax- 
avoidance concept. 

The CHarrmMan. Are there any further questions of these gentle- 
men ? 

Perhaps we have discussed this subject matter in recent months and 
we have exhausted our questions. We had at least two of you gentle- 
men with us in hearings in the last session of the Congress. 

We appreciate so much your coming back, however, to discuss this 
matter with us this morning. 

Mr. Sugarman. Mr. Chairman, could I just say one thing? I 
would like to very much. 

In the comments I made before about the problems of the Revenue 
Service in connection with sufficiently trained personnel, I did not 
want, of course, and I am sure the other panelists here do not want, to 
in any way reflect on the very able people in the Revenue Service. 

The CuarrMan. I understand that. 

Mr. Sugarman. I think the problem is having enough capable peo- 
ple. I merely would like to mention that we have in the audience 
this morning a lady who for many years very ably devoted herself 
to the area of estates and trusts, and she was one of the really fine 
persons and experts in the Revenue Service, Miss Kate Barkdull. 
Unfortunately for the Government, Miss Barkdull recently retired. 
This matter of keeping able people is one of the problems of the Rev- 
enue Service. 

I wanted to clarify that, Mr. Chairman, for Miss Barkdull and for 
the Service. 

The CuatrMan. We understand you were not thinking in terms of 
inability of those people there. It was just that you regretted there 
were not more. 

Mr. SuGaRMAN. Yes. 

Mr. Jonnson. I would like to add that Miss Barkdull has left a 
vacuum that has not been filled. 

The CuHatrmMan. It seems sometimes difficult to replace these good 
ladies. 

Gentlemen, we thank you again. 

Without objection, the committee will adjourn until 10 am., 
Mond: ay. 

(Thereupon, at 12 noon, the committee was recessed, to reconvene 
at 10 a.m., Monday, December 14, 1959). 
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SPECIAL PROBLEMS IN CORPORATE TAXATION— 
MUTUAL FINANCIAL COMPANIES; COOPERATIVES 


MONDAY, DECEMBER 14, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON WAYS AND MEANS, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Offices Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The CuarrMANn. The committee will please be in order. 

The subject matter this morning under the broad topic of specia! 
problems in corporate taxation is mutual financial companies. 

Our panelists this morning are Mr. George E. Lent, professor o| 
economies at Dartmouth College; Mr. E. Gordon Keith, professor | 
economics, Wharton School of Business; Mr. John G. Gurley and Mis 
Evette E. Gurley, Brookings Institution; Mr. Kurt F. Flexner, Amer 
ican Bankers Association, New York; Mr. August Ihlefeld, Savings 
Bank Trust Co. of New York; and Mr. John T. Croteau, professor of 
economics, University of Notre Dame. 

Gentlemen, and Mrs. Gurley, we appreciate so much the papers 
that you prepared for us in the compendium and your presence today 
for the purpose of briefly summarizing the highlights of your papers, 
and we will proceed this morning by recognizing Professor Lent first 
and then go to the remainder of you in the order of your appearance 
around the table. 

Professor Lent, we appreciate having you with us, sir, and you 
are recognized. 


STATEMENT OF GEORGE E. LENT, PROFESSOR OF ECONOMICS, THE 
AMOS TUCK SCHOOL OF BUSINESS ADMINISTRATION, DART- 
MOUTH COLLEGE 


Mr. Lenr. Thank you, Mr. Chairman, and members of the com- 
mittee. 

Commercial banks have long contended that the Federal tax laws 
give mutual savings banks and savings and loan associations an unfair 
tax advantage in competing for savings accounts. This advantage 
was somewhat narrowed by the Revenue Act of 1951, which made these 
mutual savings institutions subject to Federal income tax, effective 
January 1, 1952. The commercial banks now maintain that the 
mutuals continue to enjoy undue advantages benefits because of the 
liberality of the so-called bad-debt allowance which permits them to ac- 
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cumulate tax-free reserves equal to 12 percent of deposits. This com. 
pares with a reserve allowance for commercial banks based on three 
times their average bad-debt experience during any consecutive 20. 
year period since 1927, applicable to eligible loans. 

In addition, a serious question of equity arises in the use of the 
mutual tax provisions by certain stock building and loan associations 
chartered in several States. Such stock companies are mutual in name 
only, being akin to privately owned corporations operated for a profit, 
While enjoying Special tax privileges, some have been acquired by 
holding companies whose shares are publicly traded. 

There are fundamental differences in the nature of the ownership 
and operation of mutual savings institutions and commercial | aie 
that justify differences in their tax treatment. 

While the size of present tax differential does not appear to be 
warranted, there is no simple solution to this problem, as many 
believe. 

The nature and the extent of the tax adjustments to be decided by 
this committee involve not only important questions of equity, but 
also consideration of their probable economic effects on the relative 

flow of savings between these competing organizations as well as on 
their financial safety and stability. The effects on Federal revenue 
may also be important. 

I do not have any formula to propose that will better equalize the 
competitive situation in this area, but I have arrived at certain con- 
clusions based on an intensive study of the facts that I should like 
ee 

The favorable Federal tax treatment of savings and loan as- 
adatius and mutual savings banks is not the most important factor 
affecting their ability to pay higher rates than commercial banks and 
to attract savings deposits. The comparatively greater growth of 
mutual institutions, rather, is due primarily to their inherently greater 
earning power and other special advantages. 

Bad debt allowances of mutual savings institutions, as in the 
case of commercial banks, should be based on their assets at risk 
rather than on deposita. Only in this way can proper recognition 
be given to the quality of the assets as a protection against losses to 
dey positors. 

For tax-allowance purposes it is important to distinguish be- 
teen reserves for bad debts in the accepted sense and bank capital 
and surplus. 

Bank capital is the margin of assets over liabilities believed neces- 
sary to protect depositors against unusual declines in the value of 
assets due to a severe deflation, mismanagement, or other conditions 
that cannot be predicted with reasonable certainty. 

Requirements for bank capital based on experience during the great 
depression fail to take into account significant structural changes in 
the economy as well as in the banking business itself. These include 
the greater role of the Government in economic stabilization, deposit 
insurance, mortgage insurance, and many other factors. 

4. Since depositors in mutual savings institutions are also the 
owners, they can reasonably be expected to provide their bank capital 
out of earnings after tax rather than as a tax allowance, 

For this purpose, however, they are at a disadvantage with respect 
to commercial banks that have access to the capital markets. 
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5. Limitation of mutual savings banks’ bad-debt allowances to the 
commercial banks formula probably would result generally in a re- 
duction in dividend rates to depositors. It would also induce greater 
tax-exempt investments by mutual savings banks. This is largely be- 
cause of the need to meet State and Federal reserve requirements in 
excess of tax allowances and the provision of adequate capital. It 
is to be noted, however, that the 1951 tax provisions greatly stimulated 
a distribution of earnings by mutual savings banks and savings and 
loan companies. 

6. Stock savings and loan associations in some States are not mutual 
institutions in any meaningful sense and should not be entitled to 
their tax privileges. When such savings and loan companies are 
owned and controlled by the stoc -kholders and their dividends are not 
legally limited to a statutory rate, as in the case of grantee stock, they 
should be taxed like commercial banks. These would include savings 
and loan associations owned by holding companies. 

The present bad-debt formula for commercial banks, based prin- 
cipally on loss experience during the 20-year period, 1927 to 1947, is 
unrealistic and results in serious inequities arising from an accident 
of history. Almost half the banks are not on the reserve method, 
largely because of a low loss ratio, and others have historically high 
ratios that do not reflect current experience. 

8. Some minimum standard-loss ratio such as 2 to 3 percent of eligi- 
ble loans may be justified in recognition of the basic hazards, common 
to all banks, that arise from business uncertainties and which cannot 
be anticipated on the basis of past experience. However, provision 
of such a minimum reserve to all commercial banks would involve 
substantial reve sree loss. A 3 percent reserve, for example, would cost 
approximately $450 to $475 millions over several years. 

That cone ri my statement. 

The Cuatirman. Thank you, Mr. Lent. 

Our next panelist is Mr. Keith. 

Mr. Keith, we are pleased to have you with us today, sir, and you 
are recognized. 


STATEMENT OF E. GORDON KEITH, PROFESSOR OF ECONOMICS, 
WHARTON SCHOOL OF BUSINESS 


Mr. Kerru. Thank you, Mr. Chairman and members of the com- 
mittee. 

In 1951, Congress terminated the exemption from the corporation 
income tax which mutual sav ings banks and savings and loan associa- 
tions had enjoyed since 1913. But although these institutions have 
been subject to tax at the regular corporate rates for the past 8 years, 
their tax liabilities during this period have been very small—generally 
less than 0.5 percent of their net operating income. This is said to 
have given them an unfair advantage over competing nonmutual cor- 
porations, and to have relieved them of their fair share of the Nation’s 
tax burden. 

In discussing this problem, attention naturally centers on the two 
provisions of the 1951 Revenue Act which have made it possible for 
the mutual savings banks and the savings and loan associations to 
report very little taxable income over the past 7 years. 
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The first and most important is the one which has allowed theg 
organizations to deduct all dividends paid to, or credited to the ac. 
counts of, their depositors or account holders. This has meant that, 
at most, they have been taxed only on their undistributed income, 
typically a small fraction of their total income. 

The second and more controversial provision is the one which has 
allowed as deductions additions to surplus, or general reserve ac- 
counts, so long as the sum of these accounts in the case of each com- 
pany does not exceed 12 percent of its total deposits or withdrawable 
accounts at the close of the taxable year. This provision has made it 
possible for the mutual savings and loan associations to retain sub- 
stantial amounts of income without having to pay taxes on it. The 
question is whether these two provisions conform to the basic criteria 
which this committee has set as guides for appraising the present 
income tax system. 

The deductions allowed the mutual finance companies on account 
of dividends paid or credited would appear to meet the test of equity 
or fairness, assuming of course that the amounts so distributed are 
duly report ted and taxed as personal income in the hands of the de- 
positors or account holders. ‘These payments are not to any significant 
extent distributions of profits; they are not a return on risk capital. 
Tax equity does not therefore require that they should be treated in 
the same manner as the dividends which are paid by ordinary corpora- 
tions to their stockholders. Indeed, the denial of this deduction to 
the savings banks and savings and loan associations would make our 
income tax system more rather than less inequitable, since it would im- 
pose upon their depositors and account holders a very unfair form of 
double taxation. 

The fact that the mutual finance companies do not have to pay in- 
come taxes on the income they distribute to their depositors and ac- 
count holders, while the commercial banks are taxed on the income 
they distribute to their stockholders is sometimes said to represent 
tax favoritism and to account for the ability of the former institutions 
to pay higher interest rates on savings accounts. This calls atten- 
tion to one of the advantages which the mutual companies derive from 
the fact that they are organized as nonstock corporations; but it does 
not necessarily follow that our tax laws either could or should be re- 
designed so as to remove such advantages. Furthermore, there are 
other factors besides the dividend deductions allowed the mutuals 
that can account for much of this interest rate differential—factors 
such as their lower reserve requirements, and the higher yields they 
enjoy on their loan and investment portfolios. 

The deductions allowed the mutual finance companies with respect 
to their surplus and general reserve accounts are not as easy to de- 
fend, either on equity grounds, or as a form of tax favoritism. ‘The 
rationale of the general reserve or surplus account for mutual sav- 
ings banks and savings and loan associations is not quite the same 
the ration:ile of a valuation reserve set up to sient entteipated Yoel 
on bad debts. While a surplus or a general reserve account does af- 
ford depositors protection against the loss of their savings, these ac- 
counts also serve other purposes more directly related to the growth 
and competitive position of the institution itself. Income allocated 
to these accounts is no less income because of this, and it would there- 





fore st 


antee 
plow | 
I co 
mutua 
thoug! 
atten) 
which 
good ' 
thoug 
Tha 
The 
Ow 
Mr. 
us the 
of the 
Mr 
Th 
We 


STAT 


Mr 
comn 
Fo 
savil 
smal 
com} 
total 
Tl 
tions 
inco! 
duct 
T 
for | 
T 
and 
tion 
in si 
real 
that 
S121 
C 
mut 
pay 
ded 
con 
of 
pay 
} 


tax 
ine 


Lese 

ac- 
hat, 
me, 


has 
ac- 
ym- 
ble 
@ it 
ub- 
Che 
Ta 
ent 


unt 
ity 
are 
de- 
ant 
tal. 
| In 
Ta- 
to 
bur 
im- 
of 


in- 
ac- 
me 
ent 
ONS 
en- 
om 
oes 
re- 
are 
als 
ors 


ley 


de. 


AV- 
as 


ses 


INCOME TAX REVISION 


fore seem as appropriate to tax the income that goes into these guar- 
antee funds as it is to tax the earnings which ordinary corporations 
plow back into their surplus accounts. — 

I conclude that the case for imposing somewhat heavier taxes on 
mutual savings banks and savings and loan associations has merit, al- 
though it has often been overstated. While I do not believe that any 

itter - t should be made to limit the deductibility of the dividends 
which they pay to their depositors or account holders, I think that a 
adh case can be made for taxing their undistributed earnings, al- 
though possibly not at the full corporate rate. 

That is all. 

The Cuarrman. Thank you, Mr. Keith. 

Our next panelist is Mr. Gurley. 

Mr. Gurley, you and Mrs. Gurley prepared a paper. Will you give 
us the summation of the paper, or do you desire that she give part 
of the summary ¢ 

Mr. Guruey. I will give the summary of the paper, Mr. Chairman. 

The Cuarrman. All ‘right, you are recognized. 

We appreciate having you with us today. 


STATEMENTS OF JOHN G. AND YVETTE E. GURLEY, BROOKINGS 
INSTITUTION 


Mr. Guruey. Thank you, Mr. Chairman and members of the 
committee. 

Following the Revenue Act of 1951, mutual savings banks and 
savings and loan associations have paid income taxes in substantially 
smaller amounts than have commercial banks, whether such taxes are 
compared absolutely or relatively to net current operating income or 
total assets. 

The principal reason for this is that the mutual financial institu- 
tions have paid much larger proportions of net current operating 
income in interest and dividends to depositors, which are tax de- 
ductible. 

The mutuals have also been permitted more generous deductions 
for bad debt reserves. 

The Revenue Act of 1951 has resulted in relatively larger interest 
and dividend payments to depositors by mutual financial institu- 
tions, in lower capital-deposit ratios for these institutions, probably 
in some upward pressure on commodity prices, and probably in some 
reallocation of resources to the construction industry. It is unlikely 
that the imposition of taxation on mutual financial institutions has 
significantly affected the rate of growth of national output. 

Current proposals for changes in the corporate income tax on 
mutual financial institutions aim to limit their interest and dividend 
payments which may be deducted for tax purposes, to reduce their 
deductible additions to bad debt reserves, and to increase those of 
commercial banks. These proposals, if enacted, would have the effect 
of increasing taxpayments of mutual institutions and reducing tax- 
payments of commercial banks. 

Mutual financial institutions should be subject to Federal income 
taxation because they earn a net income that is analogus to the net 
income earned by ordinary corporations. In particular, mutual finan- 
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cial institutions perform the same basic function as, and are in com. 
petition with, commercial banks so that there are good reasons for 
treating these two types of institutions the same with respect to jn. 
come taxation. Equity considerations suggest that the mutual jp. 
stitutions should be permitted to continue to deduct all interest and 
dividend payments to depositors in computing taxable income, and 
that a withholding system be devised so that individuals receiving 
such income pay taxes on it. 

The establishment of a uniform formula for deductible bad deb 
reserves would also seem equitable. There are reasons for believing, 
however, that such deductions can safely be kept to a bare minimum, 

Now, in concluding, Mr. Chairman, I would like to add that the 
three speakers you have heard thus far are almost in perfect agree- 
ment with respect to all basic points. 

Thank you. 

The Cuarrman. Thank you, Mr. Gurley. 

For the moment we pass Mrs. Gurley, and Mr. Flexner, we are 
pleased to have you with us today, sir, and you are recognized. 














STATEMENT OF KURT F. FLEXNER, AMERICAN BANKERS 
ASSOCIATION, NEW YORK, N.Y. 








Mr. FLEexner. 
committee. 
I prepared a very short statement and I will be pleased to read it. 
Commercial banks are paying a Federal income tax equal to 4 
percent of their net income. Savings banks pay a Federal income tax 
of one-third of 1 percent of their net income, and savings and loan 
associations pay a Federal income tax equal to 1 percent of their net 
income. These figures are based upon 1957 data, but the 1958 data is 
essentially the same, although there are slight differences. This great 
discrepancy in the relative tax burden borne by these three financial 
institutions raises the questions of equity and economic soundness. 
Historically, commercial banks were largely concerned with finane- 
ing the short-term requirements of business enterprise, and the re- 
quirements of the family such as thrift and home finance were left to 
the so-called savings or thrift institutions. In recent decades, how- 
ever, the American economy has undergone highly significant changes 
which reflect the progress we have made in economic development. 
Households and the consumer, which were once a very junior patt- 
ner in our economy, have acquired important status in our credit struc- 
ture. In view of this development in our economy, the commercial 
banks, like all other financial institutions, have become increasingly 
interested in savings and the other financial requirements of the 
family. The special place once held by the savings banks and sav- 
ings and loan associations as the “little man’s bank” has disappeared. 
Today all financial institutions are anxious to cater to the so-called 
little man and to the family. The commercial banks, therefore, are 
in direct and important competition with the savings banks and the 
savings and loan associations, and since in the future the success of 
commercial banks will depend in a large measure on their ability to 
serve the family and the community, the fairness involved in com- 
petition becomes of major importance. 


Thank you, Mr. Chairman and members of the 
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Special privileges in the Federal income tax structure which have 
been granted the savings and loan associations and the savings banks 
on the assumption that they are performing a unique and highly 
UeceesAEy service are no longer justified. Their functions are indeed 

highly important, but they are no longer unique. This fact is borne 
out by the great competition which exists today in the field of family 
finance. 

In analyzing the fairness and economic soundness of the present 
Federal income tax structure pertaining to the financial institutions, 
= questions appear of pr imar Vy importance. 

Does the present income tax law which in effect results in a 
negligible payment of taxes by the savings banks and savings and 
loan associations constitute a privilege whic sh, if withheld, would de ny 
the public a useful and necessary service 4 

My assumption is based upon the performance of a useful and nec- 
essary service which would cease to exist if the privilege were with- 
drawn. 

My answer to that question is “No.” The savings banks and sav- 
ings and loan associations have about a hundred billion dollars in 
assets. They are today very important institutions financially and 
they are today very important competition of commercial banks. 
There are now many other outlets for savings and the public would 
not be denied a useful service if all the financial institutions were ex- 
posed to equitable tax treatment and constructive competition. 

. Does the existence of this special privilege employed by the 
mutual savings banks and savings and loan associations give them 
an unfair advantage over their competitors ? 

Answer: Yes. The majority of commercial banks today are small 
community banks which depend heavily on their ability to attract sav- 
ings and time deposits and so important a disadvantage as is inher- 
ent in tax discrimination is a great obstacle to their growth and 
development. 

3. Would a tax imposed on the mutual financial institutions be con- 
sistent with this Nation’s general objective of growth and economic 
stability ? 

Yes. A tax on the mutual institutions would not reduce the total 
flow of savings, but would only cause a minor reallocation. A reason- 
able and equitable tax would, therefore, not interfere with either 
growth or economic stability. 

4. Would a Federal income tax on mutual] financial institutions 
cause them undue hardship 4 

My answer is “No.” Other institutions which are taxed must care- 
fully plan growth, income, and operating expenditures or suffer the 
consequences. This is how a competitive economy proves its worth. 
Furthermore, cost studies show that there is ample room for increased 
efficiency. 

In view of these conclusions it is recommended that the Federal 
income tax laws pertaining to savings banks and savings and loan 
institutions should be changed. The Congress had intended to tax 
these institutions with the enactment of a law in 1951, but loopholes 
in that law produced no taxes, or hardly any taxes. These loopholes 
should now be closed. 

The CuHatrman. Thank you, Mr. Flexner. 
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Mr. Ihlefeld, we are pleased to have you with us today, sir, and 
you are recognized. 










































STATEMENT OF AUGUST IHLEFELD, SAVINGS BANK TRUST (0, 
NEW YORK, N.Y. 


Mr. Inverevp. Thank you. 

Mr. Chairman and members of the committee, the income generated 
by mutual savings institutions is best taxed through the taxation of 
the income received by the beneficiaries. 

Payments to savers made by mutual savings banks and savings and 
loan associations now add $2.8 billion per annum to the taxable in- 
come stream. Such payments will undergo a rapid and persistent ex- 
pansion so long as these institutions are able to function efficiently 
and effectively in encouraging and attracting new savings. At the 
rate of growth of the past 5 years, payments made by these institu- 
tions into the taxable Income stream will double every 6 years. 

Mutual savings banks and savings and loan associations are like 
common trust funds, regulated investment companies, qualified 
trusteed pension funds and credit unions, in that they are operated for 
the exclusive benefit of the participants. The income which they gen- 
erate is taxed through taxation of the income received by the benefi- 
claries. 

Equity and fairness require that mutual savings institutions be 
taxed in the same way as these other mutual thrift entities, which are 
now taxed primarily through taxing the income received by their 
beneficiaries. 

For the protection of the savings entrusted to them, mutual savings 
institutions retain a small part of their income in surplus and reserve 
accounts to provide a cushion for absorbing possible future losses on 
their assets. Earnings not paid out by the mutual savings institutions 
are taxable at the full corporate income tax rate when surplus, un- 
divided profits, and reserves exceed 12 percent of deposit liabilities or 
withdrawable accounts. Thus, the plan of taxation assures that such 
reserves will be kept within reasonable limits and that income will not 
be withheld from participants merely to reduce their tax liability. 

Ideally, each depositor or shareholder in a mutual savings institu- 
tion would receive, by periodic additions to his account, his ratable 
portion of all income currently earned by the institution. This would 
be possible, however, only in a utopian economy where no borrower 
would ever fail to pay interest or principal of his debt when due, and 
where interest rates would remain stable indefinitely so that bonds 
could be sold without loss whenever cash had to be raised to meet 
withdrawals. In our dynamic economy, however, losses on assets due 
to defaults and to declines in bond prices caused by higher interest 
rates occur as inevitable accompaniments of economic growth and 
change. 

Therefore, a small portion of the income of a mutual savings in- 
stitution must be withheld from current distribution to participants 
and added to reserve accounts in order to assure that losses on assets 
will be absorbed without impairing the funds due depositors or owners 
of withdrawable accounts. There is no other source available for 
additions to reserves of mutual savings institutions, none whatsoever. 
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Imposition of a tax on the small proportion of their earnings set 


aside by mutual savings institutions as a necessary reserve against 


future losses could produce at most only a very limited amounts of tax 
revenue by comparison with that which the Treasury will derive over 
a period of years from the growth of taxable income paid out to in- 
dividuals by these institutions because of the rapid expansion in the 
volume of savings entrusted to them. The tax that would be imposed 
on earnings set aside as a necessary reserve each year would be levied 
but once; that is, in the year earned. On the other hand, the added 
interest-dividend income generated by each annual increase in savings 
that mutual savings institutions attract is taxed annually year after 
year. 

' To pay a tax on earnings set aside as a necessary reserve against 
future losses, mutual savings institutions would be compelled to re- 
duce the rate of return paid on savings. This would tend to check 
their growth, and so would reduce the annual additions they require 
for surplus and reserves. Checking the rate of growth of these in- 
stitutions would choke off large yearly additions to taxable personal 
income and also give dwindling amounts of tax revenue from taxation 
of declining amounts of earnings that would be retained by mutual 
savings institutions. 

The present law, with its tax on retained earnings when surplus 
and reserves equal or exceed 12 percent of deposits, provides assurance 
against excessive retention of earnings by these institutions. At the 
same time, the soundness and effectiveness of the Nation’s major sav- 
ings agencies are not undermined. 

As judged by the five basic criteria laid down by the committee to 
guide this study, the present method of taxing mutual savings in- 
stitutions : 

Indiscriminate taxation of the earnings set aside by mutual savings 
institutions have characteristics in common with regulated investment 
companies, common trust funds, qualified pension trusts and credit 
unions, and does not endanger the ability of these institutions to pro- 
vide a specialized savings account service on a sound and effective 
basis. 

2. Assures progression in the distribution of the income tax burden 
because interest-dividends paid to savers are added to their highest 
taxable income bracket. 

3. Permits the free play of market forces in allocating resources as 
these institutions seek to invest in suitable obligations offering the 
highest rates of return. 

4. Helps to provide a climate favorable to sustainable economic 
growth because mutual savings institutions are by far the largest 
single source of personal savings to finance the huge long-term capital 
requirements of a growing economy on a noninflationary basis. 

5. Taxpayer compliance is facilitated by the entry of taxable in- 
come credits in the saver’s passbook. Taxpayer compliance can be 
furthered through printed and posted notices by payer organizations 
and through revision of income tax forms and instructions. 

Indiscriminate taxation of the earnings set aside by mutual savings 
institutions as a needed reserve against losses on investments and 
loans could yield at most only a very limited amount of tax revenue by 
comparison with that which the Treasury will derive over a period of 
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years from the rapid expansion of taxable interest paid out to indiviq. St 
uals by these institutions. Because such a tax would hamper and im- tax br 
pede the growth of these institutions, it would result in a narrowing ends 2 
of the income tax base, rather than the broadening contemplated by the credit 
committee. ae in the 
Thank you. proves 
The Cuarrman. Thank you, Mr. Thlefeld. we 
Our next panelist is Mr. Croteau. taxal 
Mr. Croteau, we are pleased to have you with us today, sir, and you ably « 
are recognized. F In 
unio! 
STATEMENT OF JOHN T. CROTEAU, PROFESSOR OF ECONOMICS, of = 
UNIVERSITY OF NOTRE DAME petit 
Mr. Croreav. Thank you. Mr. Chairman and members of the com- = 
mittee, the statement is a summary of the submission in the tax re- AI 
vision compendium, pages 1933 to 1966. mig 
Credit unions are mutual, self-help organizations formed within efor 
closely defined occupational or associational groups. For the most — 
part they are small—Federal credit unions in 1958 had an average cred 
membership of 560 and median assets of $76,700—and they rely on cred 
large part on the voluntary, unpaid work of elected officials. But any 
while credit unions account for only a small share of aggregate savings ye 
in the United States, less than 1.5 percent, they probably have a unit 
greater impact in the area of consumer credit. : ; cred 
This study first examines the intent of Congress in passing the Lo | 
Federal Credit Union Act of 1934. Briefly, Congress sought to pro- this 
vide an institution where groups could accumulate savings and use this dest 
capital to provide low-cost consumer credit. The act which was passed, I 
however, was extremely awkward and insufficient. This may also be A 
said of State credit union laws, all of which more or less followed the for 
same model. The low maximum rate of interest which may be charged pec 
on loans and the limitations on investment opportunities are the most gon 
significant restrictions from a financial point of view. Credit union abl 
financial operations are examined at some length in the text. Such I 
restrictions preclude the possibility of any significant earnings and dov 
virtually require some form of “subsidy” in the operation. The most ye 
important element of subsidy is the voluntary work of the officials. am 
But even with an element of subsidy, earnings have been modest; in I 
1958 the dividend on average shareholdings was only 3.6 percent, a rate Fo” 
fairly comparable to that paid by other savings institutions. ps 
Not that Congress expected credit unions to produce much in the le 
way of earnings. Not only were credit unions exempted from the = 
Federal income tax, but Congress in the years from 1934 to 1954 appro- | 
priated $4.5 million for the administration of the act. Since 1954 the 0 
Bureau of Federal Credit Unions has been self-supporting and its yo 
1960 budget calls for expenditures of $3.6 million, all of which is to be a 
paid by credit union fees. State-chartered credit unions pay a number 7 
of other fees and taxes. So credit unions are not entirely tax free. , 
The credit union membership is predominantly in the $4,000 to ne 
$7,500 (before taxes) income group, largely “working class” in com- le 
position, and in the younger married stage of the family life-cycle. ” 


An income tax on the earnings of credit unions, since it cannot be 
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shifted, would fall on the interest earnings of the group in the lowest 
tax bracket and would be of a regressive nature. Credit union divid- 
ends are now taxed as regular income to the taxpayer with no dividend 
credits allowed. Credit union shares, however, are true “risk capital” 
in the event of a loss at liquidation. Credit union members are not 
protected by deposit insurance. Because of institutional limitations, 
to tax the earnings of credit unions, therefore, would 1 impose a double 
taxation more extreme than on other financial institutions and prob- 
ably on corporation stoc ‘kholders generally. 

In revard to the allocation of resources, the amounts held in credit 
unions are so small that they have virtually no impact in the field 
of saving. With consumer lending, however, credit unions probably 
contribute to an improved allocation of resources through their com- 
petition with high-rate moneylenders. Tax exemption here has a 
social, or welfare advantage. 

An income tax on credit unions, depending on the amount of the tax, 
might lead to the liquidation of marginal units, or more probably to 
efforts to change the law so as to permit higher maximum charges, or 
even to pay officials. This would destroy the essential character of the 
credit union as it now exists. At present neither the earnings of the 
credit unions, nor the amounts which they set aside as reserves offer 
any significant revenue potentialities. The growth of the credit union 
system seems to be at a declining rate. Growth, either in number of 
units or in the size of the units—there are few economies of size in 
credit unions—offers slight prospect of increased revenue in the future. 
To tax credit unions, therefore, would seem to be rather futile since 
this would yield little in revenue and might seriously weaken, or even 
destroy, the institutional expression of a high social ideal. 

The C HAIRMAN. Thank you, Mr. Croteau. 

Again let me thank each of you for your papers in the compendium, 
for your summation of those papers this morning, and your appear- 
ance with us today. We appreciate so much the effort that you have 
gone to in preparing these papers and making this information avail- 
able to us. 

Let me first, for purposes of this record, see if we can actually get 
down to whatever difference exists in the tax treatment of the two 
operations; first, the mutual savings banks and building and loan asso- 
clations, on the one hand, and the commercial banks, on the other. 

In the case of the commercial bank, Mr. Flexner, is the interest that 
such a bank might pay to one who has a so-called time deposit taxed 
inthe hands of the bank itself? 

Mr. Fiexner. No, it isnot. The interest isa deduction. It is fully 
deducted. 

The Cuatrman. The amount that is paid out by commercial banks 
to time depositors and others in the form of interest for use of that 
money is deductible before the bank’s tax is determined, just as in the 
case of a mutual savings bank, is that not true? 

Mr. Ftexner. It is not exactly the same, no. 

The CuHatrrman. What I am saying is this: In neither instance, 
neither in the case of the mutual savings banks nor in the commercial 
bank is the tax computed before the payment of the interest to the 
depositor in either institution. 

Mr. FLtexner. That is correct. 
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The CuarrmMan. The amount of the interest is deductible from the 
gross income of each institution before a tax would apply. There is 
no suggestion from any source, apparently, and I assume the panel jg 
in complete agreement, that these interest payments should be 
taxable prior to the time the institution makes the payment to the 
depositor. 

Is that agreed generally among all panelists, that that provision of 
law should be retained ? 

Mr. Fiexner. I would like to agree to that. I do agree to it in prin- 
ciple. In effect, I have found no way, Mr. Chairman, of taxing the 
mutual institutions without some sort of limitation, not a limitation 
of what they may pay out in dividends at all, but a limitation of what 
they may pay out tax free. 

The Cuarrman. That is what I am getting at now. Is the purpose 
to try to develop the tax law to the point of regulating the amount of 
money that can be paid out in interest by an institution on a percent- 
age basis to depositors? That is not the purpose of any suggestion, 
is it? 

Mr. Fiexner. Not specifically, though I would guard against the 
passage of any tax law that would ignore the possibility of avoiding 
the payment of taxes by simply raising the dividend rate, 

The Cuarman. What I am getting at is this: Do any of the men- 
bers of the panel feel that the amount of interest that is paid out bya 
mutual savings bank or a building and loan association, prior to the 
time it is paid out, should be subjected to a tax in the hands of those 
types of institutions ? 

Mr. Fiexner. I feel, Mr. Chairman, that there would almost have 
to be some sort of limitation if you wanted to collect a tax. I do not 
mean that, in principle, this is necessarily what I believe, but I think 
so from a practical point of view. 

The CuatrmMan. I am talking about this. Presumably mutual sav- 
ings banks operate as building and loan associations do in my own 
area. They pay so much interest a year on the deposit that I, or any- 
one else, have with them. That is a cash payment. I may decide to 
leave it with them so that I can get the benefit of compound interest, 
but it is still interest to me. It is still includible as income to me be- 
cause I have received notice of this amount of interest having been 
allocated by this financial institution to my deposit. 

Now, what I am trying to determine is, if we are not to tax that 
interest prior to the time it is paid out to the depositor while it is in 
the hands of the institution, what do you mean, Mr. Flexner, by plac- 
ing a limit ? 

Mr. Fiexner. I mean this, Mr. Chairman; that if a mutual institu- 
tion were subjected to a new tax law, but there were no provisions at 
all on the amount that can be paid out tax free, the tax payment could 
be avoided. This, in fact, has been the result of the 12-percent clause 
which is now in the tax law. 

The Cuarrman. All right, now, Mr. Flexner. In all fairness can a 
commercial bank do the same thing? 

Mr. Fiexner. No, Mr. Chairman, there is a 3-percent limit on the 
interest rate that a commercial bank may pay. 

The CuarrmMan. That is not in the tax law. 

Mr. Fiexner. No, it isin a regulation. 
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The CuarrMan. In your regulations, not in the tax law. 

Mr. Fuexner. But it affects competition nevertheless. 

The CHarrMAN. Is there any regulation with respect to the amount 
that a building and loan or mutual savings bank can pay ? 

Mr. Fiexner. No. Well, there are State laws that set a limit, of 
course. 

The CHarrman. That is right. State laws also set a limit, do they 
not, on mutual savings banks and building and loans on what they 
can pay out? 

Mr. Firexner. They vary. 

The CHatrrMAN. They vary, yes, they vary. 

They vary aso, do they, with respect to State commercial banks 
versus the national commercial banks ? 

Mr. Fiexner. The State commercial banks do not pay out more 
than 3 percent in any State, Mr. Chairman. 

The CHarrMaANn. Now, in addition to the amounts that are paid out 
in the way of interest to the depositors 1 in both the case of the mutual- 
type operation and the commercial bank there is another deduction 
from income for income tax purposes. In addition to the interest de- 
duction is there not also, in the ease of both institutions, a deduction 
for so-called bad debt reserve ? 

Mr. Firxner. There is, Mr. Chairman. 

The CHarrMAN. In the case of commercial banks, the bad debt re- 
serve depends upon the historical operation of the institution and may 
vary between institutions, is that right? 

Mr. Fiexner. That is correct, Mr. Chairman. 

The Cuarrman. In the case of the mutual savings banks and build- 
ing and loan associations, that reserve may be as much as 12 percent 
of deposits, is that right, Mr. Ihlefeld? It does not have to be; it may 
be? 

Mr. Intereip. Mr. Chairman, it is not quite right, sir. 

The CHatrman. I want you to state it correctly. 

Mr. Intereip. Additions may be made to the bad debt reserve to 
the extent that the combination of the several components of total 
reserves; namely, surplus, undivided profits, and bad debt reserve, 
shall not exceed 12 percent of deposits. 

The CHarrman. Yes. That is the case. 

Mr. Krocu. On that very point, if I may 

The CHarrman. Yes. 

Mr. Krocu. I have been for approximately 15 years, and still am, 
atrustee of the East New York Bank in Brooklyn, which we think is 
probably the best in the country, although it is only ninth in size. 

As a matter of fact, Mr. Thlefeld, i is it “not true under the regula- 
tions promulgated under the 1951 act that if the retained earnings of a 
mutual thrift institution are credited to surplus or undivided profits 
rather than to a specific reserve for losses, those credits to those ac- 
counts are taxable whether the ratio of the total of the three to de- 
posits is 12 percent or less? 

Mr. Iutrreip. That is precisely my understanding, Mr. Keogh. 
Any pass-through of retained income out of the bad debt reserve for 
other than application to the absorption of losses on debts or for 
use for any other purpose is required to be taxed at the corporate rate. 
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true ¢ 


Mr. Invereip. I would say for mutual savings institutions, that js 


correct. 


The CuarrMan. That is true in the case of commercial banks. 
dloes it come down to a question, if there is a difference, is it one of uni- 
form bad debt provisions of the law applicable to both, commercial 
Is that the argument on the part of the commer- 
cial banks of unfairness, that the commercial bank bad debt reserve is 
so much less than the possible reserve that may be accumulated for bad 
debt purposes by a mutual savings bank ? 
argument / 

Mr. Fiexner. It may be put into those terms, Mr. Chairman. | 
think perhaps in more concrete terms it would be that the commercial 
banks pay approximately 40 percent of their net income in taxes 
and the mutual institutions pay almost none. 
understandable. 

The CuatrmMan. I know, but that also includes a whole lot more 
than just what I am talking about, Mr. Flexner. 

Mr. Fiexner. Yes. 

The CHatrman. What I am trying to find out is, with respect to 
the treatment of the interest that each institution may draw as a 
result of the investment of my deposit, just what the difference in 
We have gotten it down to the point where the 
primary difference is in the amount that may be retained, not what 
is paid to me, but may be retained, by. each institution out of what 
it earns out of the dollar that I have deposited. Is that the differ- 


and mutual banks ? 


tax treatment 


ence / 


Mr. FLexner. Yes. 

The CuairmMan. Is it one then of the size of the reserve bet ween the 
two institutions / 

What I am leading up to is this: Whether or not the development 
of a uniform bad debt reserve with respect to these differing types of 
institutions would be equitable and whether that is what is to be de- 


sired ? 


Mr. Friexner. Mr. Chairman, my answer would be that that would 
be a step in the right direction. It would not. produce equity actually. 

The suggestion has been made this morning that if the people who 
receive dividends or interest from the mutual institutions were taxed, 
that that would produce equity. That is not so in my opinion, because 
a savings bank, for example, earns income on both its borrowed 
money and also on its nonborrowed or capital funds. 

Now, with respect to the money that is paid to the receivers of 
dividends, even if all of it is subject to taxation, the income that 1s 
earned from capital funds would not be taxed. This is why corpora- 
tions are taxed in addition to the people who received dividends. That 
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The Cuatrman. In the case of the commercial bank and the mutual 
savings bank and building and loan associations, and I am asking 
these questions trying to obtain information on what the difference jy 
tax treatment is, so far as the reserve of this nature is concerned, thos 
reserves for the mutual may not be strictly a bed debt reserve, nor 
developed for that purpose, but in each instance the amount accumy. 
lated by each type of institution in excess of these limits is subject 
to tax under existing law in the hands of the institution, is that not 
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is the principle of taxation which we already accept, so that if we 
were merely taxing depositors we would again distinguish between 
one kind of business enterprise and another. . 

The suggestion you make—— 

The CHAIRMAN. I am asking questions. I am not making sugges- 
tions. 

Mr. FLexner. The question you asked, Mr. Chairman, about equal 
reserves is a step in the right direction. It would not in itself pro- 
duce equity. Only if that part of income were taxed which is earned 
by nonborrowed funds of a mutual institution would equity exist. 

The CHatrMAN. You say that there are nontaxed funds that are not 
distributed, that are accumulated by a mutual savings bank ? 

Mr. Fitexner. Well, yes. A mutual savings bank earns income from 
funds which it borrows from its depositors and funds which belong 
theoretically or upon liquidation of the bank to the depositors, but 
in the meantime income is earned on these funds which is not being 
taxed even though the bank’s depositor may pay a tax on the interest 
he receives. 

The Cuatrman. To get it down to where I can understand it, are 
you talking about the income that may be earned in the form of inter- 
est through investment in some type of security of the amount that 
may be reserved by a mutual savings bank 4 

Mr. Frexner. Mr. Chairman, may I make an analogy here? I do 
not want to take too much time, but I think an analogy might help. 

A corporation borrows funds and the interest it pays on these funds 
is deducted from its taxable income. It does not have to pay taxes 
on those, but it does have to pay taxes on any income it earns from 
funds which it does not borrow. In other words, it pays income on 
these before it pays out dividends to the stockholders. 

Now, a commercial bank is a corporation and does exactly the same 
thing. It deducts anything it borrows from its net income but it 
does pay a tax on the income it earns from funds it does not borrow. 

A mutual savings bank, if it deducted all its dividend or its interest 
rates, would again be deducting the income it earns from funds it 
borrows, which belong to the depositors, but its income is earned 
from funds greater than that because it too has funds similar to the 
capital funds of a corporation and these are not taxed by taxing the 
depositors. 

The CHarrMan. Some of that is distributed to the depositors. 

Mr. Fiexner. The same thing can be said of a corporation. 

The Carman. Can we say, though, that the earnings of a mutual 
savings bank that come from investment of these reserve accounts 
is not to any degree or extent paid out to the depositors of such an 
institution ? 

Mr. Fupxner. Well, I would say the same thing is true there as in 
any other type of business enterprise, Mr. Chairman. 

The CuatrMan. Do we not get right back then to the overall 
amount that is not paid out by these institutions, that is reserved 
by the institutions, and we come right back to the question of whether 
or not the amount in total that can be reserved is proper or not? 
Do we not come right back to that every time ? 

Mr. Fuexner. Mr. Chairman, I am sorry. I did not get your 
question. 
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The CHairMan. It is the total of the reserve that it has, from what. 
ever source derived that presumably is not taxed so long as that 
reserve plus surplus does not exceed 12 percent. 

Mr. Fiexner. That is correct. 

The CuHatrMaNn. It is out of the earnings of all its assets and jp. 
vestments that it reserves up to this 12-percent limitation? 

Mr. Fiexner. Yes, sir. 

The CHarrMan. So when we talk in terms of the amounts that are 
derived from interest from the investment of the present reserve that 
are added to the reserve, are we not still talking in terms of whether 
the 12 percent limitation on reserves is proper or not ? 

Mr. Fiexner. We are, Mr. Chairman. 

The Cuatrman. It comes right back then to the question between 
the two, that in one instance there is a 12 percent reserve, and in the 
other instance, so far as bad debt is concerned, there is a less amount 
reserved free of tax ? 

Mr. Fiexner. Yes, sir. 

The CHarrman. That is where the issue is, is it not? 

Mr. Fiexner. Well, the issue can be resolved to that with one addi- 
tional element, Mr. Chairman. 

The CuHarrman. I say that is where the difference is. 

Mr. Fiexner. Yes, Mr. Chairman. 

The CuatrMan. All right. Let us look to this question. Should 
a commercial bank operating for the benefit of not only its depositors 
but its stockholders, be protected against ordinary run of the mill 
losses through taxation that would serve to diminish the losses that 
would be incurred by the stockholders ? 

Mr. Fiexner. The same principle would apply, in my opinion, to 
commercial banks. 

The Cuamman. Let us see if the same principle would apply. I 
know that in the operation of a commercial bank 1f losses are incurred 
they are incurred out of what would otherwise be the profit of the 
stockholders or out of the reserves that it had accumulated in the 
name of the stockholders. Is that not true? 

Mr. Fiexner. That istrue, Mr. Chairman. 

The CuatrmMan. That is in excess of the reserve that is allowed by 
law for bad debt purposes. Now if we allow more reserve than pres- 
ently is allowed in the case of commercial banks, can we justify that, 
because the net effect of it would be merely to reduce the amount of 
the loss which is attributable to the profit of the shareholder or to the 
reserve accumulated in the name of the shareholder ? 

Mr. Frexner. Actually, a commercial bank that goes out of busi- 
ness, even if all the losses are absorbed by the stockholders, plays havoc 
with the whole community. It does not just play havoc with the 
stockholders. 

Now, I am thinking of this: I imagine that in a sound economy, 
Mr. Chairman, the reserves provide the same kind of safety for com- 
mercial banks that they do for savings banks because a commercial 
bank does not want to rely upon its stockholders for its losses because 
once it does that it is out of business. 

The Cuarmman. I understand that argument and there may be 
something to it, of course, but the financial integrity of both types of 
institution is what you are talking about and that is what we would 
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want to preserve. Even though the Federal Government may be 
maranteeing repayment of deposits in each institution up to the ex- 
‘ent of $10,000, we do not want that step to have to be taken, so we 
want each institution to be in a position to be solvent. That is the 
desire, is it not? 

Mr. Frexner. Yes, Mr. Chairman. 

The Cuarrmman. Now we adopted the 12 percent reserve limitation 
in 1951. I was on the conference committee when it was agreed to. 
We adopted it primarily because we were led to believe at that time 
that since there are no stockholders, no one on the outside to whom 
you can look in the event of losses and prospective insolvency of a 
mutual savings bank or a building and loan association, it would be 
well to reserve up to 12 percent of the deposit to meet such contingency 
is losses and things of that sort. It may be that our figure was too 
high. It may be that our figure was too low. We had no evidence, 
really, to guide us in the determination of whether it would be 12, 10, 
15, or 20 percent. Maybe we had some, but not any competent evi- 
dence. 

Mr. Keocu. You had the regulations of the States. 

The Cuatrman. That is true, but I say we could have been too low 
at that point. We did not know. 

Is it your opinion that the 12 percent is not justified from the point 
of view of providing assurances to the extent that we can in the inter- 
est of solvency of these types of mutual operations? If that is the 

case, if it could be done at 5 percent, there is a great difference. If it 
cannot be done at 12 percent, but it took 15 percent, that would be 
some difference. I do not know, frankly, what the percentage ought 
to be. 

Mr. Fiexner. Of course, the 12 percent is much higher than the 
capital-to-assets ratio of the commercial banks, which is 8.5 percent. 
hat is the total capital-to-assets ratio, so that the commercial banks 
do not have 12 percent either, but, more than that, actually I think 
these pretax reserves, 12 percent or 8 percent, are in fact, in my opin- 

,too high. Today’s economy is not the economy of the 1930’s and 
even in the 1930’s it was not alone an inadequacy of reserves, but 
rather that certain institutions that went out of business had rela- 

ively poor investment practices. Those institutions that failed would 
have had to have had such high reserves to absorb their losses that it 
would have been impossible to accumulate them. Those that did not 
iail did not need very high reserves to stay in business even in the 
1930's. 

The CHatrmMan. I always thought, gentlemen, that there was a case 
to be made for a difference in the amount of reserves required because 
of the difference in the kind of operation conducted by an institution 
and I remember, because I was in a bank once myself back in the days 
when you did not know whether you would open the bank door the 
next morning or not, most of the ‘trouble that the commercial banks 
were in at that time was because they had a whole lot of so-called non- 
send paper, real estate paper, of the very type that the mutual sav- 

igs banks and building and loan associ: itions deal in today. 

If commercial banks found that the situation was as it did appear 
in the early thirties with respect to those kinds of loans, are we cer- 
tain that any less reserve for mutual savings banks and building and 
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loan associations as presently provided in the law would not jeopard. 
ize the fiscal solvency of these institutions? They deal with the» 


more or less nonliquid or less liquid assets. Those are the points that 
disturb me about this whole matter. 


Mr. thlefeld ? 


Mr. Iuterevp. Mr. Chairman, may I speak to this point? 
The Cuatrman. I want to hear you. 


Mr. Interevp. It seems to me there has to be a great distinction 
cuade between commercial banks and mutual savings institutions in 
this matter of reserves. 

I should like, first, to bring into focus what we mean by this 12 
percent as it relates to surplus, reserves, and undivided profits of 
mutual savings institutions. 

As was mentioned before, a relatively small part of that combina- 
tion of reserves has been created out of tax-free income. 

To illustrate, let me give you certain figures on mutual savings 
banks in the Nation. F 

As of December 31, 1951, their total surplus, undivided profits, and 
reserves was $2,450 million. This was anterior to taxation. The 
increase in the total of surplus, undivided profits, and reserves be- 
tween December 31, 1951, and December 31, 1958, was about $770 
million. Quite a number of the mutual savings banks paid taxes on 
amounts transferred to their reserves. They were still subject to the 
tax. Admittedly, the amount of tax collections were not very great, 
but that was because they had no income in the accepted sense to be 
taxed at the corporate level. Something less than $770 million has 
been added as tax free reserves since December 31, 1951. In percent- 
age of deposit liabilities of the mutual savings banks, the amount 
added is no more than 2 percent of the deposits in mutual savings 
banks. So, if we are talking about bad debt reserves—commercial 
banks vis-a-vis savings banks—we are talking about something which 
in mutual savings banks, for example, represents about 2 percent, 01 
not more than 2 percent, of the deposits. 

I think that the implication in Dr. Flexner’s statement as to mutual 
savings institutions being accorded special treatment taxwise or that 
this bad debt reserve provision that the Congress so thoroughly con- 
sidered, and which was debated for days in the Senate, is a loophole 
is entirely without foundation in logic, fairness, and equity. 

There is a very great distinction between the operations of a com- 
mercial bank and a mutual savings bank that requires the reserve 
treatment wisely accorded mutual savings institutions through the 
Revenue Acts of 1951 and 1954. All of the deposits of mutual sav 
ings institutions—I am talking about all of them now—are invested 
in long-term securities which bear interest. Much less than 50 per- 
cent of the assets of commercial banks are invested in interest-bearing 
long-term obligations. 

The reason I make that point is this: We have learned from ex- 
perience in the decade of the 1950’s that a new loss hazard has come 
to financial institutions and other financial intermediaries who have 
been investing in long-term obligations. This hazard is referred to 
as the risk of major changes in the level of interest rates. It has 
attracted increasing attention from investment managers and econo- 
mists. As the level of interest rates fluctuates in accordance with 
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the growth of the economy and the administration of the flexible 
monetary policy that has come into play since the Treasury-Federal 
Reserve accord, « ‘apital values relating to investments in interest- 
bearing debts fluctuate. And in recent times of rising interest rates, 
we have seen Government bonds move down as much as 20 points, 
obligations of high qu: a obligations of corporations 25 points, FHA 
insured mortgages 6 or 7 ¢ points and VA guaranteed mortgages 10 
points. The whole gamut of investments of mutual savings insti- 
tutions has been affected by changes in interest rates. Much less than 
50 percent of the assets of commercial banks are long-term invest- 
ments similarly affected. The balance of their assets is made up of 
necessary cash reserves, short-term securities and loans and discounts 
which can be readily adjusted to interest rate changes. As we know, 
the prime rate on business loans has been increased time after time. 
So there are basic, fundamental differences between the two types of 
institutions. 

I think the Congress took into consideration all of the important 
loss experience factors up to 1951 in concluding that 12 percent was 
a wise provision reservewise to allow mutual savings institutions out 
of taxable income. These considerations had to do with the loss ex- 
perience arising from the great depression. We have new risks of 
loss now, however, as I have indicated. 

It has been an interesting thing for me in the 30 years of my expe- 
rience in this business to have been through two cycles which have per- 
mitted me to observe how capital values can erode, and how there can 
be attrition in capital values due to a rise in interest rates as well as a 
deterioration of credit. Losses that stem from depression, as we ex- 
perienced in the early thirties, wiped out capital values. Losses 
today are related to completely opposite circumstances of a high level 
of business activity, economic growth, and great prosperity; that is, 
they are related to the interest rate risk. And, gentlemen, I think 
those risks need to be taken into consideration fully in reassessing or 
reappraising the justice of the 12-percent reserve provision. 

I just want to say one more thing, and this is probably the only 
point on which I agree with Dr. Flexner. I think it is necessary to 
think of the capital stock of commercial banks not as a fund to ab- 
sorb losses to protect the deposits, but as an investment made by stock- 
holders for the purpose of gaining profit. I think it would come as 
a great shock to investors in stocks of commercial banks to be told 
they had made an investment to absorb losses. They made an invest- 
ment for income and gain, for dividends, for capital appreciation. 

I believe there is room for restudy of the reserve allowances for 
commercial banks in the interest of maintaining a sound commercial 
bank structure. I believe a restudy is very desirable, particularly in 
view of the fact that we must keep in mind not only the soundness of 
these institutions, both commercial and mutual, but their need to 
serve a growing, expanding economy. And the commercial banking 
system will have to grow and expand to meet the requirements of a 
growing economy. As the economy expands commercial banking will 
have to have access to the capital markets and must therefore keep 
itself in position to be able to attract needed equity capital. 

Thank you, sir. 

The Cuamman. I am also interested, Mr. Ihlefeld, in whether or 
not there is justification for further study of not just the bad debt re- 
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serve requirements of commercial banks but whether or not there ar 
grounds to justify further study of the overall reserve which is ql. 
lowed in the case of the mutual savings banks and the building and loay 
associations. 

I think the crux of the whole thing is this amount of reserve because, 
as we earlier ascertained, that seems to be the thing that we always 
come back to in any discussion of the relative position of mutual say- 
ings banks, building and loan associations, and the commercial banks, 

I have been most anxious to get all the information I could with 
respect to what actually, for tax purposes, this reserve ought to be in 
the case of these institutions. Maybe 12 percent is all right. Maybe 
some other figure is more desirable. I just donot know. 

Mr. Flexner? 

Mr. Fiexner. Mr. Chairman, may I take just a few minutes to an- 
swer some of these points and also your question ? 

The Cuatrman. Yes, and then I want to yield to Mr. Mason and 
other members of the committee. 

Mr. Fiexner. As regards the 12 percent, some changes have taken 
place, I think, in the economy that make a large reserve, as large as 12 
percent, far less important today than it would have been, let us say, 
20 or 30 years ago. 

For one thing, deposits are insured today. Therefore, there is not 
likely to be the kind of run on the bank which originates not because 
of the fact that people need money, but because they are afraid that 
they will not get it when they do need it. Government insurance of 
deposits has greatly changed the whole structure of our banking 
system. 

Secondly, a large part of the mortgage portfolio is either insured 
or guaranteed and that is an important factor. About 40 percent of 
the mortgage portfolio contains very little ultimate risk to the lender. 

Thirdly, the mortgage today is entirely different from what it was 
30 years ago. It is amortized. It is not the unamortized 10-year 
mortgage that neither protected the borrower or the lender. 

The credit risk of the average American today is far better than it 
was 30 yearsago. The 1946 Employment Act places upon the Govern- 
ment certain responsibilities to see that the economy does not collapse. 

I personally do not think the American economy is ever again going 
to collapse. We may have recessions, but that, I think, we can cope 
with. 

Therefore, I think the existing figure of 12 percent is based upon 
historical data which is absolutely no longer relevant today. 

My own feeling is that a 5-percent or some such reserve for all 
financial institutions would be quite adequate. 

Mr. Ihlefeld speaks about the savings institutions having a large 
part of their money in long-term investment. Well, that is not a 
disadvantage. The commercial banks have on the average of 15 per- 
cent of their funds in legal reserves which bear no interest, which are 
frozen, and then they have nearly 35 percent of their assets in short- 
term investments and because of the nature of their business they 
have to keep it there, so that actually the investment in today’s mort- 
gage and even in today’s Government bonds, which does fluctuate, 
admittedly, is not at all a bad investment, and this is evidenced in the 
tremendous growth of the savings and loan associations. 
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If I were given the choice, I would say operating a savings and 
loan association would be far more profitable. 

The CuatrRMAN. Mr. Flexner, you get to the point of one of my 
earlier questions, that in your opinion a uniform reserve between 
ommercial banks and mutual savings banks and building and loan 
associations would be equitable, would at least equate the situ- 
ation. I have never been able to be thoroughly convinced in my own 
mind that that is a solution. There are differences I see that I think 
would justify some larger reserve for these mutual types of opera- 
tions than for the commercial bank operation. How much it should 
be I do not know, but I think I see the reasons why safety and all 
would justify some degree of difference in the over: all reserves that 
could be accumulated. You do not see it? 

Mr. Fiexner. I do not think so, Mr. Chairman. 

Jetween 1921 and 1934, . 000 commercial banks failed. 

The Cuatrman. I know it; but you see where I get to. It is a 
question, if I am right- nd T am Satisfied Mr. Ihlefeld will agree 
with me, if there is justification for a difference, and I have always 
sort of thought that there was—of what is the proper distinction and 
difference to make with respect to reserve, because in both instances 
we are allowing the accumulation of earnings this year on which 
there is not a tax paid in the year in which the earnings are accumu- 
lated. We doit for reasons other than tax policy. 

Have we made too much distinction, have we not made enough 
distinction, or where is the proper distinction to be drawn ¢ 

Mr. Mason ? 

Mr. Mason. Mr. Chairman, before I take up my questions I want 
to try rs answer your ore 

The Cuarmman. I hope somebody can. 

Mr. ies And I am quoting Mr. Gurley on page 1809 of his 
statement, in which he says: 

For the decade ending in 1955, the average annual ratio of losses to loans of 
all member commercial banks was less than one-tenth of 1 percent, and the 
loss experience of the mutual institutions was of the same magnitude. 

In other words, for that 10-year period the losses sustained by 
mutual and by commercial b: inks were practically alike, which, in my 
mind, over the past 10 years would say perhaps the amount of re- 
serves that we should allow to each of these types of institutions 
should be about the same. 

Now, I do not want this committee up here to be lost in a maze of 
verbiage as between the contenders in front of us. I want to see if 
we can arrive at some definite general facts in connection with our 
problem, and the first thing I want to ask is this: Do mutual savings 
banks, and savings and loan associations, and credit unions compete 
with commercial banks ? 

Mr. Fiexner. Yes, indeed. 

Mr. Mason. Any “No’s”? 

Mr. Inmereip. I would put it the other way around. It is a mutual 
operation. Commercial banks compete with mutuals. 

Mr. Mason. Oh, yes; there is some competition between them no 
matter how you put it. 

Mr. Inveretp. May we examine this matter of competition for 
savings, sir? 
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Mr. Mason. I do not want to examine it. I want to know just Mr. | 
how many of our panelists agree that there is competition betwee, J savings 
the two types of financial organizations. encour’ 

Mr. Iutereip. There is some competition between the two. As only &§ will sa 
a part of competition among four or five or six types of competitors J mitted 
seeking savings. that or 

Mr. Mason. I understand all of those other things that can be Mr. 
brought in, but we are just discussing these two today. Mr. . 

Mr. Croreau. There is competition and competition. It is not q § for m 
simple concept. fect Ww! 

Mr, Mason. Do mutual savings banks and building and loan assoc). § saving 
ations have tax advantages today under our laws? Yes or no? Mr. 

Mr. Inverevp. I would say “No,” sir. follow 

Mr. Fiexner. Yes. Mr. 

Mr. Mason. There isa difference ? You ¢ 

Mr. Kerru. Yes, sir. depos 

Mr. Lent. Yes. itin b 

Mr. Mason. Evidently the majority thinks “Yes.” Mr. 

Now then, are mutual savings banks, and building and loan associ: just b 
ations, and credit unions today growing by leaps and bounds? Mr 

Mr. Interevp. I am very happy to say that they are. They are § anew 
serving a very important economic purpose. acqui 

Mr. Mason. Fine. They all agree to that. Are these mutual say- servi) 
ings banks, and building and loan associations, and credit unions Mr 
mature today and able to pay their own way ? Th 

Yes or no? Mi 

Mr. Iuverevp. They are mature and they are quite able to pay any the p 
tax levied on them at the corporate level, but since they have no in- W 
come at the corporate level in the accepted sense, there is no tax due teres 
at that level. was 

Mr. Mason. Those are the arguments, of course, that are presented, level 
but I want to give you just the facts about their growth. I have M 
here information that mutual savings banks today have more than M 
doubled their assets in the last 14 years, going from $17 to $37 billion ban] 
in the last 14 years. pay 

I have here the savings and loan associations, and, by the way, that \ 
increase in the mutual savings banks is 122 percent. The savings and M 
lean associations have grown from $8.7 billion to $55 billion in the regi 
last 14 years. ‘That is an increase of 533 percent. Fed 

Credit unions have increased a total of 913 percent in the same time, Uni 
in the last 14 years. \ 

Those are the increases in this and the question comes to my mind N 
as to why this tremendous increase in these three types that do have \ 
tax preferences when you cannot find that same proportionate in- \ 
crease in the commercial banks, and that is the problem that we have \ 
before us. Jus 

Now, Mr. Ihlefeld, you said, and I am quoting: ac 
The mutual savings banks have no other protection but this high reserve. = 
Do they not have the same protection that the commercial banks have on 
today because their deposits are insured by the Government ? st 

Mr. Interetp. They have that, sir. he 

Mr. Mason. Then when you say they have “no other,” you are jis 






stretching the point, are you not? 
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Mr. Intereip. No; I say they have no other, as entities. Mutual 
savings institutions are serving the economy in the promotion and the 
encouragement of thrift. I say it because Federal deposit insurance 
vill safeguard the depositor only if the management has not been per- 
mitted to provide adequate reserves and the institution is closed for 
that or other reasons. 

Mr. Mason. The same thing is true of commercial banks, is it not? 

Mr. Interecp. But, sir, Federal deposit insurance is death insurance 
for mutual savings banks. Federal deposit insurance comes into ef- 
fect when the mutual savings bank goes out of business. The mutual 
savings bank cannot reproduce itself. 

Mr. Mason. You are losing me with your verbiage because I cannot 
follow all of those intricacies. 

Mr. Interevp. I would say, sir, to try to put it in one sentence: 
You cannot keep a mutual savings bank in business through Federal 
deposit insurance; you can pay off the depositor, but you cannot keep 
itin business. 

Mr. Mason. And you cannot keep the commercial banks in business 
just by that. 

Mr. Invereip. You can replace the expiring commercial bank with 
anewly created commercial bank which will assume the liabilities and 
acquire the assets and continue to serve the community which it is 
serving, but the mutual savings bank is out of business. 

Mr. Mason. That is all, Mr. Chairman. 

The CHarrman. Mr. Forand ? 

Mr. Foranp. Mr. Chairman, I have but one question and that is for 
the purpose of clearing up the record. 

When the chairman was questioning a Flexner regarding the in- 
terest rate paid by commercial banks, I understood that the answer 
was that the commercial bank interest rate was fixed on a national 
level. 

Mr. Fiexner. Not fixed, sir; limited. 

Mr. Foranp. Then the question was asked, how about the State 
banks, and I did not get an answer to that except to the fact that they 
pay the same. 

Who limits or regulates the State banks as to the amount it can pay ? 

Mr. Frexner. Of course, the State banks are also subject to Feder al 
regulations by various other channels, through membership in the 
Federal Reserve System, for example, but there is no State in the 
United States that has an interest ceiling above 3 percent. 

Mr. Foran. In other words, it is fixed by the State? 

Mr. Fiexner. Yes. 

Mr. Foranp. Thank you. 

Mr. Ihlefeld? 

Mr. Intereip. May I state the situation in the State of New York? 
Just this year the Banking Board of the State of New York imposed 
a ceiling on interest rates “that mutual sav ings banks may pay. The 
ceiling is 314 percent and they can pay an extra quarter on long-term 
funds. There had been no ceiling for 4 or 5 years. Before that there 
was a ceiling. So, as the occasion requires in the judgment of the 
supervisory ‘authority- -and that authority is exercised through the 
banking board in the case of the State of New York—a ceiling is put 
on the interest rate. 
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Mr. Foranp. Thank you, very much. 
That is all, Mr. ¢ ‘hairman. 
The Cuamman. Mr. Byrnes? 

Mr. Byrnes. Mr. Chairman, I would like to get back to this re. 
serve question a little bit. 

As I understand, Mr. Flexner, the reserve that commercia] banks 
can establish for bad debts is covered under section 166 of the code 
and says that “There shall be allowed in the discretion of the Seere. 
tary,” meaning the Secretary of the Treasury or his delegate, ‘ 
duction for a reasonable addition to a reserve for bad debts.” 

In other words, as far as the law is concerned, as it relates to com- 
mere ial banks, the reserve that can be established, the amount of ear. 
ings in a sense that can avoid taxation by putting them into a reserve 
for bad debts, is a matter not dulcuninel formula in the law, but 


by a formula established by the Secret: ury of the Treasury, 
correct 2 


Mr. Fiexner. That is correct. 
Mr. Byrnes. Whereas in the case of savings and loans, the formula 


is established by the Congress and by statute, is that correct ? 
Mr. FLexner. Yes, sir. 


Mr. lierevp. That is correct. 
Mr. Byrnes. What justification is there for the distinction of a 


ing the formula established by statute in one case and not established 
by law in another ? 


Mr. Ihlefeld? 

Mr. Inverevp. I can certainly draw 
record of the debate in the Senate. 

Mr. Byrnes. I am seeking your views here. I have heard a. lot of 
views expressed in the Senate that did not contribute any to my 
thinking. 

Mr. lutereip. Well, there is not any need for a distinction of that 


kind, one to be established by law and one to be established by regula- 
tion. 





‘a de- 


is that 


some observations from the 


Indeed, I have felt that in the reppraisal of the adequacy of re- 
serves for commercial banks, consideration ought to be given to mak- 
ing that a matter of law and not a matter of regulation by the 
Treasury. [ think a closing of the distinction might better be con- 
sidered in that direction. 

Mr. Byrnes. Do you have some views on this aspect, Mr. Fle ve 
Is there a jus stification for tre ating one by statute and the other | 
regulation / 

Mr. Firx — Yes. I never could see the justification, sir. I think, 
not as I read it in the record, but as I interpret the record, that the 
Congress has biinenieay made a distinction between mutual insti- 
tutions and commercial banks, and this distinction is reflected in the 
law sometimes in such a way that you cannot tell later why it was 
put there. 

Actually, I am always puzzled a little bit when we bring up the 
mutual concept as somehow deserving special privileges because I 
think the Congress and the people of the United States pretty much 
accept the corporate form of business enterprise and they do not in- 
tend to put obstacles in its way. 

The reason the mutual institutions were given special privileges at 
one time, and I fully appreciate that, is because at one time the aver- 
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age person really did not get very much recognition in our credit 
system, and that was inevitably so because we had to build up the 
economy first. 

Mr. Byrnes. I do not want to get into the philosophy at the time. 
[ want to get into the tax aspects ‘of this and why we draw a distine- 
tion. 

Mr. Fiexner. I think this is the reason we did; the Congress was 
motivated by a rather vague difference between mutual institutions 
and cor porate structures. 

Mr. Byrnes. Do I gather then that in a sense maybe Congress fixed 

what would be a re: asonable addition to reserves for bad debt for 
ane savings banks and building and loans in order to give it a 
more favorable treatment than would be the case if it was left to 
the discretion of the Secretary under a general] authorization for 
him to fix the amount of deduction ? 

Mr. Fiexner. I think the Congress wanted to do that. The Con- 
gress wanted to be sure that the mutual institutions would get that 
\2 percent at that time. 

Vr Byrnes. Is that your feeling? 

Mr. Inueretp. I believe that Congress wanted to be quite certain 
that there would be adequate reserves and not leave it to chance, be- 
cause there is no other source of protection for depositors in mutual 
savings institutions than through retained income. 

Mr. Byrnes. Let me move into another aspect of this reserve. As 
[ understand it, with respect to the reserves that are permitted com- 
mercial banks under regulations, the formula is related to the assets 
of the institution rather than to the liabilities of the institution, is 
that not correct ? 

Mr. Fiexner. That is correct. 

Mr. Byrnes. Whereas I gather that in the case of savings and loans, 
the formula as established by Congress is related to the liabilities 
rather than the assets ; is that correct ? 

Mr. Ftexner. Yes. 

Mr. Intereip. That is correct, but relating it to share accounts or 
deposits in a mutual] savings institution is a practical application of 
relating reserves to assets. Practically all of the assets of a mutual 
savings institution are long-term assets. These assets virtually offset, 
dollar for dollar, the share accounts or deposits. Rather than apply 
a separate reserve provision to Sommiomuil securities, to corporate 
securities, or to mortgages, the practical effect of a reserve on labili- 
ties in the case of a mutual savings institution is the same as a reserve 
equal toa percentage of deposits. 

Mr. Byrnes. I frankly must admit that this is another aspect that 
confuses me. I am first confused by the fact that Congress, overall, 
says in the tax law that we are going to allow a deduction for a 
reserve for bad debts and then they y move in two different ways in 
handling it. 

Then also when they move in the two different ways of han- 
dling it, one by regulation and one by statute, they go further, result- 
ing in a situation where the base to which the formula applies in one 
case is liabilities and in the other case is assets, and I can see where 
we can certainly come out to radically different results and radically 
different treatment. 
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Let me inquire about this. Do you believe that there has been , 
change in the general economy in some of the built-in safeguards that 
have been established, both from the standpoint of protecting the 
liabilities of financial institutions, creating a situation where they can 
meet their liabilities, and also improving in certain areas the security 
of the asset that they may have? 

What I am talking about is this: On the side of the protection of 
the institution and its ability to meet its liabilities, you do have the 
deposit insurance. That is basically to make sure that the bank or the 
institution will have the ability to meet its liabilities at least to the 
degree of insurance; is that not correct ? 

Mr. Interevp. That is correct. 

Mr. Byrnes. So that we have had an improvement through the 
years in the direction of protecting the ability of the institution to 
meet its liabilities. Have we not also moved in the direction of creat- 
ing a condition which improves in many cases the status of the assets, 
and I would say particularly in the case of real estate loans? 

Mr. Interexp. The institution has been s safeguarded, for example, 
by FHA insurance and VA guarantees agi rinst the losses that might 
arise from the unc ollectibility of a mortgage debt, which was a feature 
of the depression of the thirties. But I should hope that serious con- 
sideration might be given to the new hazard that confronts investing 
institutions of all types—the risk of changes in the interest rate. 
Insurance of a mortgage does not protect the investment, whether it 
be an FHA-insured mortgage or a Government bond, against the risk 
of loss stemming from a change in interest rate and a fall in the value 
of the bond or the interest-bear ing mortgage debt. 

This is a new loss factor that has come in in the 1950's. 

Mr. Byrnes. Does the experience show that that new factor has 
more of an effect on earnings rather than an effect on protecting the 

capital investment? It would seem to me from what you have said 
that really this new threat that you see is a threat against earnings 
rather than a threat of capital impairment. 

Mr. Interevp. Thus far, fortunately, as far as my observation goes, 
and this is pretty much limited to mutual savings ‘banks, rather “sub- 
stantial losses have been absorbed out of current income. 

Mr. Byrnes. Out of current earnings? 

Mr. Interetp. Out of current earnings; out of current income. 

Mr. Byrnes. I am trying to get this pinned down as to whether or 
not the new threat that you talk about is not a threat to earnings, 
whereas the old threat was the threat to capital impairment, and so 
although there is something new in the picture, it does not relate to 
the same area. 

Mr. Interetp. This new threat can go beyond current earnings and 
be a threat to the reserve or capital structure if there is a concentra- 
tion of withdrawals from a mutual savings institution under the severe 
conditions of competition that now prevail and which will become 
increasingly intense in the future. For example, losses on sales of 
securities were incurred to provide the funds to meet withdrawals 
arising from competition from the recent offering by the U.S. Treas- 
ury of a 5- -percent note. 

The reason I mention that instance is to illustrate why we have no 
way of foreseeing when these losses on sales of securities will occur. 
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Also, they have a tendency to be concentrated in a relatively short 
period, whereas bad debt losses have a tendency to spread out over a 
long per iod, 

Mr. Byrnes. Maybe I can get to the heart of this a little quicker. 
What do we have bad debt reserves for? Is it to protect earnings, or 
is it to protect the capital ? 

Mr. Interetp. The surplus reserves, and undivided profits in a 
mutual savings bank and a savings and loan association are to absorb 
losses on debts. 

Mr. Byrnes. But it is to assure that you are going to make 3 or 
4 percent on your investment. It is to protect you against a capital 
loss basically. I may be wrong, but it has always been my feeling 
that that 1s why we per mit the establishment of a reserve for bad debts 
in the first place. It is not to make sure that you are going to have 
5- pere ent earnings, or 4- percent ear nings. It is to protect you against 
capital impairment as a result of failure to pay back the original 
capital that you invest, irrespective of what the earnings might be. 

Mr. Intereip. It is to absorb losses on debts for whatever reason 
they may oecur, either loss on sales of securities to meet deposit losses 
or through a shifting from lower yielding assets to higher yielding 
assets in order to improve income. Losses may be taken on sales of 
Government bonds, for example, so that the funds might be reinvested 
in FH A-insured mortgages or V A-guaranteed mortgages to improve 
income. Improved income, in turn, helps maintain an interest rate or 
a dividend rate that attracts much needed savings. 

Mr. Byrnes. Let me ask this: You set up a certain investment and 
put a certain amount of capital assets in it, and you anticipate that 
you are going to get a yield; let us just assume 4 percent. Do you set 
that up on your books on the basis of the capital invested plus the 
4 percent, or do you set it up on the basis of capital value? You do 
not include your anticipated earnings; _ you? 

Mr. Iniereip. No. I am not sure I understand the question ae 
of course, the asset would be set up on the books at its cost and i 
would have an indicated yield of 4 percent. 

Mr. Byrnes. But you do not show that any place in your books? 

Mr. Intereip. No. What the effective yield is in time remains to 
be seen ; because, if there is any profit on the resale of the asset before 
it has matured, the effective viel: | would be higher. If there were 
losses it would be lower. 

Mr. Byrnes. I am not an accountant and maybe, Mr. Chairman, I 
am getting way afield from what we should be talking about, but if 
you were to simply have a reduction in your earnings, anticipated 
earnings, and let us say your earnings came down to zero, would you 
be permitted to take from your bad debt reserve in order to make 
sure that your earnings came up to the 4 percent that you had con- 
templated making ? 

Mr. Interetp. No, sir. 

Mr. Byrnes. You could really only withdraw from bad debt re- 
serve to pay for a capital impairment. Is that not correct? 

Mr. Intereip. Only to absorb a loss. 

Mr. Byrnes. In capital; not a reduction ? 

Mr. Iutererp. To absorb a loss on the conversion of assets to cash, 
other than by sale. 
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Mr. Krocu. Will you yield? 
Mr. Byrnes. Yes. 
Mr. Krocu. I would like to make this statement and, Mr. Ihlefeld, 

I would like to know if you are in agreement with this. 

Under existing law affecting mutual thrift institutions, if, after 
crediting the retained earnings to the reserves for specific losses an 
institution were to charge that reserve and credit surplus or undivided 
me it would have to pay the full corporate tax on the amount so 

ransferred regardless of whether the total of the three, surplus, un- 
divided profits, and reserves for specific losses, is greater or lesser 
than 12 percent of its deposits ? 

Mr. In teretp. That is quite correct, sir. Use of the tax-free re- 
serve, known as the bad debt reserve, is limited to the absorption of 
losses on bad debts. 

Mr. Krocu. My point, Mr. Chairman, is that such a transaction or 
such a journal entry would be made where there might seem on the 
base to be an impairment of capital in the form of a lower surplus 
account or undivided profits account, and the institutions have a larger 
reserve for specific losses, so they pay some out of here and put it in 
there. Under existing law they have to pay the full corporate tax 
on that transfer, even if the total of the three items were only 5 per- 
cent of its deposit liabilities. 

Mr. Byrnes. I was trying to find out, Mr. Keogh, if we could come 
to some agreement as to what the reserve for bad debt i is intended for 
and from that move into how you calculate what is a reasonable bad 
debt reserve and on what base you lay your formula. 

Mr. Krocu. I might be of some assistance to the gentleman in that 
regard. 

Mr. Byrnes. You are always of assistance. 

Mr. Krocu. But I shall defer. 

Mr. Fiexner. Mr. Congressman, may I just say something? 

Mr. Byrnes. Yes. 

Mr. Fiexner. I think if losses due to rising interest rates or declin- 
ing bond prices, were considered in the size of reserves that should be 
set up, that would lead to unsound practices. Actually a bank must 
think not only in terms of reserves but in terms of liquidity as well, 
and when depositors come to a bank to get more of their money than 
the bank had anticipated, this should not be left to the sale of long- 
term assets but, rather, to a reliance upon cash and short-term assets. 
If a bank does rely upon all its long-term assets and does not have 
enough liquidity, then it can get in trouble. This, however, is not 
remedied by increasing reserves. You simply tell the bank, “Your 
liquidity formula is wrong.” ‘That would be my answer to your 
question. 

Mr. Byrnes. We have some other members of the panel here that 
have prepared papers that at least deal in this general area and I 
would like to see whether at this stage of the game, Mr. Chairman, 
they may not have some comments on this general question, particu- 
larly as it relates to the bad debt reserve. 

Mr. Kerrn. On this last point I would be inclined to agree with 
Dr. Flexner. I think that the problem that Mr. Ihlefeld raises here 
might very well be one of liquidity rather than bad debt reserve. 

After all, the problem of withdrawal is one which you presumably 
have to meet by having a certain composition of assets. Whereas in 
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terms of yield it would be nice to have all of your assets in the form of 
long-term securities, if you do run the risk of withdrawal at a time 
when interest rates are rising, then, of course, this would present a 
problem which might dictate different composition of assets. That is 
the only thing I hav e to say on that point, I think. 

The Cuamman. I wonder if Mr. or Mrs. Gurley have any comment 
tomake in this general area? Mr. Lent! 

Mr. Lenr. I “think. moreover, if a loss is realized on the sale of a 
Government bond, that goes to a discount, such loss can be taken as an 
ordinary loss. This reduces the taxable income of the bank, whether 
the commercial bank or the savings bank. 

Mr. Byrnes. Mr. Gurley or Mrs. Gurley ? 

We have to make your time worth while here and not just have you 
come to listen. 

Mr. Guritey. We tossed a coin and I will speak for both of us. 

We are in agreement with Mr. Keith’s statement on it. 

Mr. Kerru. One thing that troubles me in this discussion of reserves 
here is that, as I understand it, the bad debt reserve is a provision 

which presumably reduces 1 income tod: iy rather than tomorrow in the 
expectation that there will be losses ultimately, and that therefore you 
ire not really reducing income arbitrarily; you are merely recogniz- 
ing what seems likely to happen in the future. The general reserves— 
which I would agree the mutual institutions have to build up—are 
established for somewhat different contingencies. These contingen- 
cles are similar to those for which a commercial bank is always being 
prodded by the FIDC to increase its own capital accounts. 

[ think it is very important for both types of institutions to build 
up this sort of protection; and if you have the reserves, then they are 
going to help in case you have losses. 

The point on which I would be inclined to disagree, however, would 
be that we should permit these mutual institutions to build up this 
kind of a reserve without paying any tax on it. 

It seems to me this is something which is in the interest of the de- 
positors themselves and for which they might well be expected to pay 
something. In other words, you are in a sense taxing them on the 
mount which is being set aside for their protection. 

Mr. Byrnes. I think all you gentlemen recognize at least one of 
the things that troubles me is this matter of using the liability base 
to determine what your bad debt reserve is to be in the one type of 
institution and using the assets and the possible threats to them in 
the other case, and I was wondering if you gentlemen can get me out 
of that fix or problem. 

Mr. Kerrn. I would be inclined to say that for the bad debt re- 
serve the asset is the important thing because you are concerned with 
the risk of loss. The risk of loss is going to be quite different on, let 
us say, a guaranteed mortgage than it is on a conventional mortgage. 
It is going to be less on a Government secur ity than it is going to ‘be 
2 other types of securities, so that my own feeling on ‘this would 
be that a true bad debt reserve should be related to the kind of assets 
being held. 

Mr. Byrnes. That is what I thought was wrong today with the bank 
formula, because it is not related to the type of asset that the particu- 
lar bank may hold. 
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It is simply the experience rating that they have had sometime jp 
the past, and they may have conve ‘rted to a high percentage of Goy- 
ernment guaranteed obligations. 

I am just wondering whether there should be a formula change 
there and whether in the case of mutual savings and building and 
loans you are justified in using their liabilities as the base rather than 
the assets. It comes into play in both fields. 

Mr. Fiexner. I would agree that the reserves should be based upon 
assets. Also it is probab ly not too wise to base them on a long his- 
torical exper lence because ‘history, as one of the peo »le on this panel 
said, does not repeat itself. We do have an pel 2 different kind 
of banking system today, the assets are better, and the credit of the 
average American is better. 

I think that actually a uniform reserve, whatever the committee 
might, and I use this reservedly, guess at what it ought to be—we can- 
not really = would probably be the proper answer, whether it be 
5 percent, or 6 percent, or 4 percent, but I do believe it should be uni- 
form aa not based upon historical experience because that may be 
entirely unrealistic in terms of what exists today. 

Mr. Byrnes. Is it realistic or practical to base it on the type of 
assets held. too ? 

Mr. Friexner. Only, of course, to some extent because again the 
mortgage today is really, in my opinion, one of the best ty pes of credit 
instruments a bank can have and also one of the safest. F orty percent 
of all mortgages, for example, are insured or guaranteed. If you were 
to say that it should be based upon the type of asset, but that the mort- 
gage is a long-term asset and therefore risker than others, I would 
disagree with that. 

If you said it were to be based upon the type of asset and then you 
chose three “wise” men to tell what the risk of an asset really is, then 
I would agree with you, yes. 

Mr. Invererp. Mr. C ‘hairman, the suggestion that it would be fair 
to place some tax on these earnings retained for depositors because 
they should pay something for it suggests that the depositor in a 
mutual has some ownership right in these reserves ¢ omprising surplus, 
undivided profits, and reserves. 

The depositor has no ownership right in them. They are there to 
protect depositors today, depositors next year, depositors thereafter. 

There is no ownership right. 

If we are in such a happy situation where the prospect is one of 
diminishing risk of losses, as they are being anticipated here today, 
and if, therefore, my concept of necessary reserves against losses 1s 
too great, then we run into the situation where the mutual savings 
institution is under an obligation, by reason of its very nature, to 
make greater distributions ratably to its shareholders or depositors. 
It has no right to retain unnecessary reserves. 

Mr. Byrnes. Who has the ownership rights in the reserves? 

Mr. Intereip. There is no ownership right. 

Mr. Byrnes. The entity? 

Mr. Interetp. We do not have occult powers, unfortunately, to 
fix reserves precisely against the actual losses we shall experience 
over the next 15 or 20 years or longer. We can simply determine 
these reserves only within the limit: ations of human judgment and 
experience based on banking experience as well as analysis. 
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Reserves reduce the value of the assets on the asset side of the state- 
ment to their reasonably predictable realizable value. | On that basis, 
the assets equal the deposits in a mutual savings institution, the dif- 
ference between book value and predictable realizable value being a 
reserve for the absorption of losses. 

There is nothing left for anyone to own except at the ultimate dis- 
solution or liquidation of a mutual savings institution. If there is 
anvthing left after the absorption of losses and after the payment of 
expenses of liquidation and dissolution, it would be distributable 
ratably to the then depositors after the payment of a tax by the 
institution. 

With respect to surplus, undivided profits, and other reserves, as 
has been pointed out, they become subject to the payment of a tax 
if they are used for some other purpose than the absorption of losses 
on debts. The bad debt loss reserve part is subject to the payment 
of tax if used for some other purpose than for the absorption of debt 
losses. There is no ownership right. 

Mr. Byrnes. The amount of ownership may be in doubt? 

Mr. Invereip. Not only is the amount of ownership in doubt, there 
is no true element of ownership. I open an account in a mutual sav- 
ings bank for, let us say, $500. The mutual savings bank has a 10- 
percent surplus and reserves. I have a ratable protection of $50 
so long as I remain a depositor there. I cannot sell that $50, assign 
it or deliver it; I cannot realize anything out of it. I have no owner- 
ship rights. It is not recorded in my name. I may cease to be a de- 
positor next year. I draw out my $500. That 10 percent or $50 
protection remains there for the next depositors. 

Mr. Byrnes. Who owns it? Is it theentity? You are saying that 
the individual depositor does not. Who does own it? 

Mr. Intereip. There can be no ownership because it is not an 
equity. It isa reserve for the absorption of losses. 

Mr. Byrnes. If you have a reserve of a million dollars—maybe 
you say you do not have ownership, but if you can invest it and can 
determine to what use that money is going to be put and what earn- 
ings come from it, somebody owns it. 

Mr. Invereip. As a depositor or shareholder you would have no 
right with respect to that $50 as I used it in my illustration. You 
have no right to say how it shall be invested or even whether it should 
be invested. 

Mr. Byrnes. You just say that nobody owns it ? 

Mr. Intere.p. It is not an equity. It is a reserve for losses. For 
all practical purposes, at the end of liquidation of the institution 
the reserve has been absorbed by losses. If there is something more 
in the reserve than is reasonably required within limitations of judg- 
ment and experience, as necessary to meet losses, then there is a basic 
obligation residing in the mutual institution to distribute that extra 
something ratably. 

_ The point I am trying to make, sir, is that I cannot conceive how 
in logic, fairness, and equity there is any taxable income at the cor- 
porate level in a mutual savings institution. 

Mr. Byrnes. I understand that was your point. 

Mr. Fiexner. May I just answer this just a moment ? 

Mr. Byrnes. Yes. 
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Mr. Fiexner. There is a nonnegotiable ownership, as I see it, in 
a mutual institution—that is, that the depositors on record have a non- 
negotiable claim. Actually, ultimately it is only distributed among 
those depositors who remain on record and this depends upon the 
policy of the mutual institution. 

Mr. Laterenp. Mr. Chairman, if that be so, at the time of distribu. 
tion this nonnegotiable claim is subject to income tax at ordinary 
income rates in the hands of the recipient. 

Mr. Byrnes. One more question. 

We had a discussion here the other day on the withholding, Mr. 
Chairman, and it might be well to get an expression here on that 
aspect, the income liability on the part of depositors in any of these 
financial institutions. 

The evidence presented before the committee was that there was a 
considerable amount of nonreporting or underreporting of dividends 
and interest, and I think dollarwise the volume was bigger in the area 
of interest, and I wondered if at least those that are speaking here 
from an experienced background in banks and building and loans 
and savings and loans, could give us their views on the matter of 
withholding. 

Mr. Invereip. The matter of underreporting and nonreporting has 
been brought to ng — of the mutual savings banks by Mr. 
Fred C. Scribner, Jr., Under Secretary of the Treasury, through 
communications, ae and otherwise, and I know the savings 
banks have interested themselves in that problem. Just this past 
week I received in my mail a communication from the National As- 
sociation of Mutual Savings Banks in which they are urging the 
mutual savings banks to give serious thought to the problem. 

For example, the national association has prepared information 
slips to be distributed among the depositors in mutual savings banks 
in various ways, through the mail, through insertion in their pass- 
books, and inviting the depositors to send in their passbooks. 

The association is strongly urging each of the savings bank mem- 
bers to review its depositor relations policies and to mail these notices 
to as many depositors as can reasonably be reached. Placards are 
also being prepared to be posted in the bank to draw attention of the 
recipients of interest. and dividends to the fact that those interest 
and dividend payments are taxable, whether paid the recipient or 
merely credited to his account. The association is earnestly urging 
the wholehearted cooperation of the mutual savings banks to carry 
out this program that is being developed to bring to the public’s 
attention the necessity of reporting these amounts of interest and 
dividends received in their income tax returns and of paying taxes 
on them. 

The association has prepared its own income tax information slip 
which is much more extended than the slip that the Commissioner 
of Internal Revenue has prepared to be distributed to all taxpayers. 


This income tax information slip of the mutual savings banks calls 
attention to the fact that— 


the United States Treasury, in its effort to enforce equitably the income tax 
law of our country, has requested us to remind our depositors that interest and 
dividends produced from investments held by an individual must be reported 
in the individual’s income tax return. This reminder is being furnished as 4 
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service to our depositors and as an aid in preparing your Federal income tax 
return. Interest and dividends paid or credited to you on the following should 
be reported in your Federal income tax return: Bonds and stocks of corpora- 
tions, including mutual funds, savings accounts in savings and commercial 
hanks, postal savings accounts, share accounts of savings and loan associations, 
building and loan associations, and cooperative banks, accounts in credit un- 
ions, U.S. savings and other bonds. 

The above are the principal investments, the income from which is required 
to be reported in Federal income tax returns. 

For a complete list and further information, please refer to Treasury De- 
nt instructions. If your passbook does not show the amount of interest 
credi ted to your savings account for the last calendar year, the bank will be 
glad to furnish this information to you if you will mail or bring your passbook 
to the bank. 

This is the slip prepared by the National Association of Mutual 
Savings Banks which will be used in the various ways I have 
indicated. 

Mr. Byrnes. My question went one step further than that and 
that had to do with withholding. 

Mr. [ntererp. I feel, as I indicated in my paper, the cumbersome- 
ness of the proc edure and the enormous expense involved in applying 
it would make it advisable to avoid withholding if possible, or cer- 
tainly until a better set of statistics or foundation is established 
through further studies as to whether the loss of revenues through 
inderreporting or nonreporting is of sufficient magnitude to warrant 
or necessitate the great expense and cumbersomeness of the procedure 
that would be involved. 

Mr. Byrnes. Of course, statistically, I think the committee has 
been advised, with agreement on the part of the Treasury and various 
other sources, that there is a considerable amount. 

Mr. [itereLD. I understand that they are rough estimates. 

I think more precise information could be obtained in time as I 
suggested in my paper, if it were possible for the Treasury to elaborate 
m the instructions in the 1040 and 1040A forms, so that the amounts 
of interest received from the various types payers would be set out 
inthe forms. 

Mr. Byrnes. I would interject here that I think at least some evi- 
dence was presented to the committee that the gap on both interest 
and dividends, was $5 billion and that a bigger percentage of that was 
in the field of interest, three-fourths of it, as compared to the dividend. 

Mr. Flexner, could I have your views on this matter of with- 
holding ? 

Mr. Fiexner. Yes, Congressman Byrnes. 

First of all, there are several ways, I suppose, to improve the 
Situation. 

There is undoubtedly a lot of unpaid, but earned, income in this area 
and in my own opinion, I think something ought to be done to collect 
taxes on it, but I think it ought to be done in a way that does not pro- 
duce inequities again. For example, if all financial institutions are 
asked to write to their depositors that such a tax must be paid, then 
it would again produce inequities because a commercial bank does not 
write to its time depositors like a mutual institution to say, “We are 
declaring such and such a dividend once a year,” at which time it 


could, of course, put in a slip and say, “You must pay taxes on earned 
inter est. 
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As to the commercial banks, it would cost, I estimate, something 
around $20 million a year if they were writing to each time depositer 
asking them to report such income. 

I think it would, in fact, be far more efficient, since there are many 
sources of such dividend or interest income, and not just bank de- 
posits—there are stock dividends and other income. If the Treasury 
which collects the taxes, were to inform the public on its statements 
that it must pay taxes on these various earnings as in the case of 
salaries and wages, I think much could be accomplished. 

So far as withholding is concerned it would put the banks at great 
disadvantage and it would be, in my opinion, quite unnecessary be- 
cause the Treasury could accomplish the same thing much more 
cheaply by putting information on its income tax forms. 

Mr. Byrnes. Your impression is that this gap is because people do 
not know that it has to be reported rather than just the fact that 
people conveniently overlook it ? 

Mr. Frexner. No, I think that people are basically honest, but that 
is about all. I think many people believe that the matter is unin- 
portant. 

Mr. Byrnes. If that is the case, then, of course, the only way you can 
get at it is by withholding rather than by constantly telling them that 
what they are doing is not right. 

Mr. Fiexner. If they are putting their money in a savings bank 
or ina commercial bank, because they feel that they are earning certain 
income and they are not going to declare a tax, if you withheld it they 
would simply shift their deposit to a higher earnings asset, if that 
was their reason. 

I think basically in collecting income taxes, the Treasury should 
give out as much information as possible and hope for the best, and 
the best is, I think, pretty good; but at the moment the Treasury does 
not give out that information in respect to bank interest and dividends 
on savings and time deposits. 

Mr. Byrnes. This was not the subject for this morning, but I think, 
Mr. Chairman, since we had people from the industry who were ac- 
quainted with it, it is well to explore it. 

That is all. 

The Cnamman. It was very appropriate to bring it up in view of 
the statement that was released by Commissioner Latham on last 
Thursday in which he laid down the two- point program of trying to 
do something about this gap within the provisions of existing law. 

Mr. Keogh? 

Mr. Krocu. Mr. Chairman, the subject has been covered so well by 
my colleagues that I should hesitate to delay the committee unduly, 
but I do have one or two questions I would like to ask. 

I should like to pay my respects to Professor Lent and Professor 
Keith and the Gurleys, singling them out and not meaning thereby to 
imply anything w ith respect to the statement of the other three panel- 
ists, but I did appreciate the degree of objectivity that they brought 
to this subject, the point of view that is sometimes difficult for one to 
have and to hold, and I am particularly appreciative of Professor 
Lent’s rather lucid and, I daresay, terse historical presentation of the 
appropriate provisions of law. 

Discussion was brought out under the questioning of Mr. Byrnes 
that the reserve requirements of commercial banks are not fully set 
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forth nor explicitly set forth in section 166 and I ask you panelists if, 
as a matter of fact, it was not in 1947 that the Internal Revenue 
Service, apparently operating under the authority of the broad lan- 
guage of that section, laid down a definitive rule with respect to test- 
ing the reasonableness of the reserves in commercial banks, and the 
rule laid down was that those reserves for losses could not exceed 
three times the experience in losses over the preceding 20 consecutive 
year's, beginning with the current taxable year ¢ 

[ assume I made a correct statement. Otherwise I would appre- 
ciate your interrupting me. 

That was in 1947, and in 1953, apparently at the request of the com- 
mercial bankers of the country, that formula was modified, so that 
they could set up as their reserves against specific losses an amount 
equal to three times the losses incurred in any 20 consecutive years 
beginning with 1927 

It is perfectly apparent, Mr. Chairman, that when the commercial 
bankers sought that modification of the formula and went back to 
1927, they were doing that which Mr. Flexner today said he is 
against, and that was putting their reserve rights on a historical 
basis and far from becoming more ancient in history as we move away 
from 1927 and the thirties, so my question is: Since the enactment 
of the 1951 provision, which was the first affecting mutual institu- 
tions, 1 know of no demand that has been made by that type of insti- 
tution for a modification of the law affecting it, and I ask whether 
any of you know of any such demands / 

Mr. Fuexner. Are you referring to a request for a change in the 
reserve requirement. by the commercial banks ? 

Mr. Krocu. Not commercial banks, mutual thrift institutions. 

Mr. Frexner. Mutual thrift institutions? Well, of course, I do not 
know who requested it, but Congressman Curtis introduced a bill that 
would change the reserve requirements of mutual institutions. 

Congressman Harrison also introduced such a bill. 

Mr. Krocu. That would be changing the reserve requirements down 
to5 percent from the present 12 percent ‘ 

Mr. FLtexner. That is correct. 

Mr. Krocu. Is that not known as the ABA bill, Dr. Flexner? 

Mr. Fiexner. I do not know it as that; no, sir. 

Mr. Krocu. Do you know, as a matter of fact, whether the ABA 
in convention endorsed that bill ? 

Mr. Fiexner. No, sir. The ABA endorsed Congressman Mason’s 
bill, I believe. 

Mr. Krocu. Would you describe the Curtis bill and the Mason bill 
as similar bills? 

Mr, Fiexner. I think they have some similarities, but they are not 
similar bills. 

Yes, I think that their objectives are very similar. 

Well, Congressman Curtis, of course, introduced two bills. 

Mr. Krocu. Not going into all the differences, they are not too dis- 
similar with respect to the arbitrary limitation of the reserves that 
may be set up tax-free by mutual thrift institutions, are they? 

Mr. Fiexner. They both refer to a 5 percent, but Congressman 
Curtis’ 5 percent and Congressman Mason’s 5 percent are different 
) percents, so therefore they are dissimilar. 
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Mr. Keroen. I understand that. You, in response to one question, 
indicated that the changes in the economy over, I think you said, the 
last 20 or 30 years have brought about a situation that would modify 
the reserve requirements of mutual thrift institutions. Did you not 
say that? 

Mr. Frexner. I believe that, yes, sir. 

Mr. Krocu. Over that period of ve to 30 years, have those changes 
overtaken us in the last 4 or 5 years 

Mr. Friexner. Of course, it is «A so much when the change o- 
curred, but when we recognized that they occurred. It is hard to say 
when these changes began. ; 

Mr. Krocgu. I want to be as gracious about this as I possibly can 
you understand that. I am asking you specifically if those changes 
in the economy have taken place in the last 3 or 4 years? 

Mr. Frexner. In the last 3 or 4 years?) They have continued to 
take place in the last 3 or 4 years. 

Mr. Krocnu. Therefore, there has just been a development of the 
changes. Is that what brought you from your point somewhere in 
1956 of indicating that the Federal income tax laws pertaining to 
banking institutions are not only nondiscriminatory but also the 
administrative application of these laws did not create unfavorable 
conditions for commercial banks? 

Mr. Frexner. You are reading something, Congressman, that ] 
wrote, I think. 

Mr. Krocu. Yes, I am. 

Mr. Fiexner. I would say not so much change in the conditions of 
the general economy are behind that, but at that time I was, of 
course, a consultant to savings institutions and I, frankly, had little 
actual experience with commercial banks. Today I know a great 
deal more about commercial banks, which has altered my views. 

Mr. Krocn. Are you now saying that when you wrote this paper 
you did not know what you were writing about? 

Mr. Fiexner. No, sir. I knew what I was writing about, but I 
know more today. 

Mr. Kroeu. Mr. Chairman, I want to be as considerate as I can, 
but I do think that for those interested people who are not present 
here today it might be in order for the record to include, and I ask 
permission to do so, chapter IV of a pamphlet entitled “The Role of 
Savings and Loan Associations in the Banking Community of the 
State of New York,” a factual study prepared by Kurt F. Flexner, 
Ph.D., associate professor, banking and finance, New York University. 

The CuarrMan. Without objection, that will be included. 

(The document follows:) 






CHAPTER IV. 





AN ANALYSIS OF THE TAX LAWS PERTAINING 


INSTITUTIONS 


TO BANKING 


1. 





THE CURRENT FEDERAL TAX LAWS IN REGARD TO BANKING INSTITUTIONS 
A report of the New York State Bankers Association, submitted to the State’s 
joint legislative committee considering revisions in the banking code of this 
State, recommends that abolition of Federal tax “inequalities” applying to finan- 
cial institutions be made one of the prerequisites for extending to savings 
institutions the same branch rights as are now granted the commercial banks 
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It has even been suggested by one commercial banker’ that the State legis- 
lature enact an “equalization tax” to offset the “inequalities” of the Federal 
income tax laws. 

An analysis of the Federal tax laws as they apply to banks? indicates that 
savings associations generally paid modest Federal taxes only because their 
net income was very small. In contrast to this, the commercial banks paid 
comparatively higher Federal income taxes because their net income was con- 
siderably higher. ‘The tax laws define net taxable income as the residual which 
remains after all allowable deductions are made. Included in these deductions 
are reasonable additions to a bad debt reserve. In these respects, the law does 
not differ between commercial banks and savings institutions. 

The Federal income tax law applying to banks provides two alternative meth- 
ods for deducting bad debt losses: (1) the charge-off method based on “actual” 
losses, or (2) the reserve method, which permits the taxpayer to meet losses 
on an accrual basis. 

Commercial banks, savings banks, and savings associations may deduct 
directly from income losses resulting from bad debts. Where this is done there 
isno difference in the method by which tax liability is computed. Many institu- 
tions, however, do not wish to rely entirely upon current earnings to cover losses, 
because such earnings may be nonexistent at times when losses are incurred. 

ln the case of commercial banks, determination of what constitutes a reason- 
able deduction for a bad debt reserve is left to administrative regulation. In the 
case of savings banks and savings associations, the basis for a reasonable deduc- 
tion for a bad debt reserve is specified in the Federal income tax code. 

If the Commissioner of Internal Revenue, under the authority of the Secretary 
of the Treasury, were to decide that the formula allowed commercial banks for 
had debt deductions should be liberalized, there is nothing in the law to prevent 
him from doing so. 

The real issue, therefore, is not one of Federal tax discrimination between 

‘rcial banks and savings institutions, because the law does not prevent 

tical treatment. The only question is: Is the formula currently authorized 

for commercial banks and the limit imposed on savings institutions reasonable? 

If the commercial banks can convince the proper authorities that their present 

bad debt reserve deductions are not reasonable, a change in the regulations gov- 

erning such deductions will remedy their grievances. They need no change in 

the law. If the savings associations or savings banks consider the present limit 

on their bad debt reserve deductions “unreasonable,” they must actually get the 
aw changed in order to obtain relief. 

Under current regulations, a commercial bank is permitted to accumulate from 
retained earnings an amount equal to total loans outstanding multiplied by a 
loss ratio. This loss ratio may be based on one of two alternatives: either an 
average of its actual loss experienced during the 20 years preceding the tax 
year in question, or an average of its actual loss experience during the 20-year 
yweriod commencing with 1927. The amount added to the bad debt reserve 
neach taxable year may not exceed an amount which will bring the accumu- 
lated bad debt reserve to three times the average loss ratio multiplied by the total 
loans currently outstanding. 

A savings bank or savings and loan association may deduct from its income, 
for the purpose of building up a reasonable bad debt reserve, an amount which 
will keep its total bad debt reserves within 12 percent of its withdrawable 
accounts.® 

The only pertinent question, therefore, is whether the permissible deductions 
for bad debt reserves are actually reasonable. In the opinion of the writer, the 
different bases used for calculating reasonable bad debt reserves for commercial 
banks and savings institutions are not only justified but are also necessitated 
by the different patterns of losses experienced by the various types of banking 
institutions,* and by certain structural differences between commercial banks 
and mutual institutions. This is not to argue, however, that the current formula 
employed for commercial banks is necessarily reasonable. 

_ 


Arthur T. Roth, the Franklin National Bank. 

?The Federal tax law defines savings and loan associations as banks. 

*See, also. First National Bank of Chicago, “The Revenue Code of 1954 as It Affects 
Bank Federal Income Tax Returns”: and Irwin, W. T., “The Reserve Method for Bad 
Debts as Applied to Banks,” First National Bank of Philadelphia, 1948. 

*See Goldsmith, R. W., “A Study of Savings in the United States,” Princeton University 
Press, 1954: and Lintner, John, “Mutual Savings Banks in the Savings and Mortgage 
Market,” Harvard University Press, 1948. 
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2. SOME STATISTICS IN ANSWER TO THE CHARGES OF UNFAIR COMPETITION If con 
serves 
That commercial banks have been able to protect themselves against losses as sale as 
effectively as savings associations is shown in table XIII. to the be 
TABLE XIII.—Reserve ratio of commercial banks, savings associations, and Mr. ] 
savings banks in New York State I ask 
: ~ —————— the 19% 
State chartered | Savings asso- thrift 
commercial Savings banks ciations ‘ id 
banks (Dec. 31, 1956) | (Dec. 31, 1958 It di I 
(Sept. 30, 1956) of rese 
Tot ‘eiaiea ti... Ne $30, 69 $19 ol i ur 
al assets (A)... case i a ats . e 30, 695 9, 55 5 
Reserves, edna and undivided profits (B)-.. : $1, 946 $1, 674 | ~~ therea 
Ratio of Bto A Soc awe . =sid 6.3 | 8.5 6.4 compu 
Perigo ae — F indivi 
Source: New York State Banking Department. 
then r 
The ratio of all reserve and surplus accounts to total assets was almost the items, 
same for commercial banks and savings associations in the State of New York bilitie: 
at the dates indicated in table XIII. The special privileges allegedly enjoyed by retain 
savings institutions did not result in accumulation of greater reserves by the Ik 
savings and loan associations. serves 
Although only a portion of “Reserves, surpluses, and undivided profits” in the 12 
table XIII was accumulated on a tax deductible basis by commercial banks ° the Mr. 
entire amount, of course, is available as a bad-debt reserve at any given time, They 
and is comparable to the bad debt reserve of the savings institutions. There 
Many commercial banks in this State use the chargeoff method and a number 
of those who do avail themselves of the reserve method do not take full advan- Mr 
tage of the amount they are permitted to add to their bad-debt reserves under of so 
the tax deductible formula. They prefer to pay larger dividends instead, or to reaso’ 
add more to their undivided profits, in spite of the larger taxpayments involved. Mr 
The claim is made that if commercial banks did not pay higher taxes than 
mutual institutions, they would be much better able to meet the interest pay- whol 
ments on savings accounts paid by these mutual institutions. This is an Mr 
understatement. unde! 
Interest paid to savings depositors by State-chartered commercial banks lo- tion 
cated in New York City amounted to 0.17 percent of assets during the first half a 
of 1956. Taxes on net income amounted to 0.67 percent of assets. If these taxes thrif 
had not been collected, the commercial banks could have paid a savings interest set UW) 
rate nearly five times the rate they actually paid. This would have given them inter 
an unusual advantage over mutual savings institutions. More likely, however, M) 
the commercial banks would have increased their dividends to stockholders. “ 
For the first half of 1956, State-chartered commercial banks located in New that. 
York City paid an average annual dividend of 4.03 percent, plus claims on the W 
bank’s surplus accounts of 3.39 percent. Outside of New York City, the figures all. | 
ran 4.17 percent and 3.24 percent. If commercial banks had not paid Federal some 
income taxes, they could have increased earnings on each share from 7.42 per- ; 
cent to about 15 percent. This would have given a stockholder of a commercial loan 
bank the power to earn over four times the returns earned by shareholders in taxe 
State-chartered savings and loan associations, who received an average dividend M 
of 2.7 percent and whose shares earned an additional 0.8 percent in surpluses is at 
and undivided profits. rr 
In conclusion, it can be stated that the Federal income tax laws pertaining to or ir 
banking institutions are not only nondiscriminatory but also the administrative M 
application of these laws did not create unfavorable conditions for the commer- men 
cial banks. The dividends to stockholders of State-chartered commercial banks M 
are more than twice as high as the dividends paid to savers by savings associa- sa 
tions. The reserve of State-chartered commercial banks are already on a level trar 
with those of savings and loan associations, and their interest payments to sav- I 
ings accounts depositors are substantially the same as those of the savings wer 
institutions. mol 
inst 
’ The commercial banks do not separate the “bad-debt reserve” from the other reserve 
accounts in their reports to the banking department. gto 


* According to the New York State Banking Department. 
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If commercial bankers believe that their allowable deductions for bad debt 
reserves should be revised, their arguments must take a more specific form than 
their assertions that the present laws are “unfair, discriminatory, and contrary 
to the best interest of the public.” 

Mr. Keocu. Thank you very much. 

I ask this question generally. As a matter of fact, is it not so that 
the 1951 act, referring for the first time to the taxation of mutual 
thrift institutions, was probably not as explicit as it might be in that 
it did not particularize with respect to reserves, but fixed a percentage 
of reserves to deposit liability ? 

[ understand, Mr. Chairman, that on the effective date or shortly 
thereafter the Treasury Department laid down the rule that in the 
computation of the 12-percent ratio the then surplus and the then 
undivided profits of the affected institution would be added to their 
then reserves for losses and, on the basis of the addition of those three 
items, there would be a computation of the percentage to deposit lia- 
bilities, and that under the regulations of the Service thereafter any 
retained earnings of the mutual thrift institution not credited to re- 
serves for specific losses would be excluded from the computation of 
the 12 percent and full corporate 1 income tax be paid thereon ¢ 

Mr. Fiexner. Except, Mr. Congressman, that they did not do that. 
They wrote all their reserves into the nontaxable part. They did that. 
Therefore, this was no way of getting them to pay taxes. 

Mr. Krocu. That is right. Asa matter of fact, that is the genesis 
of so much talk as to whether the 12- percent ratio is reason: able or un- 
reasonable with respect to reserves for specific losses; is that not true? 

Mr. Fiexner. That is a factor, in my mind. I do not think it is the 
whole thing. 

Mr. Krocu. Is not the suggestion contained in the bills sponsored 
under the well-recognized support of the American Bankers Associa- 
tion, insofar as those bills impose arbitrary limitations on mutual 
thrift institutions with respect to the amount of reserves they may 
set up tax free and with respect to a limitation on the deductibility of 
interest paid, an erosion of the so-called conduit theory of taxation? 

Mr. Kerrn. I would say that, with respect to the interest deduction, 
that is true. 

With respect to the reserves, I would have to qualify that. After 
all, the conduit theory in effect assumes that income will be taxed 
somewhere, and insofar as what the savings banks and savings and 
loans associations put into their reserves is income, it would not be 
taxed under present law. 

Mr. Knocu. Can you cite for me any other precedent whereby there 
is attempted to have enacted into law an arbitrary limit on the amount 
of interest paid out ? 

Mr. Kerru. I cannot myself, Mr. Congressman. Maybe some other 
members of the panel can. 

Mr. Fiexner. I would say that the limits were not exactly arbi- 
trary, as I understand the bill. 

The real problem, of course, was, suppose that each institution 
were permitted to deduct all its actual interest payments and nothing 
more but its actual interest payments. For one thing, of course, those 
institutions that perhaps had a very conservative policy i in regard to 
growth perhaps because of their location would be paying the ‘Jar gest 
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tax, because their dividends would be relatively less than institution: 
who had greater growth and therefore paid larger dividends, 

This is one factor that entered into it. 

It would be ideal, as I see it, to deduct the total interest or dividend 
paid out, but the real problem lies in transferring potential net tax. 
able income to dividends in order to escape taxation as they do now as 
a result of the 12-percent formula. 

They are not going to get up to 12 percent because they do not have 
yes They never have to pay a tax. They can stay below that. 

I do not feel I need to go into greater detail than that, but. the real 
problem was how to deduct the interest payment and not give then 
an avenue for escaping taxation through raising the interest rate, and 
this became a real problem. 

Ideally you should just deduct the amount paid. The next besi 
thing is to have some kind of average which would not actually bea 
limitation on these payments. 

Mr. Keocu. I think Mr. Byrnes undertook to suggest to you tha 
we should not get too philosophical about our discussion today, nor 
theoretical. I simply ask the panel this question: Assuming that 
the effect of the 12-percent ratio in existing law motivates the pay- 
ment by the institutions affected of higher rates of interest, is that not 
in fact the primary objective sought by the conduit theory of taxation, 
and would it not follow, arguendo, that if we were to treat one con- 
duit differently, this committee should in equity and fairness under- 
take to impose limitations on the deductibility of interest paid by 
banks on time and savings deposits, and we should give wainiies ation 
to whether the present treatment afforded common trust funds, mu 
tual funds, intercorporate dividends, should not go along the same 
line with 1 respect: to possible modifications of the conduit theory / 

Mr. Intereip. Mr. Keogh, may I comment on that 


Mr. Keroen. Yes. 

Mr, Iutererp. The 12-percent provision has had the beneficial ef 
fect of causing greater income to be distributed to participants in 
mutual savings institutions, to whom under the conduit theory it is 
taxed. If you were to reduce that provision, let us say, to 5 percent, 
as has been proposed in some bills, you would have the conflicting 
situation where, under certain State laws and under the administra- 
tive reqr eee of supervisory authorities, considerably higher re- 
serves would have to be provided for than the 5 percent. 

We are all seeking adequate reserves for mutual savings ins . itu- 
tions. A tax bill would say 5 percent is adequate as a reserve. State 
laws would call for something considerably higher. What a 
happen is that the requirements of State law would be making out 
of whole cloth an income at the corporate level which is not income 
but a reserve for losses on debts, to be taxed as income at the corpo- 
rate level. The effect of that, sir, would be regressive as far as the 
generating of income for and levying of taxes on the participants is 
concerned. The tax on earnings ret tained for additions to reserves 
would have to be paid by the mutus il savings institutions out of its 
total income, which would result in a reduction of the dividend to 
be distributed to its depositors. 

Mr. Krocu. And you have addressed yourself in your full paper to 
the regressivity of such a provision; have you not? 
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Mr. lutereip. I can see in this conduit theory and in the present 
method of taxation at the level of the participant a progression of the 
tax base. 

[ can see a levying of tax on what would be necessary reserves 
wainst losses for a mutual savings institution as repressive in its 
ellect on the entity itself, and in turn regressive in its effect on income 
tax collection tax generation, 

Mr. Keogu. I am mindful of the time of the committee and the 
schedule of this afternoon. I hope that we can get down to rela- 
ively short answers. 

Mr. Fitexner. I will make mine very short. 

Mr. Keocu. I will try to make relatively short. questions, too. 

Mr. Fiexner. I would like to express a view and ask the committee, 
with your permission, whether they share _— view or not, or you 
might ask the committee if you care to. I do not believe that the 
payment of larger interest rates competitively, whether inspired by 
tax laws or something else, increase the total volume of savings. It 
simply reallocates it in favor of those institutions which seek privilege. 

Ido not think Mr. Ihlefeld’s statement correct that taxation would, 

fact, reduce the total volume of savings. I believe it would simply 
reallocate it in accordance with market principles. 

Mr, Kron. As a matter of fact, getting into that area of competi- 
tion, is it not a fact that with the exception of the customers’ services 

dered that are of no moment, the only area of competition between 

e commercial banks and the mutual thrift institutions is for the 
savings dollar of the country ? 

Mr. Fiexner. That is one major factor. 

Mr. Keocu. That is the main area of competition; is it not? 

Mr. Ftexner. Yes. 

Mr. Krocu. I assume, Dr. Flexner, that you have become more fa- 
miliar with the history of commercial banks today than you were 
vith the thrift institutions 3 or 4 years ago. 

When did the commercial banks of the country seek and obtain the 
authority of the Federal Reserve to increase their interest payments 
on time and savings deposits from 214 to 3 percent ? 

Mr. FLexner. 1957 

Mr. Krocu. And was that not in fact breaking the historic differ- 
ence between the existing rates of interest. paid by the mutual savings 
banks and the commercial banks of the country ? 

Mr. Fiexner. Of course, when you speak about mutual institutions. 
ere is no single rate that they pay. 
Mr. Krocu. I understand. 
Congress has a way of coming up with a general overall rate. I 
will talk specifically about the State of New York with which I 
suspect you are somewhat familiar. 
the Mr. Furxner. Oh, yes. 
se Mr. Krocu. Has it not been historic in the State of New York up 
veg f (0 1957 that there was at least one-half of 1 percent differential be- 
‘ts g ‘ween the rate of interest paid by the mutual savings bank and the 
to ommercial banks on time and sav ings deposits ? 
Mr. Fiexner. That is correct. 
th Mr. Kroau. What hi: appened after 1957 when the commercial banks 
sought and obtained authority to meet the current interest payments 
of mutual savings banks? 
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Mr. Fiexner. A great many things happened. 

Among them, the commercial banks have now, and I would say 
since the war, but especially in the last few years 

Mr. Keocu. And especi: ally since 1957—— 

Mr. Firexner. Especially in the last 3 or 4 years have become jp. 
creasingly interested and de pendent upon time deposits, which, by the 
way has contributed to a change in my outlook. The commercial 
banks 10 years ago were not, as I saw it, in great competition with 
thrift institutions. Since then I have observed that thousands of 
commercial banks are in fact competing very greatly with thrift in- 
stitutions, that they are in fact depending upon time deposits for 
their growth and development. IT have seen that in the last few years, 
and this has altered my whole outlook on what is fair competition. 

Mr. Kroeu. In your appraisal of the outlook of what is fair compe- 
tition have you given any thought with respect to needed or desirable 
changes in the reserve requirements imposed on their time and savings 
accounts ? 

Mr. Fiexner. Have I given any thought to it ? 

Mr. Krocn. Yes. 

Mr. Friexner. Of course, I have, yes. 

Mr. Keocu. I shall not delay the committee by eliciting from you 
those thoughts. 

You have closed your paper, Dr. Flexner, by a rather inter esting 
appeal that, “Congress had intended to tax these institutions,” mean- 
ing the mutual thrift institutions, “with the enactment of a law in 

1951 but loopholes in that law produced no taxes. These loopholes 
should now be closed.” 

srcaee did you first come to a conclusion that the provisions of the 

951 Revenue Act. with respect to mutual institutions were loopholes! 

Mr. Firxner. The tax laws themselves. 

Mr. Krocx. I asked you when you first came to the realization that 
the 1951 provision affecting mutual institutions was a loophole? 

Mr. Fiexner. When I gave the whole matter very serious thought. 

Mr. Krocu. When was that? 

Mr. Fiexner. Probably in the last couple of years. 

Mr. Kerocu. I notice in the agenda you are with the American 
Bankers Association. 

Mr. Fiexner. Yes. 

Mr. Kerocu. Is there any relationship between the date of your 
association with it and your changed opinion with respect to the 1951 
act? 

Mr. Fiexner. A very definite relationship. 

Mr. Krocu. You became more informed ? 

Mr. Firexner. I was going to say a very definite relationship, my 
association with the American Bankers Association has actually put 
me in close contact with thousands of little commercial banks that are 
really striving for their existence in view of this tremendous increased 
competition which has developed. I never 

Mr. Kroeu. I noticed in your paper that—— 

Mr. Byrnes. Mr. Chairman, let the gentleman finish his answer. 

Mr. Krocu. I am asking the questions and when I have what I con- 
sider to be a sufficient answer to it I will move on, if I may. 

Mr. Byrnes. I am asking that the gentleman let the person finish 
his answer. 
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Mr. Krocu. I am mindful of the passage of time. 

The CHamRMAN. Let me suggest that the panelists be as brief in 
their responses as they can be, but let the members of this committee 
be as generous as they can be in permitting the members of the panel 
to state their brief observations in response to questions. 

Mr. Fiexner. I would like to answer that, Mr. Congressman. It 
means a great deal to me personally, since you brought that up. 

Mr. Kroon. I dislike doing it, but I think it perfectly obvious — 

Mr. Fiexner. I think you are quite right in bringing it up. It 
gives me an opportunity to clarify it. 

Actually many economists, at least those I am familiar with, have 
a great deal of understanding of commercial banks and rel: itively less 
of savings institutions. I specialized much more in savings institu- 
tions until the last few years, but the feeling of many economists is 
that the commercial banks are the big man’s bank, and savings insti- 
tutions are the little man’s bank. 

In the last year certainly I have seen with my own eyes the actual 
structure of commercial banking, and the vast, vast majority of com- 
mercial banks are little banks, very little enti much smaller than 
savings banks. They compete with savings institutions and fre- 
quently very ineffectively, because of restrictions and other disadvan- 
aes vis-a-vis the mutual institutions that do have advantages over 
them. I believe that the commercial banks in this country are so tre- 
mendously important to the growth of this Nation that this unfair 
competition which has become revealed to me—I say this with all 
sincerity—should be done away with lest we be sorry about it in the 
next decade or so, when a lot of commercial banks which cannot 
compete against odds will fail. 

This is what I have seen, and I have only seen it in the last year and 
only because I have had an opportunity through my connection with 
the American Bankers Association. 

I am just as objective today as I always was. 

Mr. Kerocu. I think objectivity i is something that the other fellow 
should appraise rather than one’s own self. 

However, do you think that the commercial banks have become so 
important to this country that they should not only seek to add to the 
burdens of those competing with them in one area of their activity, 
but at the same time they, the commercial banks, should also relieve 
themselves of a part of their present tax liability? Do you? 

Mr. Fiexner. Speaking as an individual, Mr. Congressman, I be- 
lieve many attempts will be made, many of them good and many of 
them bad, until the law is changed. 

Mr. Kroeu. I am addressing myself not to attempts that will be 
made; I am asking you for your opinion as to the reasonableness of 
the attempt w hich has been translated into pending legislation that 
would have the effect I pointed out. 

Tam asking you if that is fair. 

Mr, Fiexner. Speaking as an individual, I believe that ultimately 
some revisions may be possible which will improve it. 

Mr. Krocu. With respect to what ? 

Mr. Fiexner. With respect to everything. 

Mr. Kroau. To everything? 

Mr. Fiexner. Yes. 
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Mr. Keon. I think in that area we probably are all in agreement, 

I noticed, Mr. Chairman, that Professor Lent in his paper rather 
dismissed as unimportant any attempt on the part of mutual thrift 
institutions to increase their earnings by lowering their operating ex- 
penses whereas I was impressed in Dr. Flexner’s paper that he laid 
great emphasis on the potential in the area of the reduction of such 
operating expenses, and I ask this question to you both. Have you 
two tried to reconcile those views ? 

Mr. Fiexner. Would you like to answer first ? 

Mr. Lenr. I regret I am not acquainted with Dr. Flexner’s views 
on this. 

Mr. Kroeu. If I do not state it correctly, you do it. 

He makes No. 1 in three areas where the mutual thrift institutions 
would increase their earnings, by the reduction of operating expenses, 
I assume, Doctor, that this is an area that you have become recently 
familiar with. 

Mr. Fiexner. No, this is an area with which I have been familiar 
for many years. I have made some cost studies for the mutual in- 
stitutions in the State of New York, for example, in which I sepa- 
rated institutions according to their size. I have found that there is 
as much as a 60-percent difference in operating costs between one sav- 
ings institution and another of the same or fairly similiar size, and I 
have come to the conclusion that these differences are due to certain 
policies in operations, and I believe these can be corrected through 
competition. 

Mr. Kroeu. I am not seeking to elicit from you the basis upon which 
your position is taken. I simply pointed out that these two panelists 
have taken opposite views with respect to an item. 

Mr. Fiexner. I said costs of savings cannot be reduced ? 

Mr. Keroeu. I think that Dr. Lent is here and he can talk for him- 
self, but I got the impression from reading your paper, Professor 
Lent, that you did not think that that area presented much oppor- 
tunity for the mutual thrift institutions to enhance their earnings. 

Mr. Lent. Mr. Keogh, I simply analyzed the ability on the part 
of the mutual savings banks and the savings and loan associations 
to pay a higher rate of interest, and in that connection pointed out 
that the mutual savings banks do have, based on their 1957 ex- 
perience, the lowest expense ratio of any class of institution. 

In 1957, their expenses averaged 0.72 percent of average deposits 
against 144 percent for savings and loan associations and approxi- 
mately 2 percent in the case of commercial banks. 

I would consider that a very favorable experience. I would not be 
in a position to know whether that experience could be improved. 

Mr. Krocu. Even if it were improved to perfection, it would still 
not leave much of an area for increased earnings on the part of mutual 
thrift institutions, would it? 

Mr. Lent. With that I would agree, yes, sir. 

Mr. Kerocu. Mr. Chairman, I do appreciate this opportunity to 
bring out a few items in the record. 


I hope that some time in the future when we are not pressed for 


time as we are today, I might do further and perhaps more justice 
to the subject. 

I would, however, like to ask the, shall I say, the more objective 
panelists, whether they have any opinion as to the soundness of the 
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principle that motivates the legislative suggestion on the part of one 
seoment of an industry to change existing law affecting another part 
of the industry and whether a tax law is the proper vehicle for 
accomplishing such an objective. , 

The Carman. To whom are you addressing your question, Mr. 
Keogh ? 

Mr. Keoeu. Maybe to me, if nobody else answers it. 

The CuHamrMANn. Do you want to call on one of the members of the 
panel to answer it ? . 

Mr. Kroanu. I was reasoning that Professor Lent or Professor Keith 
or the Gurleys might have some opinion to express as to the sound- 
ness of a principle that would seek to do by a change in the tax law 
what would admittedly be effective by the proposal sponsored, 
or if not sponsored at least approved, by the American Bankers 
Association affecting mutual thrift institutions on the one hand and 
commercial banks on the other. 

Mr. Lent. As I stated in my views, I feel that to the extent exist- 
ing law does favor mutual thrift institutions unduly, the law should 
be corrected to redress that situation. I do not subscribe wholly to the 
type of legislation that has been introduced to correct it. 

I also pointed out that this is an exceedingly difficult question to 
resolve. ‘There is nosimple formula. 

I suggest certain lines of approach that could be adopted, such as 
the use of assets rather than deposits as the basis for reserve ratio. 
I think that the committee euld, and undoubtedly does, fully realize 


that if the ratio for the savings and loan and the mutual savings 
bank is reduced this will reduce the rate of interest that is payable to 


the depositors of these institutions. But at the same time I do feel 
that the 12-percent ratio is excessive and that the depositors of a 
mutual savings bank should not be permitted to accumulate tax-free 
reserves that are for their own protection. How much it should be 
reduced below 12 percent I cannot say. 

Mr. Krocu. My observation to that is, do you know any area where 
“reasonable and adequate reserves” are not permitted to be set up 
tax-free? 

Mr. Lent. No. 

Mr. Krocu. Then that immediately causes me to ponder the query 
as to why should the mutual thrift institutions of the country be ac- 
corded any different treatment from others in that respect? 

Mr. Lent. I think this gets us back to the basic distinction be- 
tween bad debt. reserves, so-called, and the capital requirements. 

Mr. Krocu. Let me interrupt you there and ask you if you do not 
agree that the emphasis on the bad debt reserves in the mutual thrift 
institution is the direct result of the rather narrow application of 
the 1951 act for, if the Service had, after January 1, 1952, permitted 
the mutual institutions to credit their retained earnings to surplus and 
undivided profits, you would have no such emphasis on reserves for 
specific losses; is that not correct? 

‘cs assume you agree with that. I do not mean to be presumptuous 
ere, 

Mr. Lent. I think that I would agree with that, yes. 

You will recall that the initial legislation that was passed by the 
House put the savings and loans and the mutual savings banks in the 





996 INCOME TAX REVISION 


same position with commercial banks so far as a provision of adequate 
bad debt allowances are concerned. 

Mr. Kroeu. In 1951? 

Mr. Lent. Yes. 

Mr. Kroen. I think the history of that proves that the House took 
no action with respect to taxation of mutual thrift institutions. That 
is a provision that found itself in the other body, and originally, as 
I understand it, the provision was inserted different from what came 
out of conference. Ido not mean to be too technical, but 1951 was my 
first year on this committee and I would hate to think that something 
like that was in the revenue act and I did not know about it. 

Mr. Lent. My point was that the original provision that was origi- 
nated in the Ways and Means Committee and which was sponsored by 
the Treasury Department at the time did provide for bad debt alloy. 
ances on the same basis as those provided by the commercial banks, 
But apparently the law, in approving the 12 percent, went far beyond 
what would have been provided on the basis of the experience of the 
mutual savings banks and savings and loan associations themselves. 
Of course, this 12 percent was arbitrary. I felt at the time that it 
was excessive, that in fact, it went beyond the requirements of any 
State. 

Mr. Kroeu. I am not sure of that. 

Mr. Lent. With one possible exception. Generally, the provision 
of the States was for 5 percent. A few States required as high as 10 
percent. 

I still feel that the 12 percent and probably 10 percent is excessive. 
But, as I previously indicated, I am not prepared to say at what point 
it should be set. 

Mr. Krocu. Let me ask you this question. Do you think that a 
segement of the financial economy of this country that itself enjoys 
an allowance of 20-year loss experience over a selected period of 20 
years now with 33 years passed should 8 years after the first enact- 
ment of a provision affecting another ségment of that economy come 
in and seek to change the latter ? 

Mr. Lenr. I am not in a position to evaluate that. 

Mr. Kroen. I do not mean to direct that to you specifically. 

Mr. Lenr. I do feel that the present commercial bank allowances, 
as I pointed out in my statement, are arbitrary and unrealistic. 

Mr. Krocu. That is a matter of opinion, you will admit. 

You will also admit that Congress, in 1951, was going into an 
area it had not theretofore gone into? 

You are very kind, Mr. Chairman. I will conclude now without 
an answer to that last question. 

The Cuatrman. Mr. Alger? 

Mr. Arcer. Very briefly, Mr. Chairman. I know so little about 
this. I am listening carefully and trying to learn. 

I want. to ask this, trying to supplement what has previously 
been said. 

Mr. Byrnes was speaking of assets. Should the different investment 
restrictions of either of these types of institutions be the basis for a 
difference in tax? 

Mr. Invereip. The difference in types of investments, which is only 
one feature of the difference between the two types of institutions, 
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commercial banks and mutual savings institutions, should be recog- 
nized in the development of a fair and equitable tax. ‘There is a 
further difference between the two types of institutions, recognized 
by the National Association of Supervisors of State Banks. That, 
tome, has particular significance in view of the fact that these mutual 
savings banks are exclusively State-chartered institutions, where the 
responsibility for their future safety is a matter of concern of the 
supervisors Of State banks. These supervisors are very firm in their 
belief that the general principles of taxation require a fundamental 
differentiation between commercial banks and mutual savings insti- 
tutions. 

I share that view; and the difference in their investments is but 
part of my reason. 

Mr. Fiexner. I would like to answer that somewhat differently. 
The two types of institutions have an asset structure that differs. 
They are, however, very much in competition with one another. 
Therefore, I think the difference in assets should not be recognized 
through the tax law which would give one kind of institution an 
advantage over the other. In order to protect the depositors, how- 
ever, Who are the ultimate people we want to protect, there have to 
be differences in respect. to liquidity, for example. 

I think a commercial bank must of necessity be more liquid than 
asavings and loan association. In fact, when I was a consultant for 
the savings and loan associations, 1 thought that their liquidity was 
less important than many other people have thought. I still think 
that. 

I think the liquidity of commercial banks is very important and 
that they must remain fairly liquid. 

The difference in asset structure, that is, that some assets are near 
money and can be converted rather rapidly into cash, must be con- 
sidered in some way, and it should be considered, of course, in the 
liquidity formula. If you put that into the tax structure, then you 
interfere with competition. The ability to pay depositors does not 
depend on the taxes that are paid, but rather on the degree of 
liquidity. 

Mr, Auger. You are still relating this to the restrictions on the type 
of investment of the respective types of institutions? 

Mr. Fiexner. Yes, sir. The fact is that savings institutions are 
fairly heavy in real estate and engage in rea] estate lending, whereas 
actually the commercial banks have nearly one-half of their assets in 
legal reserves, in other cash, and in short-term or long-term Govern- 
ment securities, and that most of the rest of it is in commercial or real 
estate or consumer loans and other types of securities, so that there is 
this basic structural difference, but that should be reflected in the 
liquidity of these associations. In other words, a difference in the 
tax law merely emphasizes the problem of competition. 

In the United States we do believe that competition is the thing 
that makes this country basically efficient. Competition makes it 
basically grow, and we do not want to interfere with that. The dis- 
(riminatory tax law would. Proper liquidity requirements would 
hot, 

This is my answer. 

Mr. Kerrn. Mr. Congressman, I beg to differ a little bit here be- 
cause it seems to me that if we are really using these reserves to offset 








998 INCOME TAX REVISION 






losses, then we have to take account of the kind of assets you have jy 
the portfolio. Otherwise al] we are doing is equalizing taxes for the 
sake of equalizing taxes, and this is one difference I have had with 
Dr. Flexner’s paper. He uses a lot of terms, but none of them is 
defined, so I do not know what he means by tax equality, or what he 
means by loopholes. All of these things are very vague. 

Apparently the only thing he really wants is that these two insti- 
tutions should pay the same taxes. 

This follows here, but it seems to me if you are really setting up 
reserves you have to do it on the basis of what the risks are, and what 
the risks of a loss are, not in terms of somehow or other resulting in 
equal tax effects and taking care of the risk in some other way. 

Mr. Fiexner. I quite agree with you. I am sorry that I made my 
paper short, but I know how busy the Congress is and T could not 
answer everything, but, of ¢ ourse, the loopholes I referred to are that 
the present tax law has in fact enabled the savings institutions to 
escape the payment of a tax through policies of competition. 

Mr. Kerr. How much? You do not say in what particular pro- 
vision it is. 

Mr. Frexner. No. 

Mr. Kerr. All of it in income? 

Mr, Fiexner. The savings institutions did not pay any taxes at all 
or hardly any. 

Mr. Keirn. I know, but you have not indicated how much more 
you thought they should have paid. 

Mr. Fiexner. I think they should pay a corporate income tax be- 
cause, in fact, when they senlipates with corporations it is very difficult 
for me to see that they can be treated as anything but corporations, 
unless the Congress of the United States wants to enhance the prin- 
ciple of mutuality, which, in my opinion, is no longer justified. 

Mr. Kerrn. What this committee is trying to get at is what concept 
of income you are going to tax them on. 

Mr. Frexner. That part of income basically which is not the result 
of borrowed money, but the income which is earned from retained 
earnings. Whereas it would be fine to deduct the interest payment in 
full, I have found no solution which would let you deduct the entire 
interest payment without some other safeguards that would actually 
lead to fairness. 

I wish there were a solution because I think it would be better than 
what has been accomplished. 

Mr. Arcer. Obviously this could continue, but we have a later 
hearing. 

Mr. Chairman, my reason for raising this question, and I think we 
are covering some of the same round, was that I was trying to ap- 
proach it from a different standpoint than the gentleman from New 
York and the gentleman from Wisconsin as to the investment re- 
strictions themselves and what, if any, effect this should have on our 

tax policy. Iam sure that before we go further to get into any change 
of law, this will be discussed again and I did want the question on the 
record, and I leave it there. 

I did have one other question, if I may, please, relative to what the 
gentleman from Wisconsin was speaking of. I was left very uneasy 
by the way we left the earlier conversation about who owns the un- 
distributed money in the mutual company. 
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I - not taking sides. Maybe this is the same thing in the banking 
field, but, Mr. Ihlefeld, when you left that, we seemed to skirt all 
around it. You did your best ‘and I see it is difficult to answer. I 
can already see it is kind of an uncertain position. 

I know I, for one, feel that it should be tied down just a little bit 
more as to who does own that money. Somebody owns it. It has 
to belong to somebody surely. 

Is it impossible to answer ? 

Mr. Interecp. The funds that we are talking about are in the 
lirst place reserves for losses. They are reserves for losses established 
as nearly as it is humanly possible to anticipate actual losses which 
might occur. They are not an equity. Iemphaizethat. I distinguish 
between them and the capital account of commercial banks. 

Mr. Avcer. Is this the 12 percent you are speaking about now? 

Mr. luterevp. It is the surplus, undivided profits, and reserves to 
which the 12 percent provision is addressed. It may be more or less 
than 12 percent in the case of the individual bank. 

Mr. Auerr. I am thinking of the figures that Mr. Gurley gave that 
Mr. Mason brought out on page 1809 about the loss being one-tenth 
of | percent. Is that the part of the 12 percent you are talking about 
now, or are you talking about the entire 12 percent ? 

Mr. Intereip. I am talking about the entire 12 percent, which in- 
cludes reserve accumulations anterior to taxation and to some extent 
includes additions made to those reserves out of income after taxes. 

Mr. Averr. The bad debt is just a small fraction ? 

Mr. Interevp. It is about $777 million out of $3 billion in the case 
of mutual savings banks. 

Mr. Arerr. Is that figure wrong, then, that the Gurleys gave, or 
are we talking about different figures? This one-tenth of 1 percent 
has been the loss experienced by mutual institutions as well as com- 
mercial banks ? 

Mr. Intereip. I guess we are talking about two different things; 
that is an experience rating of past losses. 

I am talking about the actual dollars added to surplus, undivided 
profits, and reserves since December 1951. 

Mr. Arerr. Now, back to the answer to the original question. Who 
owns reserves ¢ 

Mr. Intereitp. There is no ownership established for them. 
Nothing can be done with the reserves except to absorb losses or to 
distribute them at the time of liquidation and dissolution of the 
institution. 

No distribution can be made out of those reserves equivalent to a 
distribution made by a corporation through the payment of dividends 
to stockholders out of income after taxes. 

Mr. Aveer. If you want no ownership to stand, that is all right with 
me. I do not know. 

Mr. Krocu. Would you yield? 

Mr. Acer. Yes. 

Mr. Interetp. I would just like to add one more point of explana- 
tion as to where the income goes that is derived from the investment 
of this surplus and reserves fund as to which there is no recorded or 
registered ownership. 
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Those funds are invested just as the depreciation reserves of any & the lim 
corporation are invested. The income they provide goes into th — fundso 
whole total of income that is generated in the mutual savings instity. Mr. ] 
tion and it is distributed ratably and currently to the depositors oy sidered. 
shareholders. corpora 

The income from the reserves is not something separate and apart The 
from the income derived from the investment of deposited funds, It § Byrnes 
goes into the total generated income and income distributed. impress 

Mr. Kroeu. As a matter of fact, if the current earnings of a mutual & pose, 2 
institution are not sufficient to pay the current rate of interest, those J some r! 
reserves are available, are they not, with the approval of the regula. § a1 ent! 
tory body, for the payment of the interest ; there © 

Mr. Intereip. That is quite correct. helpful 

Mr. Kerocu. In the meantime, while they are just in the reserves, § the ent 
they are in fact held and owned by the entity, which is the institution! Mr. ] 
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Mr. Interevp. That is quite right and, as you have pointed out, 
the only reserves that can be used for the payment of interest, if 
some addition needs to be made up, are the reserves accumulated an- 































terior to taxation in 1951 and reserves arising from retained income on The 
which a tax has been paid. too. I 
You cannot use $1 of the bad-debt reserve to help pay any additional § some ¢ 
amount of interest. explor 
Mr. Krocu. As a practical matter, before these reserves for specific J i the 
losses can be utilized for the purposes we have just discused, they must § earnin 
first be taken out of reserve and put into the surplus or undivided We 
profits account and they go into that net after paying full corporate that w 
taxes, whether the total of the three items is 12 percent, or 8 percent, Mr. 
or 4 percent of the deposit liabilities, and I think you should know Con; 
and the record should note that it is my understanding that with re § and th 
spect to most of these mutual thrift institutions, the State regulatory § Mr. 
bodies impose a maximum of the percentage that may be accumulated § was m 
in these, and beyond that those institutions cannot go. I w: 
Mr. Acer. Mr. Chairman, I will leave it at that. readin 
I was trying to compare it in my own mind without saying so. = 
Are the corporate profits before they are distributed in the owner- Mr. 
ship of the corporation even though Uncle Sam gets a certain percent- § reachi 
age? of the 
I thought you were going to say, and maybe you did, that the J object 
entity own these, subject to all other conditions, until they are Ta 
distributed. wante 
I did not get an answer to that ownership. The 
Mr. Chairman, I just leave it there. panel 
The Cuarrman. Maybe I misunderstood, but I thought that Mr. § other 
Keogh and Mr. Ihlefeld did agree that the answer within the limita- § ‘lusio 
tions that you place around your question would be that the funds § to all 
are actually owned by the entity which holds the money. reflect 
Did you and Mr. Keogh not so agree? else h 
Mr. Inuereip. Yes, but there is no possibility of reflecting owner- § We 
ship to an individual as there is in the case of a corporation which § think 
issues stock. as far 
The CuarrMan. In the case of the individual in this instance, be- Wi 
cause there has been no dissolution, but so long as they are held within § the h 
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the limitations applicable they are generally considered to be the 
funds of the entity, are they not ? 

Mr. InLereLp. Yes, sir, just as a reserve for depreciation is so con- 
sidered. The ownership of reserves for depreciation resides in a 
corporat ion. ; ' 

The CuHamrMan. I was interested in your earlier answer to Mr. 
Byrnes, because I thought maybe you had created at least an erroneous 
impression. We do not have moneys around like this, I do not sup- 
pose, in Our economy in these amounts that somebody does not have 
some right to or somebody does not have some ownership of. It may be 
an entity, it may be a person, it may be something else, but certainly 
there must be an admission, I think, and Mr. Keogh has been very 
ee in that respect, that there is ownership of ‘these reserves by 

the entity itself. 

Mr. Kroon. We have an increasing amount of money contributed by 
employers into qualified pension plans for employees who sever their 
connection without becoming vested of any rights and without being 
eligible for any benefits. 

The CuatrMan. Certainly. We have that situation in other areas, 
too. I had hoped this morning that I would get to ask Mr. Croteau 
sme questions about this matter of credit unions and I wanted to 
explore with Mr. Keith a little bit this suggestion of his for taxing 
in the hands of savings institutions cert: ainly the proceeds of their 
earnings, but time has ‘slipped by and I am not going to get to do so. 

We have evidently put together two panels today of such interest 
that we should have had some division of them between days. 

Mr. Crorrav. Mr. Chairman, I would like to say a word. 

Congressman Keogh sort of made a division between the objective 
and the nonobjective, and I seem to be included among the latter. 

Mr. Krocu. No. I meant for the panel to divide in whatever way 
was most satisfactory for it. 

I was only expressing the opinion that I got the impression from 
reading the papers submitted that there were varying degrees of 
B gtn 

[r. Croreau. I do not see anything inconsistent with objectivity in 
reaching a conclusion and my cone lusion was that the tax exemption 
of the credit unions should be continued and I contend that is an 
objective conclusion. 

I am not representing anyone but myself in that opinion. I just 
wanted that for the record. 

The Cuarrman. We wanted the conclusions of all members of the 
panel in this instance as we have been trying to get conclusions of 
other members of the panels and whether we agreed with those con- 
clusions or not, and we have tried as diligently as we could with respect 
to all panels to have differing viewpoints and different conclusions 
reflected in the discussion of the panel. We have not done anything 
else here today. 

We do have different views with respect to this matter and that, I 
think, was to be anticipated. Certainly it was to be desired, at least 
as far as T am concerned. 

Without going into these other matters, because of the lateness of 
the hour and the fact that we have this second meeting today at 2 
0clock, I will thank the members of the panel again for your very fine 
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papers. Certainly my own thinking has been stimulated and my 
knowledge of this subject has been greatly broadened by reading your 
papers and the discussion that has taken place. 

I thank each of you again for being with us and for your very fine 
summations and responses that you made to the questions. 

Without objection, the committee will adjourn until 2 p.m. 

(Whereupon, at 1:20 p.m., the committee adjourned to reconvene 
at 2 p.m., this same day.) 


AFTERNOON SESSION 


The Cuairman. The committee will please be in order. 

This afternoon, continuing the broader subject of special problems 
in corporate taxation, we look specifically at the question of coopera- 
tives; and we have as panelists today Mr. Fred W. Peel, attorney, of 
Washington, D.C.; Mr. William C. Warren, dean of the Law School 
of Columbia University; Mr. Leo J. Raskind, professor of law at 
Vanderbilt University; Mr. Samuel J. Lanahan, attorney, of Wash- 
ington, D.C.; and Mr. Roswell Magill, attorney, of New York City; 
Mr. Wilfrid E. Rumble, attorney, of St. Paul, Minn.; and Mr. Charles 
K. Nieman, attorney, Minneapolis, Minn. 

Gentlemen, we appreciate the fact that you have taken time from 
your busy schedules to prepare for us the papers which are now a part 
of the compendium and you have also been able to come to the com. 
mittee today for purposes of summarizing the highlights of your 
papers in the compendium, and also to help us with answers to any 
questions that members of the committee may have. 


We will recognize the members of the panel, beginning with Mr 
Peel. 

Mr. Peel, we appreciate so much your being with us today, and you 
are recognized. 


STATEMENT OF FRED W. PEEL, ATTORNEY, WASHINGTON, D.C. 


Mr. Prev. Thank you. 

Mr. Chairman, members of the committee, as a prelude to discussion 
of the taxation of cooperatives, it is submitted that the entire range of 
reasonable possibilities for the taxation of cooperatives is within the 
scope of the Federal Constitution. The committee can concentrate on 
the search for fair tax treatment of cooperatives and their patrons, 
reasonably secure in the knowledge that the Constitution will present 
no barrier to whichever solution is determined to be fair. 

The present situation with respect to farm cooperatives is patently 
not fair because the income may be excused from tax indefinitely—even 
when earned by cooperatives not eligible for exemption. This is possi- 
ble because income is deducted or excluded by the cooperative when 
credited to the patron’s account as a patronage refund, but it is not 
taxable to the patron if his rights to the patronage refund have no fair 
market value. Surely there can be no disagreement with the propost- 
tion that income earned by farm cooperatives or their member-patrons 
should be taxed at least once, and taxed as promptly as income earned 
by anyone else. 

On the other hand, if cooperatives are not permitted to deduct or 
exclude amounts actually paid to members and other patrons as price 
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rebates or adjustments, the Federal income tax will place the coopera- 
tivesat an unfair competitive disadvantage. Such a tax would amount 
toa tax penalty on the payment of price rebates to patrons, striking 
it the basie reason for the existence of cooper: atives. Other t: axpayers 
we not. taxed on presumed income which they might have had 1f they 
had charged more for their products or paid less for their inventories ; 
and it is realistic to treat refunds actually paid to patrons of coopera- 
tives on the basis of their own patronage as genuine price rebates or 
idjustments. 

Aside from theoretical considerations as to the nature of patronage 
refunds, there is good precedent in the present income tax law for 
mposing only one tax on the income earned by or through coopera- 
tives. Sube hi apter S, permitting corpor: ations with 10 or fewer share- 
holders to elect freedom from income tax on condition that the 
shareholders pick up the corporate income currently, is a good illus- 
tration of the fact that Congress has given up the principle of impos- 
ing in every case a double tax as a condition of use of the corporate 
form. 

It has been proposed that cooperatives be denied the right to de- 
duct or exclude patronage refunds derived from manufacturing or 
processing activities. It is different to see any basis in logic for 
drawing a distinction between manufacturing and processing by co- 
operatives and their other activities. M: inufacturing and processing 
are not “unrelated” to the purposes of the cooperatives. Processing 
of butter and cheese, for example, is certainly related—not to say 
essential—to the operation of a milk producers cooperative. All of the 
activities of the cooperatives add value in an economic sense to the 
articles they handle, most of their activities require capital, and most 
are competitive with other businesses, Consequently, there is no 
reason why deduction or exclusion of patronage refunds paid should 
be denied cooperatives engaged in manufacturing or processing while 
allowed to those engaged in retailing, grading, “shipping, warehous- 
ing, et cetera. 

There is a valid basis for a distinction in tax treatment between 
patronage refunds paid in cash and those which are declared but which 
are credited to the patrons’ accounts with the net margins retained by 
the cooperatives. Cooperatives retaining these allocated but unpaid 
net margins tax free have a distinct competitive e advantage over ordi- 
nary taxpayers because the entire net margins, undiminished by tax, 
may be used for expansion. Tax equity, therefore, requires limiting 
the deduction or exclusion of patronage refunds to those paid in cash 
or merchandise. 

Withholding at the source would be an important adjunct to any 
tax treatment provided for patronage refunds of farm cooperatives. 
Statistical evidence presented to the committee by other witnesses has 
a at least a prima facie case that farmers as a group are 

failing to report a significant and unduly large amount of their in- 
comes. Withholding at a flat 20 percent rate on patronage refunds 
of farm cooperatives at the time these refunds are deemed to be tax- 
able to the patrons would be a simple, effective, and easily adminis- 
tered measure for improved tax compliance by farmers. 

In summary, the following Federal income tax treatment is rec- 
ommended for consumer and farm cooperatives and their patrons: 
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1. No tax should be imposed on the receipt of patronage refund 
on purchases for personal use. 


2. Cooperatives should be permitted to exclude or deduct patron. 
age refunds. 

3. There should be no gap between the time patronage refunds ar 
excluded or deducted by. the cooperative and the time they are r. 
ported as income by the patrons. 

4. Patronage refunds should be excluded or deducted by coopers. 
tives and reported as income by patrons when they are distributed jp 
cash. 

5. Farm cooperatives should be required to withhold tax at the rate 
of 20 percent from patronage refunds. 

6. Cooperatives should be taxed as ordinary corporations on their 
income from outside sources, such as interest and rent. 

7. The exemption of farm cooperatives should be eliminated. 

The Cuarrman. Thank you, Mr. Peel. 

Our next panelist is Dean Warren. 

Dean Warren, we are pleased to have you with us today, sir, and 
you are recognized. 


STATEMENT OF WILLIAM C. WARREN, DEAN, LAW SCHOOL, 
COLUMBIA UNIVERSITY 


Mr. Warren. Mr. Chairman and members of the committee, first 
I would like to have the record indicate two slight changes in my 
paper as presented in the compendium. 

First, page 1885, last line of last full paragraph should read: “2 
years * * *” in hieuof “year * * *.” 

Two, page 1886, last line of next to last full paragraph should read: 
Ce * * 2 years * * %*)) in lieu of “sk *k * year * * *» 

Our tax laws presently grant complete or substantial exemption 
from tax to various classes of taxpayers In this era of high taxation, 
it is incumbent on Congress to reexamine these special benefits fre- 
quently, in order to prevent inequitable distribution of our national 
tax burden and inconsistency with fundamental objectives of Federal 
tax policy. Legislative review is particularly essential with respect 
to those exemptions whose practical benefits have been significantly 
increased by virtue of changes in the tax rate. 

One such area which seems particularly deserving of legislative 
attention is the taxation of cooperatives. This problem was last con- 
sidered by Congress in 1951. However, the intent of Congress in 
enacting legislation at that time has been frustrated by recent judicial 
decisions, acquiesced in by the Treasury. Accordingly, it is necessary 
that Congress reconsider the problem promptly. 

The great majority of cooperatives in the United States serve the 
agricultural industry which has undergone a substantial change in 
the past three decades. In the early 1900’s the average farm was a 
small operation, conducted by individuals with little capital available. 
Transportation and distribution facilities were poorly developed. One 
of the answers to the farmers’ problems was to encourage the growth 
of the cooperative form of business. 

Today, however, circumstances are quite different. Transportation 
and distribution facilities are modern and efficient. Cooperatives are 
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huge organizations with vast amounts of capital invested in inte- 
grated facilities. The expansion and integration of cooperatives, 
coupled with the special tax benefits they enjoy, have placed them in 

4 position to compete on an unfair basis with ordinary corporations. 
In 1916, when the corporate tax rate was only 2 percent, Federal 
income taxes were an insignificant factor in doing business. How- 
ever, 2 COrpor: ition subject to the present corporate rate of 52 percent 
is obviously at an almost overpowering competitive disadvantage in 
, market. shared by subst: antially exempt organizations. The result- 
ing loss in tax revenues is most substantial. A similar situation in- 
volving income derived by exempt organizations from unrelated 
businesses was remedied by C ongress in 1950. 

In determining an equitable method for taxing cooperatives, the 
essential problem is the proper treatment of patronage dividends. 
Under existing law, patronage dividends are excluded from the gross 
income of a cooperative on the theory that they are in the nature of 
rebates or refunds. This treatment seriously conflicts with the funda- 
mental tax policy that the profits of any business operated in corpo- 

rate form should be subject to the corporate tax, regardless of the 
manner in which such profits are distributed. Patronage dividends 
are essentially different from rebates or refunds and are similar to 
ordinary corporate distributions, 

Patronage div idends are similar to common stock distributions of 
ordinary corporations in several respects. Both are paid to the own- 
ers of the residual equity in the respective or oar 30th are 
payable (as distinguished from “allocable”) only at the discretion 
of the board of directors. Moreover, patronage dividends are in 
many cases paid only to members of the cooperative. Thus, like divi- 
dends on common stock, patronage dividends are paid only to those 
who have a voice in management. 

The basic distinction between patronage dividends and ordinary 
corporate dividends is that the former are distributed on a basis other 
than the quantum of ownership. While some may feel that this dis- 
tinction is sufficient to require different tax consequences for patrons 
and stockholders, the distinction to the corporate entity is of no 
significance. As far as the cooperative and the corporation are con- 
cerned, both types of dividends are distributions of profits derived 
from the active conduct - business in corporate form. 

Patronage dividends are also essentially different from ordinary 
rebates and refunds. U nilike rebates, patronage dividends are not 
paid in order to induce third parties to deal with the cooperative. 
eaten: since they are paid only at the discretion of the board of 
directors, patronage dividends are not paid pursuant to an obligation 
which is “fixed” in any real sense. 

Perhaps most important of all, patronage dividends represent, 
at least in part, distributions of profits arising from business trans- 
acted between the cooperative and nonpatrons. The net trading mar- 
gins of cooperatives are attributable, at least in part, to their capital 
Investment in integrated and diversified facilities. To this extent, 
patrons dividends are clearly not rebates of the profit from transac- 
tions between the cooperatives and their patrons. They are, instead, 
distributions made to owners of the residual equity in the organiza- 
tion of the profits from invested capital. 
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It is clear, therefor, that patronage dividends more closely resemble 
distributions of profits than rebates and should not be excluded froy 
the gross income of a cooperative. 

Several equitable methods for the taxation of cooperatives are 
available. The following three alternatives are offered for 
consideration. 

1. Tax cooperatives on net trading margins, without reduction for 
patronage dividends allocated to patrons. 

2. Allow cooperatives to deduct patronage dividends, but in an 
amount which will not reduce their net trading margins to less than 
au specified percentage of the capital employed. Thus, cooperatives 
would be taxed only on an amount constituting income from invested 
capital. 

3. Allow cooperatives to deduct patronage dividends, but in an 
amount not exceeding their profits from activities related to their 
immediate and essential purposes. This treatment would be analo- 
gous to the present treatment of certain exempt organizations with 
respect to their income from unrelated businesses. 

In 1951, Congress considered the problem of taxing cooperatives 
and enacted provisions restricting the special benefits previously en- 
joved by these organizations. However, the intent of Congress in 
enacting such legislation has been frustrated to some extent by recent 
judicial decisions. A reexamination of the taxation of cooperatives in 
light of present-day circumstances is therefore necessary to prevent 
substantial losses of revenues and irreparable harm to many compet- 
ing business corporations. It is urged that this committee consider 
the suggestions made herein and take prompt remedial action. 

The Cuarrman. Thank you, Dean Warren. 

Our next panelist is Mr. Leo J. Raskind. 

We are pleased to have you with us today, Mr. Raskind, and you 
are recognized. 


STATEMENT OF LEO J. RASKIND, PROFESSOR OF LAW, VANDERBILT 
UNIVERSITY 


Mr. Raskinp. Mr. Chairman and members of the committee, there 
are currently two areas of controversy concerning the present statu- 
tory and administrative basis for taxing cooperatives. The first and 
most troublesome one is whether the special deductions and exclu- 
sions which distinguish the tax treatment of the cooperative from 
the ordinary corporation are warranted limitations of the tax base. 
This debate has spawned an extended literature concerned alterna- 
tively with the validity of the characterization of the cooperative as 
an agent or a fiduciary of the patron, the net margin as the debt of the 
cooperative, and the degree of similarity of cooperative receipts and 
disbursements to statutory and judicial classifications of the Internal 
Revenue Code. 

It is my position that the more meaningful approach to this problem 
is in terms of the economic characteristics of the cooperative. By ex- 
amining the receipts of the cooperative either as a return from the 
service rendered to the patron-members in the channel of distribution 
or as a return to an investment, it is possible to separate cooperatives 
which merit cooperative tax treatment from those which ought to be 
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taxed as ordinary proprietary corporations. The concept of econo- 
mies of service includes bot! the function of the cooperative in the 
channels of distribution and its relationship to its patrons. 

By ae ative tax treatment to those cooperatives in which 
the principal source of revenue stems from the performance of the 
services concerned with the purchase, sale, or processing of agricul- 
tural products and those commodities inextricably and immediately 
related to them, it is possible to justify favored tax treatment. For it 
is only in those cooperatives that there is a valid basis for distinguish- 
ing the tax treatment from that of the ordinary corporation. 

Contrariwise, where the receipts of the cooperative cannot be attrib- 
ited to the performance of such services for individual patron-mem- 
bers because these receipts are derived, as in some large federated co- 
operatives, from the ownership and operation of manufacturing and 
services relatively remote from agricultural production, there is no 
basis for tax treatment different from the ordinary corporation. 

The remaining controversial issue in cooperative taxation involves 
the anomalous tax treatment of paper distributions which has devel- 
oped under the existing statute. 

These are thus two aspects of cooperative taxation which require 
penne action. ‘The most immediate need is to modify the 
present gap in the taxation of paper distributions. The Simpson 
bill would effectively accomplish this. The next requirement is a 
statutory and regulatory basis for limiting cooperative tax treatment 
to those cooperatives which can qualify by virtue of receipts derived 
primarily from the economies of service. 

Thank you. 

The Cuarrman. Thank you, Mr. Raskind. 

Our next panelist is Mr. Lanahan. 

Mr. Lanahan, we are pleased to have you with us today, sir, and you 
are recognized. 


STATEMENT OF SAMUEL J. LANAHAN, ATTORNEY, 
WASHINGTON, D.C. 


Mr. Lananan. Thank you, Mr. Chairman. 

Before I make my statement, I would like to say that I am here at 
the invitation of the committee and in what I believe to be the public 
interest. While my law firm has been retained by several clients 
desirous of having a new appraisal made of the problem of the proper 
treatment of cooperatives for purposes of Federal income taxation, I 
want to make it clear that the pee which I am offering for re- 


vision of the present system of taxation of cooperatives are not the 
product of, nor are they necessarily endorsed by, any of the clients 
whic +h have consulted me. In other words, the proposals I shall offer 
and the responsibility for them is entirely by own. 

Under existing law a cooperative, whether or not exempt, may avoid 
tax on its retained profits, or net margins, if such profits are allo- 
‘ated to members on the basis of business done and if the member is 
80 notified. This amount may then be actually payable only at the 
discretion of the cooperative management and, in fact, may never be 
paid at all. Under the circumstances, the courts have held that the 
amount of the patronage dividend is not taxable income to the member 
inthe year of allocation. 
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As a result, there exists a holiday from Federal income tax fo 
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This situation is fortunate in one very important respect. It offers Under 
a chance for a fresh appraisal of cooperative activity in order to de. JB je retur! 
termine whether a new approach to the taxation of cooperatives js principl 
required or whether all that is needed is to make minor statutory §& the busi 
repairs to existing law. * & aliminat 

I believe that a new approach is required. Two related proposals joyed Ov 
for the taxation of cooperatives are offered: The se 

1. Impose a tax at the corporate rate on cooperative profits derived affords 3 
from manufacturnig, processing, or mining. serve tht 

2. After subtracting the amount of profit subject to tax under the Jf topatro 
first proposal, impose a tax at the corporate rate on the net margins & are reta 
of cooperatives to the extent not actually distributed currently in cash case of 
or merchandise. Under the second proposal, an offsetting credit ina JF coopera 
later year would be allowed for distribution of retained patronage Final 
dividends to the extent of the tax imposed in an earlier year. In & that the 
other words, no tax would eventually be paid on retained patronage & returns 
dividends eventually paid out. Our 1 

While imposition of the corporate tax on the profits of cooperatives, fF These p 
regardless of whether or not distributed as patronage dividends, is The ¢ 
completely justifiable, these proposals do not go so far. They are in- Ther 
tended to be responsible to present cooperative activity and, at the Mr. | 
same time, to give recognition to special features of the cooperative § are recc 
method of doing business. 

Cooperatives originated as a form of group activity carried on for § STATE! 
the mutual benefit of individual members in their capacity as pro- 
ducers or consumers. Cooperatives have not only grown in size; they Mr. | 
have expanded and diversified their fields of activity. With substan- en 
tial accumulated capital they are able to engage in manufacturing shoul 
and processing of numerous products. Cooperatives own and operate which 
oil wells, pipelines, refineries, gas bottling plants, seed, feed, and fer- § ger 
tilizer production facilities. A Department of Agriculture handbook The 
shows that of the 17,716 employees of 18 selected regional cooperatives, the rec 
6,140, or 35 percent, are engaged in manufacturing or processing (Th 
activites. ows:) 

One cooperative leader, Howard Cowden, coined the slogan, “Fac- 
tories are free for cooperators.” 

An additional shortcoming of existing law is that, by allowing co- The | 





operatives to retain tax-free profits, it has encouraged cooperatives to 
expand at the expense of their taxpaying competitors. This committee 
has previously been exposed to many examples of the acquisition of 
businesses by cooperatives out of tax-free earnings. Cooperatives can 
afford to pay a higher price than can a competitor using after-tax 


funds. 
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the continuing exemption of profits at the cooperative level in the case Coop 
of pure marketing or purchasing activities. However, there are no = : 
policy considerations to prevent imposing a tax upon profits from § holders 
manufacturing, processing, or mining. Such profits are unrelated to § the pr 
the historical purpose of cooperative activity—that is, group effort for = 
the mutual benefit of members as ultimate producers or consumers. a 
Where, for example, the consumer commences the making of what § ip the 
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INCOME TAX REVISION 1009 


by central management, his role as consumer becomes subordinate to 
| his role as investor. a 

Under my first proposal, income from these kinds of activities would 
be returned to our revenue stream. The proposal is analogous to the 
principle adopted by Congress in the Revenue Act of 1950, in taxing 
the business income of certain charitable organizations, in order to 
eliminate the competitive advantage which those organizations en- 
joyed over taxpaying businesses. 

The second proposal supplements the first, but in a manner which 
affords recognition to the stated objectives of cooperatives; that is, to 
serve their members at cost. Accordingly, to the extent the obligation 
topatrons is actually fulfilled, no tax is paid. Tothe extent that profits 
are retained for use in the business, tax would be imposed, as in the 
case of all other corporations. But the tax would be recovered by the 
cooperative at such time as the profits are in fact distributed. 

Finally, in evaluating these proposals, it is important to emphasize 
that the simple marketing or purchasing cooperatives making current 
returns of their members’ share of profits will not be affected. 

Our revenue laws have not kept pace with cooperative development. 
These proposals seek to remedy this deficiency in an equitable manner. 

The Cuarrman. Thank you, Mr. Lanahan. 

The next panelist is Mr. Magill. 

Mr. Magill, we are pleased to have you with us today, sir, and you 
are recognized. 


STATEMENT OF ROSWELL MAGILL, ATTORNEY, NEW YORK CITY 


Mr. Macitit. Mr. Chairman and members of the committee, I ap- 
reciate your invitation to appear here today. With your permission, 
{ aould like to have inserted in the record the summary statement 
which I have sent down to the committee, to join with the much 
longer statement which appears in the compendium. 


The Cuarrman. Without objection, that statement will appear in 
the record. 


(The prepared summary statement of Mr. Roswell Magill is as fol- 
lows :) 


TAXATION OF THE INCOME OF COOPERATIVES 


(Statement of Roswell Magill) 


The primary point that I wish to make today is to urge the application to 
the taxation of the income of cooperatives of the major proposition which the 
committee is seeking by these hearings to establish generally: that income 
realized by corporations from business operations should be taxed no matter by 
what form of business organization such income is realized. The fact that a 
corporation may distribute to its stockholders or to its patrons either a cash 
dividend or some paper evidence of their interests in such earnings does not 
make that income any the less taxable to the corporation which earned it by its 
operations. 

Cooperatives are operated for profit and have realized and accumulated very 
large profits. In an equitable sense, those profits belong to the patrons in the 
same way that the profits of a business corporation equitably belong to its share- 
holders. The corporation, whether business or cooperative, must first realize 
the profits for itself before the patrons or stockholders can receive them. 

Cooperatives have grown great by the accumulation and use in their businesses 
of retained profits, on which no one has been taxed because the directors have 
made distributions of paper, not of cash, calling only for distributions of cash 
in the completely indefinite future at the discretion of the board of directors. 
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By virtue of the deduction for distributed income in the present code, a coopers. 
tive corporation is enabled to reduce its taxable income to an amount materially 
less than the taxable income of any other business corporation. Business cor 
porations generally are granted no deduction for distributions of income. Ye; 
cooperative corporations, competing actively and directly with business corpora. 
tions, are allowed a deduction for the issuance to patrons of certificates of 
beneficial interest, which have no ascertainable market value because they are 
only redeemable at the discretion of the directors of the cooperative corporation 

Congress demonstrated in 1951 its intent to tax the entire net income of 
cooperatives. The approach of taxing part of the income to the cooperative 
corporation and part to its patrons has proved ineffective and unworkable. To 
achieve the congressional intent and to eliminate the present gross discrimination 
against ordinary business corporations competing directly with cooperatives, the 
cooperative corporation should be taxed on the net income which it realizes, as 
the competing business corporation is, with no exclusion or deduction for pa- 
tronage dividends, whatever their form. 

The taxation of the entire net income of cooperative corporations is justifiable 
on various grounds. In the first place, income realized by cooperative corpora 
tions should, in fairness, be taxed on the same basis as the income realized by 
other competing corporations. There seems to be no good reason for making a 
tax distinction between cooperative corporations actively engaged in business 
and other kinds of corporations competing actively with them. Each is a legal 
entity engaged in an enterprise for profit. The net income realized by a coopera- 
tive from its business operations constitutes its income for tax purposes as it 
does for other purposes, whether such income be distributed or not. There is 
no legitimate reason for freeing cooperative corporations from the income tax 
when other business corporations that must compete with them are fully taxable 

The Federal income tax is levied generally on the basis that a corporation is 
an entity distinct from its shareholders or patrons. It should, therefore, bear 
a tax upon its own income, whether that income be distributed or not. So long 
as ordinary business corporations are taxed in this way, cooperative corporations 
engaged in similar business activities should be taxed in the same way. 

Cooperatives are conspicuous beneficiaries of an exemption from income taxa- 
tion which their competitors do not enjoy. That exemption came into the law 
at a time when income tax rates were low and cooperatives themselves were 
small crossroads organizations. The exemption may have been necessary in the 
infancy of cooperatives. Now that cooperatives have grown enormously in size 
and have fully come of age, the continuance of the exemption deprives the Treas- 
ury of hundreds of millions of dollars of needed revenue. The exemption fur- 
ther gives one form of corporation a wholly unfair competitive advantage over 
other forms of business corporations. Unless Congress wishes to encourage all 
business corporations to adopt the cooperative form, the exemption from income 
taxation now enjoyed by cooperatives should be terminated in the interests of 
the greater equality of income taxation in this country which this committee is 
striving to accomplish. 


Mr. Maatut. In the light of the excellent statements which have 
already been made by other members of the panel, I think I can 
shorten the summary statement which I have put in your hands by 
speaking for a few minutes. 

I wish to emphasize only two or three propositions. The main one 
is my hope that you will apply to cooperatives the proposition which 
the committee is seeking by these hearings to apply generally; that 
is, that equal incomes should be subjected to equal tax Fiabilities when 
realized by businesses of whatever sort. And that, so far as I can see, 
is the fundamental problem which you have here this afternoon. 

I can remember many years ago, when I was serving in the Treas- 
ury, I worked with Members of Congress on the problem of the taxa- 
tion of the income of cooperatives. At that time, the cooperatives 
were comparatively small crossroads organizations. The great desire 
which Members of Congress had was that suitable means should be 
afforded for the small farmer to be able to market his crops to ad- 
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vantage without being subjected to the competition and difficulties 
of big ¢ ity mé keting corpor ations. 

It goes without saying that under the statistics which have been 
put in the record before you, it is quite obvious that the situation 
which was confronted back in those days, when the exemption for 
cooperatives was framed, is no longer with us. Today, what we are 
confronted with are very large cooperative organiz: itions which are 
competing actively with ordinary commerce ial | corporations and are 
winning that battle. because the ony corporation is subject 
to the ordinary corporate tax of 52 percent whereas cooper ratives 
are not. 

In 1951, Congress obviously attempted to adopt the policy that the 
income of cooper atives should be taxed at least once, either to the 
operative itself or to its patrons. Two apparent errors were made 
in that legislation. In the first place, the cooperative was permitted 
to deduct. paper distributions, even though those paper distributions 
were payable at no specific time in the future but were payable simply 
at the discretion of the directors of the cooperative. 

The second mistake, as I see it, was that the effect of the legislation 
was to attempt to tax the earnings, not to the cooperatives which had 
realized them and which had them in cash, but to the farmer, who at 
best had one of these pieces of paper, which were worth little. I am 
told that from time to time he brought these papers down to the Treas- 
ury in Washington and asked whether he should be taxed on them 
since they had no value, and he could realize no money out of them. 

Well, since the scheme that Congress adopted in 1951 has pretty 
learly failed, in that we all know that the cooperatives are not being 
taxed on their incomes because of the deduction which they are al- 
lowed for paper distributions. The farmers are paying no tax on the 
paper distributions, because they have no market value. Thus, the 
income of the cooperatives, which is of very sizable proportions, is 
escaping tax entirely. The only solution seems to be to return to the 
fundamentals which the committee announced in its announcement 
of these hearings, that equal incomes should bear equal tax liabilities. 

And so I submit to you gentlemen in conclusion that here is one 
of the best places and one of the first places to which that principle, 
towhich I fully subseribe, should be applied. 

Thank you. 

The CHarrman. Thank you, Mr. Magill. 

Our next panelist is Mr. Rumble. 

Mr. Rumble, we are pleased to have you with the committee today, 

sir, and you are recognized. 


STATEMENT OF WILFRID E. RUMBLE, ATTORNEY, ST. PAUL, MINN. 


Mr. Rumpxe. Thank you, Mr. Chairman and members of the com- 
mittee. 

I presume that it is not necessary for us to request that our original 
statements be made a part of this record; but if it is, I, too, would like 
that statement made a part of the record. 

The CuHarrMan. We are not making a part of this record the state- 
ment that was originally presented. That has been printed in the 
compendium. What we are making as a part of this record are the 
summary statements, and that is what you are referring to? 
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Mr. Rumeste. Yes, sir. 
The Cuamman. All right, sir. 

Without objection, yours and all other summary statements will he 
made a part of this record. 


(The prepared summary statement of Mr. Wilfrid E. Rumble is as 
follows :) 








SUMMARY OF STATEMENT OF WILFRID E. RUMBLE’ ON “COOPERATIVES AND FeEprpat 
INCOME TAXES” 








I 


1. Every individual farmer is a capitalist who owns or operates his own farm 
factory. He is seldom expert in the grading, merchandising, or distribution of 
his products, has no research facilities, and, alone, he has little or no bargaining 
power. His products are sold to well-organized, well-capitalized, and skillfully 
managed organizations. 

2. He sells his products at wholesale but buys his business supplies and equip- 
ment at retail. Without his farm cooperatives the farmer would be at a much 
greater disadvantage in our present-day economy. Cooperatives overcome to 
some extent these disadvantages of farmers, and that is the chief reason for 
their existence. Congress has always encouraged farmers to organize coop- 
eratives. 

3. Secretaries of Agriculture of both parties since the formation of the De 
partment of Agriculture with Cabinet status in 1889 have encouraged farmers 
to organize cooperative business enterprises. Only a short time ago Secretary 
of Agriculture Benson said that “farmer cooperatives are a self-help tool that 
allows the farmer to command the strength necessary to compete in our big 
business economy.” 

4. Marketing cooperatives market or sell the products of their farmer-members 
and patrons. Their chief purpose is to secure for the farmer a higher price for 
his products. Farmer purchasing cooperatives buy or purchase for their mem- 
bers and patrons supplies, goods, and equipment necessary to the operation of the 
farm factory, and their chief purpose is to secure these materials at the lowest 
possible price. The basic farmer cooperative is a group of farmers located ina 
small territory, which runs from 50 to as many as 600 or more members. 

5. Obviously these local cooperatives could not render a complete service to 
their members and patrons. To do this, local cooperatives joined together to 
form regional or federated cooperatives. These have greater capital and volume, 
more experts, and more and closer contacts with markets and larger suppliers. 
They operate in large areas, and some handle a very large volume of business. 
They are of great value to their members who secure through them expert advice 
designed to improve the quality of their products, to expand markets and out- 
lets, and also to furnish information of current developments in efficient pro- 
duction methods, types of products, and improvements in machinery and 
equipment. 

6. When I refer to a “cooperative,” I mean one which is legally obligated by 
written agreement or by appropriate provisions of its articles of incorporation or 
bylaws or by the statute under which it is organized (1) to distribute to its 
members or patrons or both in proportion to their patronage all of its income 
in excess of its cost of operation except such as it is authorized to pay in limited 
dividends upon capital stock and to place in statutory or other necessary reserves, 
and (2) to allocate or credit all reserves (except reserves for depreciation and 
bad debts) to patrons upon a patronage basis. 

7. The marketing cooperative must market all agricultural products tendered 
to it by its patrons. Because the price to which the farmer will finally be en- 
titled cannot be known, most cooperatives estimate the price they will receive 
for the product and pay a substantial part of the estimated price at the time 
of delivery. At the end of the year or at shorter periods when costs have been 
determined, the cooperative distributes the remainder of the proceeds to its pa- 
trons in proportion to the products marketed for them. This distribution is 
called a patronage refund. Actually it is further payment of the sales price. 











































2 Member of the law firm of Doherty, Rumble & Butler, St. Paul, Minn., counsel for 
several farmer cooperatives. 
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8. Similarly, the purchasing cooperative usually collects from its patrons an 
amount more than sufficient to cover the estimated cost price plus estimated 
operating expense, and at the end of the accounting period when the actual costs 
of the goods and cost of operation have been determined the excess amount 
collected from the patrons is returned to the patrons in proportion to their pur- 
chases. This too is called a patronage refund, but it is a true rebate because 
itisa refund of part of the initial purchase price. 

9. Capital is essential to cooperatives. Some cooperatives need even more 
capital than private business corporations because of their obligation to accept 
ill products tendered by their members regardless of prevailing market condi- 
tions at the time. 

10. It is practically impossible for a cooperative to offer a security which is 
attractive to the ordinary investor because of statutory and other limitations 
placed upon payment of dividends, control of the corporation, etc. No capital 
stock of a cooperative has the attributes of a growth stock, as no enhancement 
in value above par is possible. They are in this and other respects different 
from private profit corporations. 

11. Thus, cooperatives do not have access to the money market as do ordinary 
corporations and are practically compelled to secure their capital from their 
own patrons and members. The result is that this capital has been and must be 
secured to a very large extent from the investment in capital securities of the 
cooperatives by patrons of all or part of their patronage refunds. 


m 


1. As to the volume of business of cooperatives and its proportion to the busi- 
ness Of private profit business entities, the increase in the business of coopera- 
tives and their net earnings, most available information concerns farmer co- 
operatives. 

2. There has been no marked tendency in recent years for cooperative market- 
ing associations to take over a larger share of the total marketing business at 
the farm level although there has been a material growth in the business done 
by farmer purchasing cooperatives. 

3. The largest and oldest group of farmer cooperatives is the dairy group. 
On August 13, 1959, the General Counsel of the U.S. Department of Agriculture 
stated that in 1924 the three largest dairy cooperatives had $48 in sales to every 
$100 in sales of the three largest noncooperative dairy organizations. By 1955 
this figure had dropped to $14 for the cooperatives as against every $100 in sales 
of the noncooperatives, and in 1959 there were eight noncooperative dairy or- 
ganizations, each with annual sales in excess of $100 million. There are only 
two cooperatives in this class. One national noncooperative dairy corporation 
grew from $14 million in sales in 1924 to $1.3 billion in 1955, a figure as great 
as the net sales of all of the local and regional dairy cooperative associations 
of the United States (excluding purely bargaining associations). 

4. During the period 1950-57, farmer marketing cooperatives handled less than 
25 percent of the total farm production, and during the same period farmer pur- 
chasing or supply cooperatives handled substantially less than one-sixth of the 
total supplies and equipment sold to farmers. 

5. In 1957 it is estimated there were 1,050 consumer (urban) cooperative 
stores in the United States, most of which handled principally grocery items. 
Probably any one of the great grocery chainstores does more business in a year 
than all the consumer cooperatives combined. In 1957 these stores had a mem- 
bership of 700,000 and did a gross dollar volume of sales of $170 million. 

6. The foregoing might well be compared with the following figures for four of 
the outstanding business profit corporations competing with cooperatives. In 
1958, Standard Oil of New Jersey sales exceeded the average annual total sales 
of all farmer cooperatives for the period 1951-57; exceeded the average annual 
total sales of all farmers’ purchasing cooperatives for the same period by more 
than $5 billion, and exceeded the petroleum products sales of all farmer supply 
cooperatives in the 1956-57 year by more than $6% billion; and in 1958 its net 
earnings after taxes were $562 million, almost twice the total earnings of all 
farmers’ cooperatives in 1954. 

7. In 1958, Great Atlantic & Pacific Tea Co. sales were $5,094,741,000, more 
than 30 times the sales of all consumer-urban cooperatives in 1957; its net 
earnings after taxes in 1958 were $53,905,000 as compared with $1,721,175 in 
1957 for the 26 leading urban cooperatives. 
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8. In 1958, National Dairy Products sales were $1,451,245,000; the sales of 
all farmer marketing dairy cooperatives for the year 1956-57 were $2,759,409,000, 
National Dairy Products Co. alone did approximately three-fifths as much ip 
dollar volume as all the dairy cooperatives. 

9. In 1958, the sales of International Harvester Co. exceeded by more than 
10 times the farm machinery and equipment sales of all farmer supply coopers. 
tives and were only slightly less than one-half as much as the total sales of 
all farmer supply cooperatives. 

10. On September 20, 1958, the Under Secretary of the Treasury said that 
of the dividends paid by corporations in 1956 $1,464 million was not reported 
on individual tax returns, and that more than $3 billion of interest paid to 
individuals was not reported on their individual tax returns for that year, 
The total unreported dividend and interest income ($4,464 million) substan. 
tially exceeded the net worth of all types of farmer cooperatives on January 
1, 1957 ($3,468 million), and was almost 20 times the total partonage refunds 
of all farmer cooperatives in 1954. 

11. Cooperatives still do only a small part of the total business of the United 
States, and their share of that business is not likely to increase greatly in the 
future; their earnings are relatively small, and even if all patronage distriby- 
tions were taxed at regular corporate rates the revenue gain would not be signif- 
icantly large, not nearly large enough to justify the harm which would be done 
to farmers and others by such action. As said by the Treasury Department in 
1947: “Considerations of revenue and equity must be weighed against the ad- 
vantages to the economy as a whole which result from this particular form of 
encouragement to the flow of capital and effort into cooperatives associations.” 


Ill 


1. Ever since we have had Federal income tax laws Congress has by express 
provisions in the revenue code exempted, wholly or partially, certain farmers’ 
cooperatives from the tax. 

2. In 1951, extensive hearings were held by this committee and the Senate 
Finance Committee dealing with the question of cooperative income taxation. 
Similar hearings were held by this committee in November 1947. Following 
the 1951 hearings Congress determined once again that cooperatives and other 
business corporations operating on a cooperative basis were entitled to special 
income tax treatment and that the earnings of a true cooperative actually dis- 
tributed to patrons on a patronage basis in whatever form should be taxed to 
the patron in the year in which the distribution was received by him and should 
not be taxed to the cooperative. The former exemption section of the code was 
amended to give effect to the congressional intent. There have been no further 
amendments of the exemption section of the code. 

3. All cooperatives are now required to file income tax and information 
returns. 

4. Both the Revenue Department and the courts for many years have recog- 
nized that the earnings of a true cooperative which are distributed to patrons 
on a patronage basis are not income of, or taxable to, the cooperative. Congress, 
at least since 1947 and perhaps for long before that time, has approved this 
principle. Committees of Congress in 1947, 1950, 1951, and 1958 conducted 
hearings in which all viewpoints were ably presented; and in each session 
of the Congress since 1948, bills have been introduced designed to drastically 
change these principles and yet no action to that end has been taken by 
Congress. 

IV 


1. With the exception of a small amount of dividends on capital stock and 
a small amount of nonpatronage earnings of exempt cooperatives, the only 
earnings of cooperatives not now subject to income tax are that part of them 
which are distributed to patrons in the form of patronage refunds. I am sure 
the committee will never consider taxing cooperatives on net margins or earn- 
ings which have been paid on a patronage basis in cash or merchandise to the 
patrons whose business produced them. Thus there remains as the real issue 
the question whether cooperatives should be taxed on net margins paid as patron- 
age refunds in such form as to permit the retention of such margins by the dis- 
tributing cooperatives for capital purposes. 

2. Every member of a farm cooperative has legally contracted with his coop 
erative that his share of patronage distributions may be paid in capital stock, 
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notes, certificates of interest, and other forms of paper, including notice of the 
allocation to him on the records of the cooperative of his share of the distribution. 

3 For the reason that I do not believe the cooperative corporation has any 
earnings which are its own, or to put it another way, because I believe all the 
net margins or earnings of a cooperative belong to its members and patrons who 
produced those earnings either by knowingly overpaying for their purchases or 
knowingly receiving at the time of a transaction less than the agreed-upon sales 
price, in my view the taxability of net margins does not depend upon the form 
in which patronage distributions are made. 

4 It is my opinion that net margins (earnings) which, at the inception of the 
transactions out of which they grow, the cooperative is obligated by statute, by 
its articles of incorporation or bylaws, or by express individual contract to return 
to its patrons as a patronage refund are not income to the cooperative and there 
fore Congress cannot constitutionally tax them as income of the cooperative. 
Net margins paid as dividends upon capital stock are income and could be taxed. 

5. Net margins are not taxable because of the way in which the true coopera- 
tive does business. The ordinary business corporation can do business in the 
same way also; and if it does, is not taxable on its net margins. The decisions of 
our courts and rulings of the Treasury Department in my judgment require such 
a conclusion. 

6. Disregarding entirely my view that net margins cannot be subjected to in- 
come taxation, I think it is of paramount importance to remember that, although 
cooperatives are corporations and have some of the benefits of any corporation, 
they nevertheless are completely different from the ordinary private proiit corpo- 
ration. Their methods of financing and their objectives are entirely different. 
The cooperative is in business solely for the purpose of benefiting its patron- 
members. The private profit corporation is in business solely for the purpose of 
benefiting its stockholders. The earnings or margins of cooperatives grow ex- 
clusively out of produce, goods, or money furnished or paid by its members and 
patrons. They alone produce the margins. The stockholders of private busi- 
ness corporations have practically nothing to do with earning its net margins or 
profits. 

7. For many years Congress has determined that some corporations which do 
business on a different basis than ordinary profit corporations should be treated 
differently for income tax purposes. Partnerships always have been treated dif- 
ferently. So, too, have mutual life, fire, casualty, and other forms of mutual in- 
surance companies, investment companies, personal holding companies, building 
and loan associations, savings banks, trusts, and other kinds of entities engaged 
in business. 

8. Fairness to farmers, a due regard for the welfare of all of the people, and 
above all recognition of the obvious and admitted difference in the nature of the 
cooperative business corporation as compared with the private profit corporation, 
compellingly requires a continuation of the long-established congressional and 
Treasury Department treatment of cooperatives for income tax purposes. 


Vv 


1. The income tax treatment of patronage distributions in the hands of the 
recipients of such distributions must be considered. In the 1951 amendment of 
the Revenue Code, Congress acted in the belief that the long-established Treasury 
treatment of patronage refunds would be continued—i.e., that they would be 
taxed in full to patrons. I believe net margins of cooperatives should be taxed 
once and then to the patron (except as to the small amount of distributions of 
purchasing organizations involving purchases for personal as distinguished from 
business use). Although it is immaterial here, I also think that all corporate 
a actually distributed to shareholders should be taxed only to the share- 
hoiders, 

2. Because of certain court decisions rendered since the 1951 amendment. and 
subsequent Treasury decisions, it is now possible to tax patrons only to the extent 
of the “fair market value” of distributions not made in cash, which means that 
most paper distributions or allocations are not taxable to recipients because thev 
have little or no market value. The intent of Congress has been thwarted 
Neither the Treasury Department nor patrons of cooperatives now know what. 
if any, part of paper patronage refunds should be treated as income of the patron 
because, due to the almost entire absence of a market for cooperative paper, no- 
body knows what is the market value of securities of a particular cooperative 
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3. Legislation should be enacted which will accomplish what Congress thought 
had been done by the 1951 amendment. 

4. Secretary of the Treasury Anderson has submitted to the committee a bj} 
which he says will do this. Under his bill, as I see it, after 3 years from the 
effective date of the bill, all cooperative earnings or margins will either be paid 
to the patrons in cash or be subject to the regular corporate tax of 52 percent, 
The effect of the proposed bill upon cooperatives would be catastrophic except 
as to a very few cooperatives: whose business is such that they do not need 
large amount of capital and which have little or no funds invested in fixed assets, 

5. Secretary Anderson says that the Treasury would be glad to consider the 
merits of any other method designed to achieve a single tax liability for coopera- 
tive income which would be fair and reasonable both from the standpoint of the 
availability of retained earnings for expansion and tax benefits to cooperative 
members. 

6. In my judgment a simple, reasonable, and fair method of achieving this 
objective would be to write into the Revenue Code provisions which would 
make effective the long-established Treasury rule by amending the code so as to 
provide that all earnings of qualified cooperatives should be included in the 
gross income of patrons (except those growing out of purely personal purchases) 
provided they are distributed to patrons pursuant to a preexisting obligation 
and accepted by the patron in satisfaction of that obligation. I think such a law 
would be enforcible and would meet with the approval of most cooperatives and 
their patrons. Those cooperatives which did not approve of it would not be 
compelled to accept it, nor would their members. With such congressional 
blessing of the reinvestment principle, I think no court could say the principle 
was a fiction, and I am confident the law would be sustained by the courts. 

7. If the recommendations made above in respect to new legislation were ap 
proved, I think there would no longer be any doubt concerning the taxibility 
at face value in the hands of recipients of patronage distributions of coopera- 
tives whose members determine that their earnings should be taxed to them 
and not to the cooperative; that the collection of the tax would be facilitated: 
that there would be little or no complaint from cooperative members; and that 


fairness and justice would be done to cooperatives, their members and patrons, 
and the general public. 


8. In conclusion, in my opinion: 

(a) The present income tax treatment of cooperatives (including the 
exemptions granted qualified farmers’ cooperatives) is sound and fair. 

(b) The net margins of cooperatives (except those growing out of pur- 
chases made for personal use) should be taxed to patrons. 

(c) The appropriate provisions of the code should. be amended so as to 
avoid the court decisions which have largely nullified the intent of Con- 
gress and the longstanding rule of the Treasury Department in respect to 
taxing patronage distributions to patrons. 


Mr. Rumexe. Gentlemen, in my original statement, I devoted a 
good deal of time to the nature and form of organization. 

I will not have time to go into that now, but I would like to call your 
attention to another matter that I discussed at some length, and that 
is the long-continued treatment of cooperatives by the Revenue Serv- 
ice, the courts, and I think by Congress. 

I do not know of anything that has occurred in recent years that 
would require a change in that treatment. 

Furthermore, I do not think there is any dispute as to what is the 
legal, proper method of taxing cooperative organizations. That has 
been recognized too long now to be in any doubt. 

I think the members of this committee also should have in mind that 
cooperatives, like any other business organization, need capital with 
which to operate. But what a lot of people fail to recognize is that 
cooperatives cannot go into the money market to get the capital they 
need—and that is due to the peculiar nature of the cooperative and 
to the limitations placed upon cooperative financing by the statutes 
under which all of them operate. 
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You cannot make attractive to an investor the securities of a co- 
operative, for a variety of reasons. One or two of the more important 
reasons are that the dividends you may pay upon the capital stock of 
a cooperative are all limited. 

Another one is that you cannot issue stock in a cooperative to in- 
yestors, under which the investors, as distinguished from patrons and 
members, will have any voice whatever in the management of the 
cooperative. 

And finally, in most States, not all, you cannot cumulate dividends 
on preferred stock. 

The result of those three conditions and others is that if coopera- 
tives need capital, there is only one place they can go to get it, and 
that is to their patrons and members. And that is where they do go. 
And that is what Congress and the courts have recognized. 

In that connection, too, the courts have always recognized the 
nature of the contract between a true cooperative and its patrons and 
members: that a real, legal obligation grows out of that relationship, 
requiring the cooperative to return to those people all of its earnings 
on a patronage basis. 

Another point that I am sure will be emphasized as we go along, 
and especially as you go along, is the economic importance of these 
cooperatives. 

It should be remembered that although there are today some large 
regional or federated cooperatives, they constitute less than 10 per- 
cent of all the cooperatives. The remaining farmer cooperatives, in 
any event, are still the small crossroads creamery, livestock associa- 
tion, elevator, and so forth. 

I concede, of course, that the federated or regional cooperatives do 
a volume of business which is far greater than their proportionate 
number among the cooperatives. 

As a matter of fact, the impact of all types of cooperatives upon 
business, or the economy of this country, is still small. 

In the grain trade, cooperatives now do somewhere around 30 per- 
cent of the business. And that is the largest proportion of any busi- 
ness that I know of that is done by cooperatives. It grades down 
from there very rapidly. 

As a matter of fact, in the dairy industry, these figures, I think, 
are quite interesting: In 1924, the three largest dairy cooperatives 
had $48 in sales to every $100 in sales of the three largest noncoopera- 
tive dairy organizations. By 1955, this figure had dropped to $14 for 
the cooperatives, down 50 percent, as compared with every $100 in 
sales of the noncooperatives. In 1959 there were eight noncoopera- 
tive dairy organizations in this country, each with annual sales in 
excess of $100 million. There are only two cooperatives in this class. 
One national farm cooperative dairy organization grew from $14 
million in sales in 1924 to $1.3 billion in 1955. And that is a figure as 
great. as the net sales of all of the local and regional dairy cooperative 
associations in this country. 

This may be even more significant: During the period from 1950 to 
1957, farmer marketing cooperatives handled less than 25 percent of 
the total farm production; and during the same period farmer pur- 
chasing cooperatives handled substantially less than one-sixth of the 
total supplies and equipment sold to farmers. 
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I, in my statement, have given some figures in respect to four profit 

corporations, each in competition with a particular type of farmer 
cooperative, which I think are extremely interesting. And I believe 
that in one of those illustrations I showed how one oil company, in 
competition with farmer purchasing cooperatives, had, after taxes, 
more earnings than all of the net margins of all of the cooperatives 
in competition with it. But I will not take the time to go into any 
of these at this time. 

In the few minutes left, I want to discuss with you briefly one 
matter that I do think needs legislative treatment. Insofar as coop- 
eratives are concerned, my recommendation to this committee is: leave 
them alone. 

In no case have you done anything else. But in 1951 I came before 
this committee and other committees of Congress and advocated that 
there should be a tax on the net margins of cooperatives; one tax; 
and that that tax should be levied upon the recipients of those earn- 
ings or margins, regardless of the form in which it was paid. That 
I think is the view adopted by Congress in 1951. It has completely 
failed, by reason of several circuit court of appeals decisions from 
respectable courts, which have held, in substance, that the patronage 
distributions of cooperatives are taxable to recipients only to the ex- 
tent of their market value. 

Within the past month, the Treasury has implemented that view 
in its regulations. And that gets us, gentlemen, into a very strange 
state of affairs, because it is almost impossible to fix a market value 
upon securities of cooperatives. 

In the first place, there is no market for them. Most cooperative 
distributions are made in the form of non-dividend-paying capital 
stock. That stock, in most cooperatives, is not traded at all, any- 
where, even between the patrons or members of that organization. 

And you get into this situation, which illustrates one of the difficul- 
ties we face. In some of these cooperatives—and I have several that 
are in this class—their patronage refunds are paid in preferred 
capital stock, which pays no dividends. How are we going to de- 
termine the market value of this stock? 

[ had some members of the board of directors of that particular 
organization in my office a few days ago who asked me that very 
question. And they say, “We think this stock has a market value 
of $100 par at all times.” And they enumerated a number of reasons. 
One of them was this: that if any of our member cooperatives are 
liquidated, we pay the receiver of that corporation 100 cents on the 
dollar for that stock, regardless of what the condition of the corpora- 
tion may be at that time. 

In another organization, it has been their practice for years to 
retire the stock of any member who dies, moves out of the area, or 
ceases to be a farmer. How much market value does that give to 
that stock ? 

I think it is going to be practically impossible to determine the 
market value of most cooperative securities. And so I suggest that 
Congress should amend the statutes relating to cooperatives by pro- 
viding that patronage distributions, regardless of the form in sad 
distributed, if distributed pursuant to a binding and legal obligation, 
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to do so once a year or oftener, should be taxed to the recipient, pro- 
vided that at the time of the transaction with the cooperative he 
knew that these distributions would be taxed to him. 

I think such a law is constitutional. They have one now out in 
the State of California. It does not relate to cooperatives, but it 
does relate to shareholders of holding companies, in which the su- 
preme court of that State held that you could tax shareholders on 
the retained earnings of a holding company. 

I do not know how important it is to make this comment, but the 
gentleman who represented the State of California in that case is the 
present Chief Justice of our Supreme Court of the United States. 

So I think there is an excellent chance that our Supreme Court 
will sustain such a statute. 

In conclusion, my opinion, for whatever it is worth, is that (@) the 
present income tax treatment of cooperatives, including the exemp- 
tions granted qualified farmers’ cooperatives, is sound and fair; 
(b) the net margins of cooperatives, except those growing out of pur- 
chases made for personal use, should be taxed to patrons; (c) the 
appropriate provisions of the code should be amended so as to avoid 
the court decisions which have largely nullified the intent of Con- 
gress and the longstanding rule of the Treasury Department in re- 
spect to taxing patronage distributions to patrons. 

Thank you. 

The Cuatrman. Thank you, Mr. Rumble. 

Our next panelist is Mr. Nieman. 

Mr. Nieman, we are pleased to have you with us today, sir, and you 
are recognized. 


STATEMENT OF CHARLES E. NIEMAN, ATTORNEY, 
MINNEAPOLIS, MINN. 


Mr. Nieman. Thank you, Mr. Chairman. 

Mr. Chairman and members of the committee, the prepared state- 
ment which I submitted and is reproduced in the “Tax Revision Com- 
pendium” concludes on page 1981 with the comment that I had not 
then had time to prepare in a form which I am willing to see printed 
my views concerning the tax treatment of patrons. I indicated that 
[ would submit a supplemental statement at or before the hearings 
today. 

Last Thursday afternoon, I mailed to each of the panel a copy of 
the printer’s proof, and on Friday I filed with the clerk a number of 
‘opies of that statement, “Part V. Patrons,” and “Part VI. Summary 
and Conclusions.” And I ask, Mr. Chairman, if that part V may 
appear as an appendix to this hearing 

The Cuatrman. Oh, yes. And do you want to present your sum- 
mary? Ordo you want it also included ? 

Mr. Nieman. The summary is just two pages. I would like to read 
that if I may, Mr. Chairman. 

_ The Cuatrman. Your part V should probably come at this point 
in the record. 
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(The document referred to is as follows :) 
THE PROPER INCOME Tax TREATMENT OF COOPERATIVES 
‘Supplement to paper of same title in 3 Tax Revision Compendium, p. 1967) 


(By Charles E. Nieman, Minneapolis, Minn.) 









V. PATRONS 
Except for net margins refunded on patrons’ purchases for personal rather 
than business use, the net margins paid by cooperatives to their patrons consti- 
tute income to the patrons. Such income should be reported and taxed the same 
as any other income. However, confusion exists as to (1) when such income 
should be reported by patrons and (2) how the amount of such income should 
be measured when it is received in so-called noncash forms. 

Those questions can be answered properly only by observing a decent regard 
for (1) the terms of the particular patronage contract which resulted in the 
payments under consideration and (2) three elementary principles of law, viz. 

1. Debts are not income to the debtor; 

2. Capital is not income; 

3. Equitable set-off; that is, where two parties are indebted to each other, 
either party may set off the lesser debt against the greater debt and pay- 
ment of the excess will fully pay and discharge both debts. 

For example, suppose that A cooperative’s patronage contract requires it to 
pay the patrons’ net margins to its patrons in cash at the end of the fiscal year 
in which it receives those margins. In such case, the patrons’ net margins con- 
stitute debts, not income, of A cooperative and are not taxable to it. On the 
other hand, each patron is a creditor. If he is on an accrual basis and A’s debt 
is collectible, it accrues to him at the close of A’s fiscal year; and it should be 
reported by him at that time and at full principal amount. But if the patron 
is on a cash basis, it should be reported when A’s debt is discharged by A co 
operative’s payment of cash or its equivalent or otherwise. In other words, the 
patron’s tax liability is determined, as to both time and amount, precisely the 
same as the time of receipt of income and the measurement of income are deter- 
mined in the case of any other taxpayer. 

If all cooperatives contracted to pay, and actually did pay, the patrons’ net 
margins in cash, there should be no confusion concerning the patron’s income 
tax liability. However, the fact is that any bona fide cooperative exists for the 
purpose of increasing its patrons’ incomes, either by getting them a higher total 
price for their products or by procuring supplies and equipment and services for 
them at a lower net cost. In order to assure that cooperatives will be operated 
for the financial benefit of their patrons, State laws (1) limit each member or 
stockholder to one vote regardless of the number of memberships or shares of 
stock which he may hold, and (2) limit the dividends which cooperatives may 
pay on their memberships or shares of stock. 

Because cooperatives must operate for the financial benefit of their patrons 
rather than their owners, their patrons are the only ones who have any incentive 
to furnish the capital which is necessary to finance the properties and business 
conducted by the cooperative. Patrons ordinarily do not furnish capital for 
their cooperatives in order to realize either interest or dividend income or capital 
gains on their investments as such; rather, they provide capital for a cooperative 
in order to have a business which operates for the purpose of paying them the 
most for their products and charging them the least for their supplies, equipment, 
and services. Cooperatives not only operate for the financial benefit of their 
patrons as such rather than their owners as such, but also for the financial benefit 
of their patrons in proportion to their patronage. Consequently, it is manifestly 
fair and sensible that the several patrons furnish capital in the same proportions, 
that is, in proportion to their patronage. The effective way to proportion capital 
contributions to patronage is by the patrons’ reinvestment of their net margins 
which were computed and payable in proportion to patronage. 

The patrons’ reinvestment of their net margins in their cooperative is the 
factor which has not been understood by critics of cooperatives. It has pro- 
duced most of the confusion concerning the income tax liability of the 
patrons as well as the cooperatives. That confusion has been compounded by 
the cooperatives’ own confused language in their patronage contracts concern- 








ing the’ 
operath 
tain” p% 
pay the 
kind. 1 
be lega 
patrons 
shares ¢ 

Howe 
perienc 
mean * 
patrons 
chase § 
There | 
come t 


forms) 
patron: 
Sup] 
contra: 
the pa 
them, 
for an 
capital 
amour 
and ( 
fiscal 
part 0 
then, 
scribe 
fiscal 
cash t 
to hir 
capite 
recei\ 
clear 
incom 
Cor 
Patr¢ 
Coop 
X we 
accru 


INCOME TAX REVISION 1021 


ing their patrons’ reinvestment of their net margins in the capital of the ‘co- 
operative. Too often, they provide either (1) that the cooperative may re- 
tain” part or all of the net margins as capital, or (2) that the cooperative may 
pay the patrons’ net margins “in” cash, or stock, or nonstock credits of some 
kind. What they really intend by such provisions is that the cooperative shall 
be legally obligated to pay the patrons’ net margins to its patrons, but the 
patrons agree to provide capital for the cooperative by purchasing from it either 
shares of stock or nonstock capital. , ; 

However, people who are not experienced with cooperatives but who are ex- 
perienced with the English language do not understand the word “retain” to 
mean “pay.” Nor do they understand that the cooperative’s right to pay the 
patrons net margins “in” stock or credits means the patrons’ obligation to pur- 
chase shares of stock or nonstock credits. Cooperatives might as well face ‘it. 
There is going to be confusion concerning their income tax status and the in- 
come tax status of their patrons and patronage payments until they learn: to 
write their patronage contracts in English, at least to the extent of saying 
“pay” (rather than “retain”) and “patrons’ promise to purchase” shares of 
stock, ete. (rather than “cooperative’s right to pay in” stock or other noncash 
forms) when the first quoted words are what the cooperatives intend in their 
patronage contracts. , . 

Suppose, however, that a cooperative and its patrons do write their patronage 
contracts and stock subscription contracts in orthodox English. Suppose that 
the patrons of A Cooperative promise and agree with each other that each of 
them, when he patronizes A Cooperative, (1) will then and hereby subscribe 
for and irrevocably offer to purchase from A Cooperative so many shares of its 
capital stock at par as shall have an aggregate par value equal to the dollar 
amount of the subscriber’s share of the patrons’ net margins for that fiscal year, 
and (2) will pay cash for such shares at any time during the next following 
fiscal year if and when and to the extent that A Cooperative then accepts any 
part or all of his subscriptions made during the preceding fiscal year. Suppose, 
then, that Patron X, being entitled to $100 of patrons’ net margins, thus sub- 
scribed for four $25 par shares; that A Cooperative, during the next following 
fiscal year, accepted 75 percent of X’s subscriptions; that X then paid $75 in 
cash to A Cooperative for three $25 par shares which A Cooperative then issued 
tohim. It would be plain that X contributed $75 in cash to A Cooperative’s 
capital stock. Furthermore, it would be equally obvious that A Cooperative 
received that $75 as additional capital, and not as income Finally, it would be 
clear that A Cooperative, like any other corporate taxpayer, is not liable for 
income tax on capital. 

Consequently, if A Cooperative contracted to pay, and actually did pay to 
Patron X $100 in actual cash for X’s share of the patrons’ net margins, A 
Cooperative would not be liable for any income tax on such debts; but Patron 
X would realize $100 of income and at the time when either A’s $100 debt 
accrued to an accrual basis patron or A discharged its $100 debt by paying 
$100 in cash to a cash basis patron. Furthermore, under the facts above sup- 
posed, A Cooperative would not realize any income when Patron X paid $75 in 
cash to A Cooperative for three $25 par value shares of its capital stock. On 
the above facts, A Cooperative would end up with $75 cash, and Patron X 
would end up with $25 cash and three $25 par value ($75) shares of A’s capital 
stock. A Cooperative would realize no income; but Patron X would realize 
$100 of income. 

As a practical matter, it is worse than ridiculous, it is also expensive and 
dangerous, for A to pay $100 in cash to X and then for X to pay $75 in cash to 
A. The expense, danger of loss, and circumlocution involved in two separate 
payments totaling $175 can be avoided simply by A issuing three shares ($75) 
of its stock and delivering to X A’s check for $25. 

For more than two centuries, it has been the law of England and the United 
States that where two parties are indebted to each other, either party may set 
off the lesser debt against the greater debt, and payment of only the excess will 
fully pay and discharge both debts. Because that principle of law developed in 
the English courts of equity, it is succinctly referred to as “equitable set-off.” 

On the facts above supposed, A Cooperative would be indebted to Patron X 
for $100 payable in cash on the last day of A’s fiscal year. Patron X then would 
have subscribed for as much as four $25 par value shares of A’s stock. If A, 
during its next fiscal year and before it paid X the $100 which it owed him, 
should accept 75 percent of X’s subscriptions, X would then owe A $75 for stock 
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while A still owed X $100 for his share of the preceding year’s patrons’ ne 
margins. The sensible and lawful way to pay both debts in cash would be fo 
A to issue three shares ($75) of its stock to X and to deliver to X A’s check for 
$25. That’s equitable setoff. It has the same consequences as both (1) sepa. 
rate payment of $100 in cash by A and (2) separate payment of $75 in cash 
by X. 

In such case, the patrons’ net margins are paid at the time when the coopera 
tive’s liability to pay them is discharged (1) by setting off the amount which th 
cooperative owes the patron for his share of the patrons’ net margins against 
the amount which the patron owes the cooperative for shares of its stock and 
by issuing to the patron the shares of stock which he thus has purchased and 
paid for in cash. In other words, the “patronage contract” (under which the 
patron patronized the cooperative and it became indebted to him for his share 
of the patrons’ net margins) is fully performed and discharged and ceases ty 
exist at the same time when the “investment contract” (under which the in 
vestor receives and holds his shares of stock and the cooperative must accord 
him the rights of a shareholder) comes into existence. 

Failure to distinguish between the “patronage contract” (which is the only 
one involved in connection with patrons’ net margins) and the “investment 
contract” (which has nothing to do with patrons’ net margins) produces the 
misimpression that the patron’s net margins are not paid (under the “patronage 
contract”) unless and until the shares of stock are repurchased or retired 
(under the “investment contract’). If the shares are callable at the discretion 
of the cooperative (under the “investment contract”), disregard or ignorance 
of the two different contracts produces the false conclusion that the patrons’ 
net margins are payable only t the discretion of the cooperative. Similarly, 
disregard or ignorance of the two different contracts produces the further false 
conclusion that the patron does not receive payment of the patrons’ net margins 
in cash (under the “patronage contract”) unless and until he receives cash 
which actually is paid to him to repurchase or retire his shares of stock (under 
the “investment contract’), not in payment of the patrons’ net margins which 
previously were paid when they were applied on the patron’s purchase of shares 
of stock. Failure to distinguish between (1) the patronage contract and the 
patrons’ net margins payable under the patronage contract and (2) the invest- 
ment contract and the payment to repurchase or retire shares under the invest- 
ment contract constitutes the primary cause of the confusion currently attend- 
ing the income tax status of the patrons’ net margins. 

That confusion has been created by so many cooperatives’ failure to distin- 
guish between their patronage contracts and their investment contracts. Usu- 
ally both contracts are physically embraced in the same single document, which 
is designated as the bylaws or marketing contract. Too frequently, the lan- 
guage of that document does not indicate that the draftsman of it ever realized 
that payment of the patrons’ net margins and payments to repurchase or retire 
shares of stock are two different payments, under two different contracts, for 
two different purposes, and with two different consequences. 

That confusion has been intensified by the Treasury’s failure to distinguish 
between those two kinds of contracts and two kinds of payments. A fundamen- 
tal and extremely serious cause of the current confusion is the Treasury’s per 
sistent attempts to prescribe the tax consequences of the performance of co 
operatives’ contracts with their patrons without any regard whatever to the 
terms of those contracts. 

From at least 1943 to 1958, the Treasury prescribed that any and all patrons, 
of any and all cooperatives and regardless of the actual terms of the particular 
contract between any particular cooperative and its patrons, receive and should 
report as income the full face amount of any and all kinds of papers or credits 
which any cooperative issued to them as a “patronage dividends,” etc. In our 
opinion, it is utterly ridiculous to assert that anybody receives (and must pay In- 
come tax on $1 million) simply because somebody else wrote that amount on a 
worthless piece of paper and mailed it to the taxpayer. (It would be different 
if a cooperative, under its patronage contract, actually owed $1 million to a 
patron, and the patron accepted the paper in discharge of the cooperative’s debt 
of $1 million.) But the Treasury persisted for 15 years in attempting to pre 
scribe such extreme and unrealistic tax consequences for all patrons of all 
cooperatives without even reading the contract upon which the issuance of any 
particular piece of paper was based. The Treasury was unable to “sell” that 
arbitrary rule to the courts. 
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On December 3, 1959, the Treasury published new regulations (T.D. 6429). 
However, they continue the same fundamental errors. First, they are not based 
ipon any particular legal principles. Second, they presume to prescribe the tax 
consequences to any and all patrons of their patronage contracts with any and all 
operatives with complete disregard for the actual terms of the particular con- 
tract which is involved in any particular case. Instead of attempting to tax 
patrons on the full face value of any and all kinds of paper which a patron may 
receive from a cooperative, the new regulations swing 180 degrees to an equally 
arbitrary and absurd position in the opposite extremity. Without regard to the 
particular contract between the particular cooperative and the patron involved in 
any given case, the Treasury now presumes to say that every patron realizes in- 
ome only to the extent of the fair market value, if any, of the piece of paper 
which he receives from any cooperative. 

If the piece of paper (say, a stock certificate) was issued by the cooperative 
and received by the patron in discharge of the cooperative’s obligation to pay him 
. share of the patrons’ net margins, then the shares of stock constitute an in- 
vestment by the patron in the capital stock of the cooperative and the cost basis 
to the investor is the amount which the cooperative previously owed to him but 
lischarged by issuing the shares. On the other hand, if the cooperative did not 
we him anything but voluntarily issued its shares to him, then the fair market 
value of the shares on the date of issuance would constitute both income to the 
itron at that time and also the cost basis of his shares. If the patron in either 
such case Subsequently sells his shares for more than his cost basis, the excess 
onstitutes capital gain to the patron on a sale of his shares of stock. But the 
new regulations assert that such gain on a resale of the shares shall constitute 
ordinary income. 

The new regulations are fundamentally just as arbitrary, unrealistic, and 
mworkable as the former regulations, and for the same reasons. Both attempt 
to prescribe tax consequences for the performance of a patronage contract be- 
tween a cooperative and its patrons (1) with a sublime indifference to any par- 
ticular legal principles and (2) with complete disregard of the actual terms of 
the particular patronage contract which resulted in the patron’s receipt of the 
income involved in any particular patron’s tax case. 

The new regulations will not dispel the existing confusion. They will com- 
pound it with a second layer of fog. Your committee will be holding hearings 
on the income tax status of cooperatives and their patrons unless and until 
either the Congress recognizes by statute or the Treasury recognizes by regula- 
tions that: 

1. It is impossible to determine properly the tax consequences of a patron- 
age contract between a cooperative and its patrons without even reading the 
particular contract which is involved in any particular case. 

2. Debts are not income to the debtor. 

3. Capital is not income. 

4. If and to the extent that a cooperative is indebted to its patrons for the 
patrons’ net margins, and each patron is indebted to the cooperative on 
subscriptions to its stock or nonstock capital, and they set off their respec- 
tive debts to each other, and the cooperative issues shares of its stock or 
nonstock capital to the patron, and pays the excess (if any) of its debt over 
the patron’s debt. both debts are then and thereby discharged, the coopera- 
tive then and thereby pays the patrons’ net margins in cash, and the patron 
then and thereby receives payment of the patrons’ net margins in cash and 
realizes income to the extent of the cash thus received ; and it is immaterial 
whether or when the cooperative ever retires such shares of stock or non- 
stock capital. 

5. If and to the extent that a cooperative is indebted to its patrons for the 
patrons’ net margins and it tenders, and a patron accepts, shares of the 
cooperatives’ capital stock or nonstock capital in payment and discharge of 
the cooperative’s debt, the cooperative then and thereby pays the patrons’ 
het margins with the equivalent of cash, and the patron then and thereby 
receives the equivalent of cash in payment of the net margins and realizes 
income to the extent of the principal amount of the debt thus paid and dis- 
charged ; and it is immaterial whether or when the cooperative ever retires 
such shares of stock or nonstock capital. 

6. If and to the extent that a cooperative is not indebted to its patrons 
for the patrons’ net margins, but it nevertheless voluntarily pays cash or 
issues shares of its stock or nonstock capital to any patrons on the basis of 
their patronage, then if and to the extent that the patron accepts such cash 
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or shares of stock or nonstock capital, the patron then and thereby realizes 
income to the extent of the fair market value at the time of his receipt of 
such cash or shares of stock or nonstock capital; and it is immaterig) 
whether or when the cooperative ever retires such shares of stock or non- 
stock capital. 

7. The cost basis to the holder of any shares of stock or nonstock capita] 
issued and accepted as above stated is equal to the amount of income then 
realized by the holder of said shares of stock or nonstock capital . 

8. The foregoing principles are not peculiar or exclusively applicable to 
cooperatives and their patrons; rather, they apply equally to any and all 
other kinds of taxpayers and their patrons. 

Mr. Nieman. My summary, which would include reference to that 
part V, isas follows: 

Today, there is no such thing as a farmers’ marketing or purchas- 
ing cooperative association which is literally exempt from Federal 
income taxes. That statement is made respectfully and deferentially, 
but notwithstanding the language in some of the papers that have 
been submitted to your committee. 

Prior to the Revenue Act of 1951, those farmers’ cooperatives which 
complied with the restrictions and limitations which are now in see- 
tion 521 of the Internal Revenue Code of 1954 were literally exempt 
from Federal income taxes. However, that part of the 1951 act 
which is now section 522 of the 1954 code subjected those previously 
exempt cooperatives to income taxes under precisely the same laws 
and at the same rates as other taxable corporations. In lieu of ex- 
emption, section 522 now grants those cooperatives only two dedue- 
tions which are not available to other cooperatives or other corpora- 
tions. They may deduct from their gross incomes (1) so much of 
the limited dividends as they actually pay on their capital stock, and 
(2) so much of their nonpatronage net income as they apportion 
among and distribute to their patrons on a patronage basis. 

Those two deductions by country cooperatives do not involve the 
loss of enough tax revenue to justify discussion of them. Further- 
more, they do not give country cooperatives any discernible competi- 
tive advantage. However, for other than strictly tax reasons, those 
deductions are important to country cooperatives, and the public in- 
terest requires that they be continued. 

The principal, valid criticism of the so-called exemption sections 
is that they do not provide enough financial incentive to induce more 
cooperatives to limit their membership and restrict their business to 
qualify for those two limited deductions. There is little or no in- 
formed and sincere adverse criticism of those two limited deductions 
now available to those cooperatives which restrict their business sufl- 
ciently to qualify for them. 

The confusion and criticism of cooperatives and their present in- 
come tax status is centered almost entirely on the tax treatment of 
so-called patronage dividends. However, the truth is that coopera- 
tives today have no exemption or special tax treament whatever with 
respect to patronage dividends. Even he so-called exempt coopera- 
tives are subject to precisely the same income tax laws as any other 
taxpayer with respect to patronage dividends. 

The fundamental reason why any cooperative, or any other kind 
~f a taxpayer for that matter, properly may exclude the patrons’ net 
margins from its gross income when computing its Federal income 
tax liability is the fact (in cases where it is a fact) that the patrons’ 
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net margins constitute debts which the taxpayer owes to its patrons 
rather than income which it owns, and the income tax law levies a 
tax only on net income and not on "debts. Neither a cooperative nor 
any other kind of a taxpayer includes its debts in its income. How- 
ever, if and to the extent that the taxpayer legally may determine 
for itself whether it will or will not pay the net margins to its 
atrons, it is not indebted to them. In such case, the net margins 
constitute income to the taxpayer and it is liable for income tax on 
them. That is true even though the taxpayer actually does volun- 
tarily pay the net margins to its patrons; and that is true even though 
such payment is in ac tual cash. 

Whether the patrons’ net margins constitute debts of the taxpayer 
or income to it is determined under precisely the same laws in the case 
of a cooperative as in the case of any other kind of a taxpayer. There 
literally is not one word in the entire Federal income tax law which 
provides for any cooperative any tax treatment with respect to patron- 
age dividends or gross income which is one iota different from the tax 
treatment applicable to all other kinds of taxpayers. 

Parenthetically, I interject that I trust it would prove helpful to 
your committee if anyone who refers to patronage dividends as being 
exempt would point to any section in the Internal Revenue Code to 
support such a statement. I cannot find one, and I have been hunting 
for one for 20 years. 

In fact, the discrimination now is in favor of small business cor- 
orations which now may elect to avoid all corporation income taxes 
by electing to be taxed as partnerships, but cooperatives with rela- 
tively numerous members transacting the same kind and volume of 
business cannot have the advantage of electing to be completely re- 
lieved of all corporation income tax. We do not criticize that special 
favor for small business corporations. We refer to it only to keep the 
record straight as to whether the income tax law now grants any spe- 
cial favors to cooperatives as such, and to emphasize the plain fact 
that it does not. 

With respect to the patrons’ liability for patronage dividends, there 
presently is a lot of confusion. It results largely from the Treasury’s 
attempts to prescribe arbitrary rules to apply to any and all patron- 
age dividends received by any and all patrons from any and all 
cooperativ es without regard to either (1) the actual terms of the par- 
ticular patronage contract between the cooperative and its patrons 
which resulted in the patronage dividends which are involved in any 
particular patron’s tax case or (2) any particular principles of law 
applicable to such a case. That confusion can be clarified only by 
either the Congress recognizing by statute or the Treasury recognizing 
by regulations that (1) whether any particular patronage dividend 
which is received by any particular patron from any particular co- 
operative constitutes income to that patron and if so, when and how 
much, necessarily depends upon the terms of the particular patronage 
contract. between that cooperative and patron, and (2) that those ques- 
tions are properly answered by applying to such contract the funda- 
mental legal principles (@) thi at debts do not constitute income to the 
debtor, and (6) capital is not income, and (c) that where two parties 
are indebted to each other, either party may set off the lesser debt 
against the greater debt and payment of only the excess will fully pay 
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and discharge both debts. Application of those principles to par. 
ticular patron: ige contracts will result in all income which results from 
the operations of cooperatives being taxed to either the cooperative 
or its patrons, and to the one which realizes the income: 

As the income tax law stands today, there is no discrimination 
whatever in favor of cooperatives or against business corporations for 
profit. What is debt and what is income is determined under pre. 
cisely the same laws for one kind of a corporation as for the other, 
That is sound and in the public interest. We respectfully urge that 
your committee resist the pressures to change that law so as to tax 
one taxpayer on money which properly and presently is income to 
a different taxpayer. That one could kick harder than it shoots, 

The Cuarrman. We thank you, Mr. Nieman, for your statement, 
as we thank all of the members of the panel for your summations of 
your papers in the compendium. 

Let me start our discussion today by asking, since we do have state- 
ments which appear in the compendium, and summations which are 
at least somewhat contradictory with respect to some aspects—let 
me ask if there are any of the members of the panel who desire to 
comment at this point on any specific observations made by any other 
member of the panel. 

Mr. Nieman? 

Mr. Nreman. Yes, | would if Imay, Mr. Chairman. 

The Cuatrman. All right, sir. 

Mr. Nieman. | want to speak now with reference to the statistical 
and factual basis for various papers. 

Speaking for myself, I am not an economist; I am a lawyer who 
represents country cooperatives. I do not represent these supercoop- 
eratives and the large regional ones, which are the examples cited 
in so many of the papers submitted to your committee. 

In the past 20 years and at the present time, I have pepe 
literally hundreds of country cooperatives. They are the kind of 
cooperatives with which you gentlemen on the committee, whose 
homes and constituencies are in small towns, are most familiar. Ap- 
parently they are not the type of cooperatives with which some tax 
experts are familiar. 

Three of my colleagues on the panel today have referred to the 
same source for what apparently is their understanding of what is 
involved in these patronage refund distributions and retained mar- 
gins. That is a study of a sample of 1,157 cooperatives in 1954, 
according to a publication of the Department of Agriculture. 

Apparently their information is based on what Dean Warren's 
paper refers to as secondary sources. I rather modestly submit, 
gentlemen, that my information is from the primary source of per- 
sonal experience w - country cooperatives. 

The Cuatrman. I did not hear that word; secondary and primary 
what ? 

Mr. Nikman. Sources. My experience comes from having pro- 
fessionally worked with hundreds of country cooperatives and i 
sands of farmers. So when I looked at the paper of 1 panelist, 1 
which he refers to the sample of 1,157 cooperatives which had ie 
margins of $132 million, I divided 1,157 cooperatives into $132 million 
of net margins, and that shows an average of $114,088 per coopera- 
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tive. That is the sample which is the basis for three of the papers 
submitted to you. 

Now, I have no quarrel with those figures. But when it comes to 
describing the annual net margins of a typical country cooperative, 
a creamery, a@ grain elevator, a ‘livestoc k association, in the six States 
in which I practice, Wisconsin, Minnesota, Iowa, South Dakota, North 
Dakota, and Montana, that average of $114,088 per cooperative is just 

as phony as a $3 bill. i 

So I checked up on that. I divided the 9,793 cooperatives in the 
country into this $275 million worth of net margins, and that averages 
out to $28,010 per cooperative instead of $114,088. 

The 9,793 cooperatives and their $275 million of net margins - 
jude the regional cooperatives and those which some critics of « 
operatives refer to as supercooperatives. From my primary sources 
of information, I ean take a look at the $28,000 and tell you that that 
son the high side of a typical country cooperative. 

The CHatrmMan. Pardon me for interrupting you at that point. 
928,000 is the average, according to this estimation. The average, 
now, of what? 

Mr. Nieman. The $28,010 results from dividing 

The CuHatrrman. No, no. Pardon me. What is that? Is that the 
iverage of assets 7 

Mr. Nieman. No. That is the average amount of the net margins. 

The CHatrMan. Net margins? 

Mr. Nreman. Yes. Realized by the 9,793 farmer cooperatives in 
the United States. 

The CuHatrMan. Will you take just a moment? Because there is so 
much of this that I do not know about, and certainly terms that I do 
not recognize right off. What is net margin, when you say that / 

Mr. Nieman. I refer to net margins as being the combination of net 
profits which are owned by a cooperative and the net debts which are 
owed by a cooperative to its patrons. 

The CHamman. As we get to this figure of $28,000, in all this 
vernacular, what does it mean ? 

Mr. Nreman. That is the average annual net operating results of 
ll 9,793 farmer cooperatives in the United States in 1954. If they 
were business corporations for profit rather than cooperatives, you 
would call it $28,010 net profit per vear. 

The CuatrmMan. I understand now. 

Mr. Nreman. Then I checked that one a little further. It so hap- 
pens that when I get home after this hearing, I have appoimtments 
with the managers, directors, accountants, and local lawyers for nine 
‘ountry cooperatives between now and next Saturday. So I took 
those particular nine cooperatives with which I am going to be pro- 
fessionally working between now and dinnertime next Saturday 
night. The average net margins of those nine cooperatives comes 
to $19,750. And that coincides with the i impression that T had when 
l first read these “Amos and Andy Fresh Air Taxicab Co.” figures of 
8275 million and $114,000 average. 1 would say on the basis of my ex 
perience that the typical country cooperative, the country grain ele- 
vator, the country creamery, and the typical cooperative of that sort, 
with which you gentlemen are familiar in your rural districts, oper- 
ates on net. margins per year of about $1! 5.000 to $20,000 or $25,000. 
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And I point out that in the case of a business corporation for profit, 
a $15,000 or $20,000 per year business, 99 times out of a hundred is q 
family business. It is owned by one stockholder or by his family, 
and under the present law, it can elect to be relieved completely and 
entirely from income taxes. And if it is not a corporation, then it is 
a partnership or a sole proprietorship. 

The Cuarrman. Pardon me for interrupting you again. I am try. 
ing to understand. 

Now, this $15,000 or $19,000, whatever it is, that you say in the 
case of an ordinary corporation would be net income, more nearly 
represents in your opinion this net after all expenses are deducted, 
and things like that ? 

Mr. Nreman. That is right. 

The CuatrrmMan. Does that mean, then, that in your experience the 
cooperatives would have the duty of following the practice of paying 
out in the year cf the earnings most of the actual earnings from the 
cooperative operations ? 

Mr. Nieman. Did you ask me if they do that? 

The CHarrmMan. Yes, sir. 

Mr. Nieman. They do it all together too much for their own good, 
Mr. Chairman. 

The Cuarmman. I am thinking about these figures you gave, be- 
cause they would lead me to the conclusion—maybe you have some 
percentage there that you could give us that would lead us to better 
understand the entire situation. 

Mr. Nreman. You take these same nine cooperatives that I am go- 
ing to be working with this week. 

No; I do not have that. I have the figure that they paid as divi- 
dends on their stock. But the amount which they are going to pay 
out in cash does not show, because I compiled this from their annual 
reports as of the last day of the fiscal year, and the distribution 
obviously and necessarily takes place after the close of the fiscal 
year. I donot have that figure. 

But you can verify that figure from the figures used by other 
panelists. And I got these figures—three different panelists refer- 
red to the same computation. The figures to which I refer are on 
page 1872 of the “Income Tax Compendium.” The 1,157 coopera- 
tives which constitute the sample, Mr. Chairman, are only 11.8 per- 
cent of all the cooperatives in the United States. 

So it occurred to me that it might be a more reliable picture if your 
committee understood what we are talking about in dollars and cents 
with reference to the 88.2 percent of the cooperatives which are not 
included in that sample. 

So I subtracted from the 9,793 cooperatives the 1,157 that are in- 
cluded in the sample. That shows that there are 8,636 cooperatives 
that are not included in the sample. 

I then subtracted the $132 million of net margins in the sample from 
the total net margins of $275 million. That shows that $143 million 
was the total net margins realized by the 8,636 cooperatives that are 
not included in the sample. Dividing the 8,636 cooperatives into $143 
million of net margins shows that the average net margins for 88.2 
percent of the cooperatives in the United States was $16,589. 

The Cuarrmman. This means 
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Mr. Nieman. That means I could be pretty smug in guessing at $15 
or $20 thousand. 

The Cuamman. That amount, then, is the amount that is retained in 
the course of a year by the cooperative or not ‘ 

Mr. Nieman. No, Mr. Chairman. ‘That is the total amount of the 
net operating results of the cooperative. That $16,589 includes the 
mount which was paid to the stockholders as dividends on their stock, 
plus the amount of the patronage dividends which were distributed in 
ash, plus the amount of the patronage dividends which were appor- 
tioned among the patrons but not paid in cash, plus the amount of the 
net margins which were transferred to unallocated reserves and neither 
apportioned nor paid. That $16,589 is the total of all of those things. 

I hope you will excuse me if I get a little intense, but after repre- 
senting farmers and farm cooperatives, I have pretty strong feelings 
about having your committee told to use as a typical example a co- 
operative that has $10 million of net margins im a year. I do not 
know of any such cooperative anywhere in the United States, that has 
3 much as $10 million in net margins per year. The panelist who 
ised that illustration referred to the GLF in New York. And Mr. 
Lanahan, a different panelist’s figures showed that for that year there 
was about $8 million in that cooperative. 

The typical cooperative, 88.2 percent of all the cooperatives in the 
United States, on the figures that anyone can compute from the fi 
which these panelists used, is $16,589 per year, including dividends 
on stock, transfers to unallocated reserves, margins that are allocated 
but not paid in cash, plus margins paid in cash; $16,589 is the sum of 
ll, which anybody, by any conceivable stretch of the imagination, 
ould ever refer to as net income, even though inaccurately. 

I mention that. to cut this thing down to size. 

The CHarrman. I wanted to give each of you an opportunity to 
omment. 

Mr. Warren. I would like to say one thing. 

First, I consider a publication of the Department of Agriculture 
as a primary source, and I did not quote it as a secondary source. I 
ued “secondary source” when I was talking foreign law, where we 
had French law and Danish law, and there were English translations 
of them. 

Secondly, I think if we had the time here today to look up the 
figures on the sources of income of charitable organizations in 1950, 
we would find an even greater disproportion between clearly tax-free 
income and unrelated income that should have been taxed. In other 
words, the abuse that existed with educational institutions in 1950 
was very, very small in relation to the total income of those organiza- 
tions. And I do not see what your figures prove, because if there 
are abuses here, as you seem to accept, then I think it is up to Con- 
gress to try to correct them. 

The Cuatrman. Mr. Lanahan ? 

Mr. Lananan. I would like to supplement Dean Warren’s state- 
ment: by saying that when I find in a Department of Agriculture 
publication that the total net business volume of farmer cooperatives 
for the fiscal year 1956-57 is $10.4 billion, I think we are dealing in 
big business. 

I would also like to point to table 7—— 
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The Cuamman. Wait just a moment. What is that figure sup. & average 
posed to represent ¢ culture | 
Mr. Lanauan. The total net business volume of farmer coopera- The ¢ 
tives. This publication came out in June of 1959. These are the && planati 
latest figures available. member 
I would also point to table 7 of appendix A of the paper I sub. So of 
mitted, Mr. Chairman, which lists a number of major regional whole- JB cooper? 
sale supply cooperatives. cash—ls 
The Cuatrman. What page is that on? Let u 
Mr. Lananan. That is page 1921. sively ¥ 
In that table, the total net margins of the cooperatives there listed & tive, of 
amounted for the year 1957 to $46,745,000. The cash patronage re- my oW! 
funds paid out were $10,282,000, which is a little less than 25 percent in the si 
of the net margins. Now, 
Also, a final comment with respect to Mr. Nieman’s statement, and though 
supplementing again Dean Warren’s statement: When it was neces- & out S2) 
sary to tax the unrelated business income of certain charitable or- J the me 
ganizations in 1950, it was not also necessary to show that they did J that w 





such a volume of business as the Great Atlantic & Pacific Tea Co, & had th 































It was only necessary to find that they were competitive with fully J of that 
taxpaying businesses. "i retaime 
The CHarrmMan. Yes, Mr. Peel ? Now 
Mr. Prev. I am not sure I understand the relevancy of Mr. Nie & “you! 
man’s comments on the statistics. If he is questioning the Depart: §  o“ 
ment of Agriculture figures, I do not believe he has given us any & co! 
valid reason to question their accuracy. If the Census Bureau tells § “4° °° 
me there are 170 million people in this country, I do not think I can § Pe" 
challenge that by saying, “I walk around the streets every day, and & the 
I don’t see near that many people.” “mm Mr. 
Now, I think we can take the Department of Agriculture figures whethe 
as being the most authoritative available. partic 
_ It is true, of course, that this sample that so many of us have re- The 
lied on is not representative of the average size of cooperatives, and § , 
I do not suppose it pretends to be, because it covers only about a ninth J!" © 
of the cooperatives, and yet it accounts for half their income. But § Pe" 
I think the sample is very useful, because it presents a breakdown § 1" © 
of what the cooperatives do with their net margins, which would not § °°" 
otherwise be available to us on even that large a scale. rd 
Now, I do not think Mr. Nieman or anyone else should be ashamed § “*Y: 
of large cooperatives. I think we are living in an age of big busi- legal; 
ness. We have supermarkets, and we should have supercooperatives. § °" 
If he is giving those figures because they are relevant to some sug- J “¢! 
gestion that the committee should draw a distinction between large carloa 
cooperatives and small cooperatives, I would think that would be § '%S ™ 
just as bad a form of discrimination as, in my personal view, a § ‘8 
progressive corporate income tax would be, which would strike at § °Y th 
bigness just because it is big. or 
The Cuarrman. Anyone else? = 
Mr. Nreman. May I comment there that I emphatically did not Th 
intend to criticize the Department of Agriculture figures, either as a J °P!" 
primary source or as a secondary source. But I rather want to § P0! 
point out that the $16,589 average for 88 percent of the cooperatives Mr 
isa Department of Agriculture figure, just as much as $114,000 as an J * the 
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average of 11 percent of the cooperatives is a Department of Agri- 
culture figure. 

The CHAIRMAN. Just let me ask you, Mr. Nieman, for further ex- 
| planation of your thought, and then I would like to have the other 
members of the panel comment on it. 

So often the statement is made that that which is retained by the 
cooperative, for whatever the reason may be- -it is not paid out in 
sh—is income of the members of the cooperative. 

Let us take a sample farm marketing cooperative that deals exclu- 
sively with the saedaain which are presented through the coopera- 
tive, of the members of the cooperative. I know such cooperatives in 
my own area, that engage in the sale of rice, for example, or maybe 
nthe sale of cotton. 

Now, maybe I was in error. I am not saying, because I had not 
thought of it as you are describing it. But when a cooperative pays 
out say 90 percent of what it has made in that particular year to 
the members of the cooperative and retains 10 percent, for purposes 
that we do not need to go into, but for purposes of the operation, I 
had thought always in terms, or it had been described to me in terms, 
of that 10 percent being that much of the total earnings that were 
retained. 

Now, you discuss it not as income. It is income of the cooperat’ ve, 
in your theory, but you describe it as a debt. 

Now, I am interested in that point that you made. How does it 
become debt, versus what I have thought of it, as being income of 
the cooperators that is retained by the cooperative ? Because the 
cooperator agrees to let it be retained, and because it is then owed 
to the cooperator’ Is that where you get that consideration? 

Mr. Nieman. If I may answer it in my own way, Mr. Chairman, 
whether it is income or debt depends upon the contract between the 
particular cooperative and the patron. 

The CuarrMan. I see. 

Mr. Nieman. Now, all of the panelists seem to agree that the basis 
for excluding patronage refunds from the gross income of the co- 
operative is the fact that the cooperative has a contract with the pa- 
tron under which the money is received by the cooperative subject 
toathen existing and legally enforceable obligation to distribute that 
money to the patrons. In other words, that may be expressed in this 
way: that money which is received subject to a then existing and 
legally enforceable obligation to pay it back, is not income to the per- 
son who then gets it. So that if a cooperative sells a carload of 
wheat, for example, and receives the proceeds of the sale of that 
wload of wheat, a certain amount of those proceeds the cooperative 
nas no legal right to retain for its own account, but on the contrary 
that amount of proceeds of the sale of the car of wheat, when received 
y the cooperative, constitutes moneys which the cooperative owes, 
-w-e-s, to it spatrons. Then that money is debt, not income, of the 
‘operative, even though the money may be income to the patron. 

The CHatrman. Well, it would be income to the patron, in your 
opinion, if it was debt in the hands of the cooperative? That is the 
point I am trying to get to, your thought on that. 

Mr. Nieman. Yes. It would be income to an accrual basis patron 
at the time when the cooperative’s debt accrued to that patron, or to 
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a cash basis patron, at the time when the cooperative discharged its 
obligation by paying the patron in cash. 

The CHatrmMan. But is it income in the hands of the cooperator 
when it is discharged, or when the debt is created ? 

Mr. Nieman. On my premise that it was received by the coopers- 
tive subject to a legally enforceable obligation to pay it to the patron, 
it isn’t income of the cooperative at any time. It is debt. 

If you and I go into a bank and borrow $5,000, when we come out 
the door we have $5,000 more than we had when we went in. But, 
Mr. Chairman, we have $5,000 more debts, not $5,000 more income, 
than we had when we went in. 

The Cuatrman. I am trying to understand your thought about 
it being debt. As I said earlier, I had not had this suggestion foree- 
fully in my mind. [If in consequence debt is created, it is debt that 
is owed by the cooperative itself to a cooperator or a group of co- 
operators; is it not? 

Mr. Nieman. That is right. 

The Cuatrman. Well, in the process of it becoming debt at that 
point, does it at that point become income in the hands of the co- 
operator, the patron ? 

Mr. Nieman. I would say that it becomes income to the patron 
when the cooperative pays it. And that accounts for this lag. 

The Cuarrman. In the meantime, to whom is it income? 

Mr. Nieman. It is not income to anybody from the time it is re- 
ceived, say in March, to the end of the fiscal year, on December 31. 
But if it is payable by the cooperative on the last day of the fiscal 
year, then it would become income to the patron on December 31. 

Mr. Rasxrnp. I am in disagreement with Mr. Nieman. It seems 
to me to be awkward to call this debt. If it is a debt, it is a debt 
in uncertain terms, because the cooperative always has discretion as 
to the amount of receipts paid out or allocated. So debt here is an 
awkward and equivocal term. 

He himself in response to the chairman used the term “profit.” The 
transaction is like a debt in some ways; like an adjustment to price 
in some ways; but it has enough peculiar characteristics to stand on 
its own, and it does not achieve clarity by saying it is a debt. 

Mr. Nieman. Maybe I should clarify that, in that Professor Ras- 
kind apparently does not understand what I intended to convey. 

Put it this way: that a cooperative is not entitled to exclude the 
money from gross income unless the cooperative receives that money 
subject to a then existing and legally enforceable obligation to pay it 
to the patron. 

Now, say the same thing the other way around. If there is any 
discretion on the part of the cooperative as to whether it will or will 

not pay the patron, then it is not debt. 

I agree with Professor Raskind that in the case of a cooperative, 
where the board of directors has discretion to decide whether they 
will or will not pay the patron, the money is not debt and would be 
taxable to the cooperative. 

Mr. Rasxrnp. Is that not the case in most cooperative operations, 
to wit, that there is discretion? Is that not characteristic? 

Mr. Nieman. I would say most definitely “No.” I hesitate to use 
a figure, but if I had to, I would say in 90 percent of the cooperatives, 
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with respect to 90 percent of their margins, there is no discretion on 
the part of the directors as to whether they will or will not pay the 
net margins. 

Now, where the confusion comes in is not with reference to discre- 
tion in paying the net margins. The confusion comes in because the 
cooperative has the discretion as to whether it will or will not retire 
stock, for example, which was issued in payment of the debt. In 
other words, net margins are one thing. Capital stock is something 
else. 4 

If a cooperative owes net margins to its patrons, and it pays that 
debt by offering the patron, and the patron accepts, capital stock, the 
net margins are paid and the debt is discharged when the stock is 
issued by the cooperative and accepted by the patron. 

Now, whether or when the cooperative ever retires the stock has 
nothing to do with whether or when the cooperative pays the net 
margins. 

And much of this confusion, I would say the major source of this 
confusion, arises from failure to distinguish between net margins, on 
the one hand, and capital stock or revolving funds credit on the 
other hand. 

Mr. Byrnes. Could I interject here and see if we could not get a 
definition of what we are talking about when we are talking about 
payments ¢ 

The Cuatrman. All right. 

Mr. Byrnes. I think there is some of the confusion. 

Mr. Nieman. I think you have put your finger on a lot of the con- 
fusion. 

Mr. Byrnes. I understand you consider a payment as also covering 
an allocation on the books or the issuance of a certificate or the issu- 
ance of a stock or any of these things that we call patronage refund, 
whether it is in cash or otherwise. Youcall that a payment? 

Mr. Nieman. I do if the parties in their contract had agreed that 
it would constitute a payment. 

Mr. Byrnes. I gather that the discretion that is mentioned on the 
other side of the table is the discretion as to whether it has to be paid— 
the net margin—paid out in something of value, in cash, or something 
of marketable value, or paid out as simply an evidence of indebted- 
ness that might or might not ever have a due date or anything else. 

Mr. Nreman. Well, I think one of the great sources of confusion is 
that expression as to whether the net margins are paid “in” stock. 
Personally, I think a debt is paid in cash or its equivalent, but the debt 
ispaid when the obligation to pay it is discharged by performance on 
the part of the debtor. 

_Mr. Warren. But you consider the fixed obligations to include ac- 
tion that the directors might take at the end of the year which would 
not be a cash payment. 

Mr. Nieman. Oh, good heavens, no. If the directors have any dis- 
cretion to determine whether they will or will not pay out, if they 
have any discretion with respect to any action that they take at the end 
of the fiscal year, that is income to the cooperative, and the coopera- 
tive is subject to income tax on it today, even though they make the 
payment in actual cash. The obligation must exist at the time the 
money comes in during the year. 
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Mr. Warren. What if the obligation is a fixed obligation to pay bu 
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there is discretion as to the form of payment? That is what we ar 






































































































































to pay. 
talking about—the form of payment. We are assuming you can pay In ot 
either in stock or in cash or in a letter of allocation or whatever yoy o matt 
want to use. It isstill words. Phe ¢ 
Mr. Nieman. That brings up two different things. It depends upo & [am go 
whether you are going to give effect. to the intention of the parties, o: I wa 
whether you are going to give effect to the language that too many of f the | 
them use in their marketing contracts. Senate 
Now, this phrase, “pay in cash or stock or revolving fund credits § pack to 
or something else’—actually, what informed farmers and cooper o the | 
tives intend by such an expression is that the cooperative will pay the JB found : 
patronage refunds in cash, and the patrons will reinvest those refunds The 
in stock. But I freely admit that there are, in my opinion, altogether J spect 
too many bylaws or patronage contracts around the country that do & respect 
not say that in intelligible English. And this expression “paid in § 1951 41 
stock or cash or credits or something”—as for me, I agree that. taking J not w) 
the liberal language of it, it is not a cash payment. To most of the § previo’ 
people who wrote those kinds of by laws, it would be a reinvestment Is tl 
of cash. Wear 
Mr. Warren. If your people intended at the time they wrote thos Mr. 
bylaws that the patrons were to get cash and reinvest that cash ir that t] 
stock, why do we not just tax the payment right then ? the Pe 
You would agree to that personally, would you not ? ection 
Mr. Nieman. Let me explain. My clients do not have those kinds The 
of bylaws; at least not for long. If that is the case, I agree with you, J these: 
that that should be taxed to the patron at the time when it is paid in Mr. 
cash and reinvested. And the net result is that the cooperative ends The 
up with the cash and the patron ends up with the piece of paper. That hat t 
is the net result. But that result is achieved by constructive payment J take 1 
of cash and a constructive reinvestment of cash. And I would agree lid ne 
with the dean that the tax should accrue to the patron at that time. ilopt 
The CuairMaAN. This discussion is going back and forth here. May Mr 
I interrupt just long enough to recognize the fact that Mr. Magill has into « 
to leave in order to carry through on some other commitments? it int 
We appreciate your being here with us. We are sorry that vou are Th 
not going to be here to hear further discussion. ; Mi 
Mr. Maciti. Thank you very much. I am sorry not. to be able to Mi 
participate further in this delightful discussion. ~ Th 
The Cuatrman. Thank you. the f 
Mr. Lanahan, were you seeking recognition ? be d 
Mr. Lananan. Yes. I have not fully understood Mr. Nieman. patre 
Mr. Nieman, where there is an obligation to make payment to the Is 
patron, and he receives a letter of advice informing him that a certain are t 
amount is credited on books to his account, should the cooperative, or M 
should it not, be taxed on that retained amount ? isth 
Mr. Nieman. It is not possible to answer your question, Mr. Lana- T 
han, because you did not indicate “pay what.” You said an obligation to | 
to pay. So I inquire, Pay what ? thre 
Mr. Lananan. Eventually cash, but not in the year in which he re M 
ceives the letter of advice. ' T 
Mr. Nieman. This letter of advice stuff is difficult. And I do not M 
understand your question as to what to ay. If you mean that the tive 






cooperative promises that it eventually will pay the patron, but at no 
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specified or ascertainable date, 1 do not consider that an obligation 


to pay. 

ae er words. | do not consider something to be a debt if there is 

ere | cannot conceive of a debt without a maturity. 

The Cuamman. Let me ask you this one further question, and then 
[am going to yield. 

[ was on the conference committee at the time the present revision 
fthe law was adopted in 1951. That provision was written in by the 
Senate—I think the Senate Finance Committee—or at least it came 
ack to us as a part of the bill that had passed the House. We agreed 
o the provisions in the conference, thinking that maybe we had finally 
found a lasting solution. 

lhe court cases that we referred to, Mr. Nieman, were not with re- 

spect to that language, nor that action by the Congress, but with 
respect to the provision of law under the 1 939 Code and prior to this 
951 amendment, as I recall. Some of those cases developed, I believe, 
wt with regard to the language in the 1951 act, but with respect to 
revious language. 

Is that right’ Or with respect to previous law and regulations? 
Weare talking about the ( ‘ar pe nter line cases. 

Mr. Nieman. I would defer to that, except that my impression is 
that the Carpenter case involved tax years prior to the 1951 act, where 
he Poultry Farms case involved years subsequent to 1951, if my recol- 
ection 1s correct. 

The Cuamrman. I wanted the record to show whether or not some of 
these cases had involved taxable years after the 1951 law. 

Mr. Nieman. Ithinkthe Poultry Farms case did. 

The Cuarrman. That is your understanding, is it, gentlemen? So 
hat the court actually, in considering some of these cases, at least, did 
take arp consideration the language of the 1951 act, so that language 
lid not carry out, apparently, the objective that was had in mind in its 

Ditiin, at least that was presented to us in the Congress. 

Mr. Nreman. Mr. Chairman, I would not agree ‘the court took it 
nto consider ation. I would say the court r ather grandiosely ignored 
itinthe Z ong Island Poultr Y Farm case. 

The Cuairman. Well, maybe it did. 

Mr. Nreman. It made no mention of it. 

Mr. Harrison. It was based on a Treasury regulation. 

The Cuatrman. We have received suggestions from the people in 
he field of agriculture and cooperatives in this area that something 
be done to at least provide for the taxation of these dividends or 
patronage refunds or however we might describe them. 

Is that the case, gentlemen? Because the certificates have no value, 
are these earnings never taxed ? 

Mr. Lananuan. I think that is the effect of those court cases and 
isthe effect at the present time. 

The CrarMan. Have you any suggestions at all, Mr. Nieman, as 
to how we might provide some way under law that the earnings 
through the cooperative effort would be taxed to somebody ? 

Mr. Nieman. Yes. 

The Cuarrman. How can we do it, as you see the situation? 

Mr. NreMAn. ey to provide thi at in a case in which a coopera- 
tive is obligated to pay patronage refunds to the patron, and the 
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patrons accept securities of the cooperatives in discharge of that 
obligation, the patron then and thereby realizes income to the full 
face value of the obligation discharged and the full face value of 
the security accepted in discharge of the obligation. 

The Cuatrman. Would you require the cooperative to so agree 
and to so operate that it does do these things that you are saying 
now, in your suggestion, should be done’ 

Mr. Nieman. They should be in the contract between the coopera. 
tive and the patron. 

The Cuairman. That is what I am getting at. I am trying to 
understand you clearly, now. You would suggest by law, would you, 
in order for a cooperative to continue to be exempt from tax on it- 
self, it have such an arranagement in its contract with its coopers- 
tors? Isthat what you are saying? 

Mr. Nreman. That is the requirement right now, so far as the 
cooperatives are concerned. And what you mean to suggest, I think, 
Mr. Chairman, is that in order to make those refunds taxable to the 
patron at the time of the so-called paper distributions, the bylaws 
should make it clear that the patron is accepting the paper in dis- 
charge of the cooperative’s obligation to pay what was agreed on. 

The Cuarrman. Can we do that legally, without any question, in 
your opinion, Mr. Nieman? 

Mr. Nieman. Not so long as you limit it to the cases where the 
cooperative is obligated to pay the patron and the patron accepts 
the paper in discharge of that obligation. 

The Crarrman. | am not making myself clear. What I am trying 
to find out is whether we could add that as an additional requirement 
and merely in the process of adding it as an additional requirement 
be assured that we could actually tax the farmer. Do we run into 
any possibilities of the courts saying again that the farmer has not 
received anything of value? 

Mr. Nieman. It comes back to the contract, Mr. Chairman. The 
contract should provide what the patron is going to receive. And as 
far as I am concerned, provide that the patron is going to receive it in 
cash; and then the patron, being entitled to demand and receive cash, 
accepts a piece of paper in discharge of that obligation to pay him in 
cash, I would see no difficulty in such a case. The law recognizes that 
under such circumstances the patron has constructively received cash 
when he receives the paper, and should be taxed accordingly. 

The Crarrman. We looked at this just a little bit during the past 
session, to see if it were possible for us by law to give value to some- 
thing that the court said had no value. 

Mr. Nieman. Well, let me put it this way. I think this will get to 
what youare driving at. You have to fundamentally distinguish, Mr. 
Chairman, between the net income of a corporation and shares of stock 
of the corporation on the other hand, and in the case of a cooperative 
to distinguish between the net margins on the one hand and shares of 
stock on the other hand. 

Now, if and to the extent that a cooperative is indebted to the pa- 
trons for the net margins, and the cooperative discharges that debt or 
obligation by issuing a share of stock which the patron accepts, the 
net margins are paid, and they are paid in cash, without regard to 
whether or not the stock is ever paid. 
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Now, the fallacy in so many of these cases, and in so much discus- 
sion, is that they do not distinguish between net margins, on the one 
hand, and capital stock on the ‘other hand. And because the capital 
stock can be retired for cash only at the discretion of the board of 
directors, too many people make the mistake of assuming that the net 
margins are not ps ayable i in cash until the stock is retired for cash at 
the discretion of the board. The net margins are paid, and the pa- 
tronage contract is performed and ceases to exist, at the time when 
the cooperative issues and the patron accepts a share of stock. And 
at that time a new contract, the share of stock, comes into existence, 
and the new contract in turn may be discharged by cash payment in 
retirement of the stock. 

Mr. Warren. Mr. Chairman, I submit that at least in the cases I 
know about, the patron has no choice as to whether his share of the 
net margin will be paid him in cash or in a share of stock. The dis- 
cretion as to the form of payment is entirely in the directors of the 
cooperative. This situation is quite different from the one you are 
talking about. 

Mr. Nieman. Dean Warren overlooks the fact that no one made 
him enter into it in the first place. A contract is a voluntary matter, 
and is voluntary in the inception on the part of the patron as well as 
on the part of the cooperative having voluntarily entered into a con- 
tract. I see no criticism in the fact that the contract gives one party 
to it discretion in some aspects concerning the performance of it. 

The Cuarrman. Mr. Lanahan; and then I am going to yield to Mr. 
Mason. 

Mr. Lananan. I just wanted to go back for a minute and refer 
toa point about this debt relationship Mr. Nieman has been talking 
about. I was hoping that we would not get into this legal discussion, 
because I think this committee has already considered this problem 
ina completely analogous case. In 1959, as you know, a tax was im- 
posed on the underwriting gains of mutual life 1 insurance companies, 
and the mutual life insurance policyholder is in exactly the same 
positions as is a patron of a cooperative. And I am sure that you can 
spell out a debt relationship there between the company and the 
policyholder, if you wish. 

The Cuatrman. Yes, Mr. Peel. 

Mr. Pret. To supplement what Mr. Lanahan has said, I do not 
think it advances the committee’s understanding of a solution to treat 
income and debt as though they were mutually exclusive as far as 
the cooperative is concer ned. There are plenty of situations in which 
the same transaction can simultaneously give rise to income to a tax- 
payer and also result in him incurring a debt. 

Now, in a case which I do not say is analogous to the cooperative 
case, because I do not think it is, but in the Union Carbide case which 
was before the Supreme Court, a subsidiary was under an obligation 
to pay over its entire net profits to its parent corporation. Simul- 
taneously with earning those profits, it incurred a debt to pay them 
over to the parent; and it was held liable notwithstanding the fact 
that there was an obligation to pay the profit over to the parent. So 
I do not think it helps much to contrast debt and income. It seems 
tome that the cooperatives have these net margins. They can be per- 
mitted to exclude them when they are paid over to their patrons, or 
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not. And the committee is not bound by any rule that the same trans. 
action cannot give rise to income and debt at the same time. 

The Cuatrman. Mr. Mason? 

Mr. Mason. Mr. Chairman, let us brush aside for the moment this 
argument and discussion as to whether the Congress should or should 
not tax cooperatives and bring about tax equity. Let us talk for a 
moment about the power of Congress to tax cooperatives on net mar- 
gins, the power to do that. 

And I have in my hand a leaflet that was prepared by the staffs 
of the Treasury and the Joint Committee on Internal Revenue Taxa- 
tion, who I think constitute the best authority, the best informed au- 
thority, on this subject. That brief de finitely says the Congress has 
the power to tax cooperatives if it wants to do so, and it gives several 
arguments. 

One is, of course, that a majority of cooperatives organize as cor- 
porations, and if they want to use that form and get the privileges 
of corporations, they should be taxed as corporations, and so forth. 
There are several other arguments in it. 

Do I understand that the majority, if not all, of this panel agree 
that the power to tax cooperatives does constitutionally lie in the 
Congress ? 

Mr. Rumste. I do not agree with it. 

Mr. Warren. I agree with it, sir. 

Mr. Rasxrnp. I agree. 

Mr. Pret. I agree. 

Mr. Mason. I would consider that most of the panel agrees. 

Mr. Nieman. I agree in part and disagree in part. I agree to the 
extent that the cooperative has control over the disposition of the 
money involved. I disagree in the case of a contract that renders the 
cooperative genuinely indebted to a patron. I think debt and income 
are two different things. 

Mr. Mason. You do not consider, then, that the authors of this 
leaflet are the best informed authority’ in the country, or constitute 
the best authority on the subject ? 

Mr. Nieman. That was your statement and not mine, Mr. Con- 
gressman. I have made no comment with respect to the professional 
competence of your staff and do not intend to. 

Mr. Mason. Very well. The majority agrees that we do have the 
power. Now the question arises whether we should use that power. 

I have skimmed through the compendium here of these statements, 
and I read one or two particularly closely and thoroughly. And I 
am going to talk now to Mr. Rumble. 

I have read yours very carefully. It is well thought out. It is 
quite persuasive. But the conclusion that you reach, I do not think 
is tenable. 

You, in substance, say that the net margin does not belong to the 
cooperative, but does belong to the patrons and therefore should be 
taxed in the hands of the patrons. That is one of your conclusions? 

Mr. Rumece. That is right. 

Mr. Mason. The court says— 


Worthless pieces of paper do not constitute income and therefore cannot be 
taxed to the patron. 
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Here, then, we have net margins made, profits made. It does not 
elong to the cooperative. It cannot be taxed to the individual be- 
ause they are worthless pieces of paper. So who is to pay the tax 


onthat property? Mr. Nobody, I suppose. 


Mr. Rumpie. No, Mr. Mason. I said in my brief summary here 


that that is a bad situation and that you should correct it, because it 


smy belief, and always has been, that somebody should pay a tax 
n that money, and I think the patron is the person who should pay it. 
Mr. Mason. That was one of your conclusions, I realize. 

Did I interrupt you? 

Mr. Rumpwe. I do not think it makes much difference, but I was 


going to add that it will take legislation, in my opinion, to accomplish 
that. 


And incidentally, Mr. Chairman, you asked Mr. Nieman how he 


thourht that could be done. I think I explained in my statement how 


t _ be done. But if the committee wants me to submit a form 
bill which in my judgment would accomplish that result and be 


sust tained by the courts, I would be very glad to do it. 


The Cuarrman. If I may acne Mr. Mason, at this point—I 
vould certainly like to have it, or any other suggestion. 

Mr. Ruste. | will certs nial do that, and will do it promptly. 

The CHAIRMAN. One coming from you will certainly be appreciated 
by me, Mr. Rumble, because you have had many years of experience 

dealing with this matter 

Mr. Rumere. You will have it, Mr. Chairman. 

Mr. Mason. On page 1962 of the compendium, you say, and I am 
juoting : 

Legislation should be enacted which will accomplish what Congress thought 
thad done by the 1951 amendment. 

Now, Congress thought that it had taxed these net margins, either 

the hands of the cooperative or in the hands of the patrons. We 
ought that. Now, the Treasury has advanced a program and a 
ethod to do exactly that. And yet you raise objections and find 
fault with the Treasury’s proposals in your statement in the com- 
endium. 

Would you say, then, you are consistent, if you say it should be 
xed in the hands of the cooperative, and when the Treasury says, 
lhis is the way to do it,” you say, “No, no, we can’t have that” 

Mr. Rumpce. Well, now, Mr. Mason, I think perhaps there is a 


‘light misunderstanding on your part as to what the Treasury has 


ome. The Treasury has not attempted to impose a tax on the co- 
peratives at all. What the Tre: asury has done is to put into a regu- 
ition what it believed to be the hol dings of those courts. And the 


rsult of what the Treasury has done is to make it perfectly clear 
that nobody is going to pay a tax. 


Mr. Mason. I am not talking about what the Treasury has done. 
Mr. Ruste. I thought you were. 
Mr. Mason. I am talking about the suggestion or the recommenda- 


ion that the Treasury made to this committee to get around those 


rt decisions. 
Mr. Rumpce. I see. You are talking about Mr. Anderson’s letter 


this committee. 
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Well, I say that all that letter in effect does is to require a coopers- 
tive, after the law has been in force for 3 years, to either turn 52 per. 
cent of its margins over to the Government or to pay its margins out 
in cash. And I do not think that is right. And I do not think that 
the Congress has ever felt that cooperatives should be required to pay 
their margins to patrons in cash, if the patron has agreed to take them 
in some other form. 

Mr. Mason. Well, we are not talking now about what you think 
should be done. We are talking about the statement that you made 
that they should be taxed. When the Treasury brings up a recom- 
mendation to get around the court decisions and tax them, then you 
have objections to that recommendation. 

Mr. Rumepte. Yes, I do. I thought all you wanted of me was my 
a That is all I can give you, and that is what I am trying 
to do. 

Mr. Mason. Now, in your final conclusion, your (a), (0), and (¢)— 
your final conclusion on your paper in the compendium, and also in 
your brief, here, you state: 

(a) Present tax treatment is sound and fair. 


Net margins are not taxed today, so how can you say it is fair? 

Mr. Rumste. | think that I say the present tax treatment of exempt 
cooperatives is fair. And I think itis. 

Mr. Mason. And in (6) you say: 

Net margins should be taxed to the patrons. But the patrons do not get them. 

Now, is that a logical statement ? 

Mr. Rumete. I think it is, when all the factors are considered. 

Mr. Mason. And in your (¢c) you say: 

The code should be amended to avoid or nullify court decisions. 

The Treasury proposes to do this, and you are objecting to it. So 
I ask you: Are you consistent ? 

Mr. Ruste. I say I am. 

Mr. Mason. That is all, Mr. Chairman. 

The Cuatrman. Mr. Harrison will inquire, gentlemen. 

Mr. Harrison. Mr. Chairman, I agree with what Professor Warren 
said, when he said that whatever tax inequities in here ought to be 
corrected; but I do think it would be useful for us to know how much 
is involved in this area of controversy. 

Down my way we have had figures that run all the way from 
nothing to $5 billion of lost revenue to the Treasury. Mr. Nieman 
quoted a figure a moment ago that the total net operating results of 
all cooperatives in the United States was $274.million. Now, does 
everybody agree that is the correct figure? 

Mr. Rumeste. I think it is the only figure that you could secure from 
sources that should be considered authoritative. And that is the De- 
partment of Agriculture, plus some Treasury figures that I quote in 
my statement. 

Mr. Warren. We ought to be able to get figures from the Depart- 
ment of Agriculture, but we cannot. When you write in an 
for the figures, they treat them as confidential. But we have some 
“Highlights, 1956-57,” which says, “The total net business volume 
was $10.4 billion.” 
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Mr. Harrison. Wait a minute—$10.4 billion? That is their gross 
intake ? 

Mr. Warren. No; that is their net business volume. 

Mr. Nieman. No, no, no. 

Mr. Warren. Look; I am only using the words of the Department 
of Agriculture. You cannot tell me “No.” 

Mr. Nieman. I do not have to look at that to know that all the co- 
operatives in the United States do not come within gunshot of earning 
$10 billion net a year. 

' The CuatrMan. If the cooperatives operating for farmers have as 
much as $10 billion of net income, then we have been way off on the 
total of the farm income in the United States for a long time. 

Mr. Nreman. That is right. 

Mr. Harrison. Will any member of this panel give me a figure? 

Mr. Rumste. I will give you one. 

Mr. Harrison. We got your figure before. 

The Cuatrman. I do not believe Mr. Rumble understood your 
question, Mr. Harrison. 

Does anyone want to answer his question ? 

Mr. Warren. Mr. Harrison, let me ask a question: Is this really a 
numbers question? Is this not a situation of enacting legislation 
where we know something needs to be done? 

Mr. Harrison. I do think it important to know what is an area 
of tax evasion or claimed tax evasion in this field. And I have never 
been able in my life to get an authoritative answer from the Treasury 
or the staff experts or anybody else. And I wondered if this panel 
can provide any. 

Mr. Peet. Mr. Harrison, I would suggest one possible way to arrive 
at a figure would be to take this $275 million net margin figure for 
1954 and to see how, insofar as the sample of 1,157 cooperatives were 
concerned, which covered about half of that net margin—see how 
that was disposed of: 27.8 percent went as cash patronage refunds 
and a small amount went as dividends on stock and an even smaller 
amount as interest; 5.6 percent went for income taxes—and that left 
about, 60 percent which was allocated to the credit of members— 
and I presume by that that it was not paid out in cash—and about 
24 percent of unallocated reserves. That totals about 60 percent of 
the $275 million. 

I submit that there is 60 percent of $275 million, or a figure of that 
magnitude, which is currently going untaxed in the hands of the 
cooperatives. 

Now, as to the patronage refunds—I am talking about farm coop- 
eratives—paid out to the farmers; I would say there just is not 
enough data available to know to what extent they are complying 
with the reporting requirements. 

Mr. Harrison. I am not talking about the payment of taxes by 
farmers. I am directing attention to what is involved in the contro- 
versy over cooperatives. Do I understand that your statement is, 
Mr. Peel, that the amount involved in this controversy is 60 percent 
of $275 million? 

Mr. Peet. Approximately that, yes, sir. 

Mr. Harrtson. That is about $160 million that Congress could 
subject to corporate tax that it is not? 











1042 INCOME TAX REVISION 






Mr. Pee. Yes, sir. 
Mr. Harrison. Now, as I understand it, everybody does not agree 
with that, do they? 

Mr. Nreman. That is correct. 

Mr. Rumesve. I do not think that is correct. 

Mr. Harrison. You think it is too high? 

Mr. Rumer. Yes. 

Mr. Harrison. Does anyone think it is not high enough ? 

Mr. Lanahan ? 

Mr. LAnanan. Mr. Harrison, | just want to suggest that you are 
only dealing with one segment of cooperative activity in using those 
figures. 

Mr. Peri. That is correct. Those are just farm cooperatives, 

Mr. Lananan. Farm marketing cooperatives, I think. 

Mr. Peer. No, they include the purchasing cooperatives, as well. 

Mr. Warren. Not the consumer cooperatives 

Mr. Perv. No, just the farm cooperatives. 

Mr. Harrison. Are there any figures on all cooperatives ? 

Mr. Rumer. The only others, as the panel has considered them, 
are the so-called urban cooperatives that are mostly engaged in th 
grocery business and that sort of thing. And so far as the patrons 
are concerned, certainly they cannot be taxed, because those ar 
— personal purchases. And again, in my opinion, you cannot 
tax those cooperatives, anyway. And if you did- 

Mr. Harrison. I am trying to get at how much money is involved. 

Mr. Ruste. Then I will give you that figure from my memory. | 
think that in the last year—and I believe that was 1957—26 of the 
largest purchasing cooperatives in the country—and that 
means their total income, practically 
around $40 million. 

Now, I am not sure that my recollection is right, but I have that 
figure in my statement. It isa small amount, anyway. 

Mr. Harrison. All right. Now, as I understand it. it 


probably 
had net margins of somewhere 


IS agreed 
by evervone on the panel who advoe: ates taxing cooperatives that 
what they think should be subjected to corporate tax is the net mar 
gins. Is that right? And we do not have the figures on anything 
except the agricultural cooperatives. 

Mr. Peet. Mr. Harrison, I did not suggest taxing the entire ne! 
margin ; just those not paid out in cash. 

Mr. Harrison. I am trying to see what revenue is involved. What 
would be the effective rate of a corporate tax on $160 million—or $165 
million, I think it is—about 35 percent? Isthat right? Would every- 

body agree to that ? 

Mr. Warren. How do you arrive at your 35 percent, Mr. Harrison! 

Mr. Harrison. I was just wondering what the effective rate is. 

Mr. Warren. I think the T reasury would have to give us some kind 
of estimate on that. I could try to get together 
it later to the committee. 

Mr. Harrison. Those would not. be in the surtax bracket, would 
they ? 

We can use the figure Mr. Lanahan gave—$46 million. 

Mr. Lanauan. $46.745,000 is the total. I believe there are 17 re- 
gional wholesale supply cooperatives there. 


a figure and submit 
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Mr. Harrison. Should that $46 million be subject to tax, or is that 
tax to be realized ¢ 

Mr. LANAHAN. That is where we are in trouble. I think the panel- 
sts go in several different directions on how you would tax. 

Mr. Harrison. But that $46 million is money that could be taxed ‘ 

Mr. Lananan. That could be taxed. 

Mr. Harrtson. And that is not the money the Treasury realizes from 
taxation 4 

Mr. Lanauan. That is money that constitutionally could be sub- 
ected to the corporate tax, 

Mr. Harrison. And there are how many cooperatives / 

Mr. Lanauan. There are 17 of those—major regional wholesale 
supply cooper: atives. 

Mr. Harrison. Would the panel agree that even if these coopera- 
tives were subjected to a full corporate tax, the amount of revenue in- 
volved does not exceed $100 million a year / 

Mr. Ruste. I would. 

Mr. Nieman. It would not come anywhere near $100 million, in my 
opinion, sir. 

Mr. Rasxr1np. I think it is well within the range. 

Mr. Harrison. = what do you say it would be ? 

Mr. Nieman. I do not have the figure. But vour figure is arrived 
it by taking the Department figures, which Mr. Peel has quoted, at 
page 1862. And, as I pointed out, that is on the basis of cooperatives 
which average $114,000 a year, net. The 88 percent of the coopera- 
tives in the United States that are not included in those figures only 
werage $16,589 per year, net. And by the time you blend 8,636 co- 
operatives that have net margins of $16,000 in with the rest of those, 
your figure, in my opinion, is going to be watered down pretty thin, 
«0 far as actual revenue is concerned. 

Mr. Harrison. Now, your figures are $275 million, Mr. Nieman. 
Is that agricultural cooperatives, or all cooperatives / 

Mr. Nieman. I have taken that figure of $275 million from page 
Isi2 of the “Tax Revision Compendium,” where Mr. Peel quotes the 
Department of Agriculture. The $275 million is not my figure, but 
I accept it. 

Mr. Harrison. What does that include ? The agricultural coop- 
eratives? Or all cooperat ives? 

Mr. Nieman. I will read this statement to you: 

In 1954 the total volume of 9,793 farm cooperatives was eight and a half 
billion dollars, and the net margins were estimated at $275 million. 

Mr. Rumepze. Mr. Harrison, I am sure our chairman and Mr. Ma- 
son will remember the occurrence to which I am going to refer you. 
on recall whether it was in 1951 or a later date, but See retary 

if the Treasury Snyder appeared before this committee, and he said- 

f all the earnings of all the cooperatives in the United States were taxed at 
bin corporate rates, the revenue received by the Government would be ap- 
proximately $25 million. 


Mr. Warren, That was contained in those economic reports that 
were submitted to your committee in 1948. You remember you had a 
number of economic reports back at that time, Mr. Chairman, and 
that was cont: — in that economic study on cooperatives that was 
done under Mr. Louis Sher’s direction. 
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Mr. Rumeste. This statement that I referred to was made by the 
Secretary in answer to an interrogatory from a member of the com. 
mittee. 

Mr. Harrison. I want to ask each member of the panel if he will 
file in the record his estimate of how much revenue his plan would 
bring to the Treasury. 

That is all. 

Mr. Warren. Mr. Chairman, I just wanted to make one observation 
on Mr. Harrison’s comment. And with all due respect, I submit this 
is a question which we all recognize is one that is not de minimis, is 
of importance, is one of principle, and therefore it is something that 
requires action. 

Mr. Harrison. I thoroughly agree with that. Whoever is escap- 
ing taxes should be subjected to them. But there has been so much 
said, and the people have been told so much about $5 billion of income 
that escapes taxation, and other estimates that nothing escapes taxa- 
tion that I do think it would be well to know authoritatively what is 
involved. 

Mr. Warren. I made several suggestions. If you ask me to sub- 
mit estimates on all of mine, I will have quite a time. They include 
some proposals that have been followed in other countries of the 
world. In connection with the taxation of cooperatives in the coun- 
tries of the world, I would like to make this observation : As a country 
becomes more and more developed, and as facilities are made available 
for people to buy on a more competitive basis, there is a tendency to 
approach the taxation of cooperatives more like an ordinary corpora- 
tion; never completely, but at least it moves in that direction. And 
[ think that is of great interest to the committee. 

Mr. Rumeste. What does Great Britain do? 

Mr. Warren. You cannot use Great Britain as an illustration, be- 
cause they integrate the corporate tax. 

A shareholder who receives a dividend from a corporation in Eng- 
land is able to take a deduction for taxes paid at the corporate level. 
There is an integration with the corporate tax completely, in England. 

If you move in that direction, I would support that. Then you 
have a comparable situation. 

Mr. Krogu. You mean they have eliminated the double taxation, 
and we have only taken a little step to it ? 

Mr. Warren. That is right. 

The CuHatrman. Mr. Byrnes will inquire. 

Mr. Byrnes. Mr. Chairman, I would like to see if we could get to 
some proposal, at least, in the area that seems to me to be an area 
of agreement. 

I gather that Mr. Nieman, and Mr. Rumble, and all the rest agree 


that the net margins distributed should be taxed, and taxed to the 
patron. 


Is there anybody that disagrees ? 

Let me start out here on the basic proposition that the net mar- 
gin distributed in some form, whether the cooperative discharges 
liability under contract—I will come to that other aspect of what 
constitutes distribution later. But when we come to the payment, 


do we all agree that the net margin distributed to the patron should 
be taxed to the patron ? 
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Mr. Prev. I think, Mr. Byrnes, even that needs one qualification. 
If the net margin is distributed to the patron of a purchasing or con- 
sumer cooperative, relating to a purchase for personal use, I do not 
think that would be income. 

Mr. Byrnes. It should be considered in determining his income, 
because in some of them they might use it as a reduction of his ex- 
pense rather than an increase in his income. 

Mr. Pee. Yes, if it is a reduction of a business expense, it should 
be taken into account. 

Mr. Byrnes. But should it be taken into account in determining the 
patron’s net income for tax purposes? 

Mr. Rumste. Yes, sir. 

Mr. Lanawan. I would have to ask you, Mr. Byrnes, what you 
meant by distribution. 

Mr. Byrnes. I said I am going to come to that next, that the net 
margins distributed certainly should be taxed. 

Do we have an agreement that the net margins not distributed do 
not constitute a distribution? And again I am going to ask that we 
defer for the time being a definition of what constitutes distribution— 
that net margins not distributed should be taxed to the entity at cor- 
porate rates? 

Mr. Rumste. I would agree with that. 

Mr. Nreman. I would agree with that. 

Mr. Byrnes. So that we come down to the question of what, shall 
constitute a distribution and what shall not constitute a distribution. 
As I understand it, we run up against court decisions which are un- 
willing to recognize at least what the Congress was willing to recog- 
nize as being a distribution. Is that correct? 

Mr. Rumste. I do not think so. I think all the courts that have 
considered the question of the taxation of a cooperative are unani- 
mously in favor of the present Treasury tax treatment of cooperatives. 

Mr. Byrnes. I do not think that conflicts with what I said. My 
statement was that the court decisions have refused to consider as 
a distribution what the Congress thought, in enacting the 1951 act, 
would constitute a distribution. 

Mr. Rumete. That is exactly right. 

Mr. Byrnes. So that is the impasse that we are in now. And the 
question is: How do we work out a situation where Congress can define 
a distribution which the courts will recognize also as a proper defini- 
tion of a distribution for the purpose of making it applicable to the 
Internal Revenue Code and income tax ? 

Mr. Rumete. I would answer that in the age-old way: Pass a law. 

Mr. Byrnes. Now, in 1951 we thought we had passed a law. We 
thought we had said that a certificate or a letter of application would 
constitute a distribution. 

Mr. Rumete. I think perhaps you did not go quite that far. Asa 
matter of fact, in 1951 you made no effort to say anything about the 
taxation of patrons. What you did do, and what we were all doing— 
and I was equally involved with you in the mistake that we made: We 
assumed that under the then court and Treasury rulings, patrons were 
taxable, regardless of the form of the distribution. But we put 
nothing in the law to that effect. And what I have promised the 
chairman is a form of bill which in my judgment will do just what you 
suggest and will be upheld by the courts. 
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Mr. Byrnes. Would your proposal be a matter of imputing a con- 
structive value to a distribution that was not in cash but evidenced by 
something else ? : 
Mr. Ruste. I think that would be one way of putting it; but] 
would myself rather say it would be placing an agreed value upon 
the distribution, a value to which the patron had agreed by contract. 
Mr. Byrnes. I gather Mr. Nieman’s suggestion is that you impute 
or state that the value of this certificate or stock shall be the value of 
the money that he would have been entitled to had he not contracted 
away the authority to receive in cash and accept instead a certificate 
or some other evidence. 

Mr. Nieman. That would be the effect of it, yes. 

Mr. Byrnes. That would be the value that you would put on it. 
You would not try to use a general market value or something like 
that; you would make it a constructive value, would you not? 

Mr. Warren. I had not thought of this before, but could you not 
possibly take the old basket tax approach that we used at one point 
and impose a tax on the cooperative. Then to the extent that the 
patronage dividends were paid out that were taxable—you would 
have to be careful to cover the rec ipients that might be charitable 
organizations—the cooperative would have a deduction for it? 

Mr. Byrnes. You come into that same step if we take the two steps 
the panel has agreed on, that anything they did not distribute was 
to be taxed to the cooperative as an entity at the corporate rates. 

Mr. Warren. That is right. 

Mr. Byrnes. So that you would look to whether a distribution—if 
it was a distribution, it automatically became a deductible item in 
determining what the net margin retained was. 

Mr. Warren. That is right. 

Mr. Byrnes. I would like to get the view of some of the law pro- 
fessors here as to whether or not they feel that you can, under the 
present court decisions, by statute, impute a value such as we have 
been talking about. 

Mr. Raskinp. The valuation part of it I would think would be the 
most difficult approach; that is why I found the Simpson bill 
appealing. 

Mr. Byrnes. The reason I worry about that, frankly, is that we 
put them in a very questionable circumstance when we say, “You 
have to wait and see what the court decision is going to be,” as to 
whether we apply double taxation, because I do not think the court 
would question at all, after a legitimate distribution was made, that 
that would be taxable to the patron, irrespective of whether there had 
been a previous tax or previous credit given at the corporate level. 

Mr. Raskinp. You could then say that the burden ought to be on the 
cooperative. 

Mr. Byrnes. I like to get. down to a certainty, particularly with 
some of the uncertainties in the law contributed by the courts. What 
I am trying to figure out here is whether you gentlemen believe that 
it is sesiailots to write into law, into statute, an imputed constructive 
value on these distributions. 

Mr. Raskrnp. Possible, but difficult and unwise. Therefore I think 
the other way is better; one that does not attempt a valuation. 

Mr. Warren. I think you have a very difficult question when you 
try to say that a certificate which has $100 printed on it represents 
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$100 of income when we know the value of the certificate not to be 
<100. After all, marge are Government bonds, that have a nice $100 
prin ted on them, but they are selling now at $90 and $88. And I do 
jot see how you can put a fictitious value on it and say that the face 
cine is income, because the actual value is just $88, or $76, or 
something like that. 

Mr. Byrnes. Can you tell me why we cannot follow this assumed 
transaction that Mr. Nieman talked about, namely, that we should 
onsider that there has been a distribution of cash, with a contractual 

vestment, so that the income was construc tively received, as long 
ie did eventually get the certificate that he contracted for? 

Mr. Raskinp. You could do that. When I said before it is pos- 
for example, in the foreign personal holding company pro 

shareholders are taxed as though they had received a distribu- 

| think you could do that here. You would probably find more 

on to test this than you would get by doing it the other way. 

nanan. Mr. Byrnes, I would just like to say that I think the 

sal puts a tax on the man who does not receive cash. Yet it 

| make him taxable on it. It seems to me the farmer is put at a 
advantage by such a proposal. 

Mr. Byrnes. I would think that would be up to the farmer who 
to contract his right away, ina sense. It may be that he does 
derstand ¢ ‘omplete ly what he is doing. 

Lananan. There may be some question about his ability to 

‘the cash. May I offer a proposal here, the second of my pro- 

posals, with respect to a cash distribution’ Under the second of my 

proposals, to the extent that the net margins are retained, they are 

subiect to the corporate tax. But on distribution, those previously 

xe" | net margins give rise toa credit to the cooperative, to offset any 

ibility that may occur in the year of an earlier retained patron- 
lividend. 

under that proposal, eventu: illy, the cooperative pays no tax 

‘spect to those retained net margins. : does seem to me to cast 

e tax account at the appropriate time and at thea \ippropriate place. 

Mr. Byrnes. We had come to this point of agreement in this area, 
nd I was just hopeful that maybe we could get a little further into 
rreement on the method t to be ‘used to obtain the result that we all 
ought, limited to that particular aspect. I recognize that there are 
embers of the panel that differ on other aspects, such as whether we 

d tax asan entity irrespective of any distributions certain types of 
operative activity. 

I certainly would weleome. Mr. Rumble, your drafting of legisla- 
on to aecomplish that objective, and I would appreciate it also if Dr. 
Warren and Mr. Raskind would see if they could come up with some 
kind of a statutory definition of what would constitute a constructive 

value on such a distribution. 

That is all, Mr. Chairman. 

: ie CoatrMan. Any further questions / 

entlemen, we appreciate so much your coming to us today and 
inswering our questions as you have. 

And I will get some further information from you, Mr. Rumble, 
before long. 

I thank all of you for being here. 


48820-—60——_ 
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Without objection, the committee adjourns until 10 a.m. tomorroy. 
(Whereupon, at 4:40 p.m., the hearing was adjourned, to reconyene 
at 10 a.m. Tuesday, December 15, 1959.) 
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SPECIAL PROBLEMS IN CORPORATE TAXATION— 
INSURANCE COMPANIES; TAX-EXEMPT ORGANIZA- 
TIONS 


TUESDAY, DECEMBER 15, 1959 


House oF REPRESENTATIVES, 
ComMITTEE ON Ways AND MEans, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The Cuarrman. The committee will please be in order. 

We continue this morning looking at special problems in corporate 
taxation; looking specifically at taxation of insurance companies. 

We are pleased this morning to have as panelists Mr. Roy E. Moor, 
professor of economics, Williams College; Mr. George E. Lent, pro- 
fessor of economics, Dartmouth College; Mr. John W. Scott, Jr., 
attorney, of New York; Mr. George D. Haskell, American Mutual 
Alliance; Mr. S. Alexander Bell, accountant, of Chicago, I1l.; and Mr. 
H. Ladd Plumley, State Mutual Life Assurance of America, 
Worcester, Mass. 

We appreciate having you gentlemen with us. We appreciate the 
papers that you prepared for the compendium. 

We will recognize the members of the panel, beginning with Pro- 
fessor Moor. 

We appreciate having you here today, sir, and you are recognized. 


STATEMENT OF ROY E. MOOR, PROFESSOR OF ECONOMICS, 
WILLIAMS COLLEGE 


Mr. Moor. Thank you, Mr. Chairman. 

Members of the committee, in my longer paper in the compendium 
volume, I attempted to answer this question: To what extent is there 
economic validity in the arguments that have been advanced for spe- 
clal tax treatment of insurance companies? My conclusion was that 
there is no real economic validity to the arguments and therefore the 
companies should be taxed like other corporations. Since you pres- 
ently have before you proposed legislation (H.R. 7671) which would 
tax mutual fire and casualty insurance companies like other corpora- 
tions (including stock fire and casualty companies), and since some of 
my colleagues on this panel have objected to this type of change, let 
me briefly review the weaknesses in the case for special tax treatment 
of mutuals. 

One justification for special tax treatment has been that mutuals 
do not sell a product in the same sense as other corporations. Yet 
there is a seolest: an insurance contract which obligates a mutual to 
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perform certain services. This contract is an economic product be 
cause (1) it provides satisfaction to the customer, (2) the customer 
must buy this satisfaction in a market for a price, and (3) costs ar 
incurred in the production of this satisfaction. In every essentia 
characteristic, this product is identical to the product of any othe 
corporation. 
It is alleged that the income from the sale of this product cannot 
be measured on an annual basis. Yet every businessman faces the 
problems of accrual accounting: to associate Incomes and expenses for 
1 year even though these are not actually received or incurred in the 
same period. All corporations must use estimates in determining cer 
tain expenses, for example, depreciation, inventory valuation, w- 
settled court cases, and the Internal Revenue Service accepts estimates 
for tax purposes. To say that accounting difficulties exist is not to 
say that special tax treatment should exist. 
‘Another argument is that mutual companies should have special tay 
treatment because of the ir form of organization. Yet no camouflage 
ean hide the fact that the basic relationship between the policyholder 
and the company is that of customer-seller. (Why else would mutuals 
advertise?) The ¢ rate rs have a claim on the accumulated surplus 
of a mutual only if (1) the obligations to the customers exceed esti- 
mated liabilities or (9) the company liquidates. The first of these 
situations exists between every corporation and those to whom it is 
obligated and the second is certainly too remote to be a significant 
tax consideration. A mutual is a totally distinct entity from its cus- 
tomers. The company is a corporation that can sue and be sued, own 
property, and so on, completely independently of its customers. 
The assertion is made that mutuals make no profits. Yet the annual 
statements of the mutuals show profits after all expenses, including 
dividends. ‘That is, gross incomes minus aggregate costs leave some 
residual. What other definition of profits can there be? The corpo- 
rate income tax only applies to net profits, yet the mutuals object to 
the payments they would make under ‘this tax. W hy should they 
object if they have no profits? If they have no profits, they would 
pay no taxes. The present tax treatment of mutuals can be criticized 
because it does not allow full deductibility of all costs that mutuals 
incur; the present law should also be criticized because it does not 
include in the tax base the total income associated with these costs. 
Not only do mutuals obtain profits, and in the same ways as other 
companies, but the mutuals also retain profits, and for the same rea- 
sons as all other corporations: to promote growth and to provide con- 
tingency funds. All other corporations must accumulate these funds 
after taxes; why not mutuals? If particular mutuals, for example, 
pure assessment companies, do not accumulate surplus, but instead 
only charge each cus stomer a price equal to the costs of operating, no 
tax should be imposed. But the corporate approach would not require 
any tax payment in this case. Therefore, it cannot be argued that 
mutuals would not pay taxes under a corporate approac nm = he test for 
all companies should be the amount of their net income. 
In summary, I would support H.R. 7671, which provides greater 
tax equity by applying the corporate tax approach to all mutual fire 
and causalty companies, just as it is now applied to all stock companies 
in the field. Moreover, the logic that supports such legislation in the 
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fre and casualty area also pushes one to the further conclusion that 
the same prince iples should be extended to life insurance companies as 
well. 

The Cuarrman. Thank you, Mr. Moor. 

Mr. Lent, we appreciate having you with the committee this morn- 
ng, and you are recognized. 


STATEMENT OF GEORGE E. LENT, PROFESSOR OF ECONOMICS, THE 
AMOS TUCK SCHOOL OF BUSINESS ADMINISTRATION, DART- 
MOUTH COLLEGE 


Mr. Lent. Thank you, Mr. Chairman and members of the commit- 

, life insurance has long enjoyed a preferential position in the Fed- 
ea tax structure. Policyholders generally have escaped direct taxes 

their insurance income and, until 1 158, stockholders have not been 
aioe to tax on their underwriting income. 

Life insurance companies have tri ‘adition: illy been taxed only on their 
called free investment income. This is the excess of their net in- 
vestment income over interest requirements on policyholders’ reserves 

ind other contractual liabilities. The need for a new approach to 
if insurance company taxation has been officially recognized since 

147, when operation of the 1942 formula completely freed the insur- 

nce business from tax. Since then it has been superseded by stopgap 
gis: ition, based on various free investment income formulas, pend- 
ng agreement on permanent legislation. 

The newly enacted Life Insurance Company Income Tax Act of 
1959, applicable to income of 1958 and future years, finally removed 
from the books the 1942 formula that has been dormant since 1949. 
My comments are concerned principally with the inadequacies of this 
“permanent formula” and a proposed life insurance tax program that 
remedies these defects. 

Deficiencies of the Life Insurance Company Income Tax Act of 
1959: The 1959 act restored a total income approach to the taxation 
of life insurance company income, which was abandoned in 1921. 
Taxable income now consists of three major parts: (1) Taxable in- 
vestment income; (2) one-half of current underwriting gains; and 
3) the other half of underwriting income when distributed to share- 
iolders or meeting other tests. 

My study of life insurance taxation over the years, and the 1959 
formula in particular, has led me to the following principal conelu- 


sions: 
|. The free investment income approach should be abandoned. Not 


1 


ly is it Incorrect in principal, it has also been arbitrary in its ap- 
ication. The concept of free investment income incorporated in the 


present law, based on the average earnings rate, is highly artificial 


her 


ind bears no relationship to reality in the case of individual compa- 
ies. It also fails to reach all the net earnings of policyholders at a 
ix rate appropriate to individuals. As a result of this, and their 
eatment elsewhere in the tax code, policyholders in general escape 
\ fair share of income tax on their insurance investment. 

The decision to exempt interest on pension fund reserves has un- 
essarily further undermined the income tax base. In choosing this 
olrse to equalize the taxation of insured funds with tax-exempt non- 
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insured pension funds, a large and expanding source of revenue is al. 
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3. Although the decision to tax underwriting gains marks an in. et 
portant forward step, because of special deductions and exclusions the ai | 
stock companies continue to enjoy relatively favored tax treatment of ae : 
their profits. The taxation of only one-half of underwriting gains BP" 
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and the special deduction for increases in reserves does not appear to 
be justified on economic or equity grounds. 


A PROPOSED TAX PROGRAM 


The major deficiencies of the Life Insurance Company Income Tax 
Act of 1959, outlined above, emphasize the need for an entirely new 
approach to the taxation of life insurance. A permanent program for 
the Federal taxation of life insurance and closely related types of in- 
come is suggested below. In summary, it includes— 


1. Assessment of a moderate, flat tax on policyholders’ interest, ‘ soap 
to be collected from the life insurance company. os oan! 
2. Taxation of net investment income of all private pension ; tion 
funds at the same tax rate. al 
3. Taxation of all net gains from operation of mutual and anal 
stock insurance companies, after dividends to policyholders, at “hould 
corporate rates. ‘adigi 
TAXATION OF POLICYHOLDERS — 
A flat rate of tax assessed on net investment income allocated to  ™ 
policyholders (including pension reserves) would recognize the gen- § °™P 
erally accepted fact that this is the only source of personal income on 
generated by life insurance companies. In light of the fact that this § ° ‘Ni 
income almost wholly escapes Federal personal income tax, except for mr 
interest income reported by annuitants, it would be appropriate to di - 
impose a withholding tax at a standard flat rate. However, no at- ae 
tempt should be made to allocate the tax to individual policyholders. § °™ 
In the case of participating policies of both mutual and stock com- a 
panies, the tax would reduce policy dividends. Stock companies on 
could recoup the tax on nonparticipating policies through their a 
premium-loading charges. ped 
While the lowest: bracket income tax rate would be appropriate for va 
this purpose, the tax could be imposed initially at a lower rate and i | 


gradually increased over a transition period. A 20-percent rate 
would raise about $525 million, at 1958 levels. 

In consideration of its imposition as a withholding tax on policy- 
holder income, provision could be made for a tax credit of an equiva- 
lent amount when and if such income is later included in the personal 
income tax returns of the insured and annuitants. Annuitants would 
be most concerned. Present law already provides a tax credit of 20 
percent on unearned incomes up to $2,400, which could be enlarged 
for this purpose. 








INCOME OF PENSION TRUSTS 


Imposition of a comparable tax on the net investment income of 
trusteed oe funds would tap another rapidly growing source of 
income that now escapes current taxation. Employees are the sole 
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beneficiaries of this income which, together with employer contribu- 
tions, is not taxed until received upon retirement. At 1958 levels, a 
90-percent rate would produce an estimated $150 million revenue. 

Since investment earnings on noninsured pension funds are com- 
arable to the earnings of insured pension funds, it is difficult to 
justify taxing one without the other. Discriminatory taxation of life 
insurance funds (together with State premium taxes and other fac- 
tors) has placed insurance companies at a competitive disadvantage 
and helped contribute to a declining share of the business. In view of 
the growing importance of these earnings, which enjoy a preferred 
tax status, it would appear desirable to tax the net investment income 
of both insured and noninsured funds rather than to exempt it. 


TAXATION OF INSURANCE COMPANIES 


Since the life insurance company itself typically retains substantial 
sains from operations, which benefit policyholders only incidentally, 
it would appear appropriate to tax such retained earnings as corpo- 
ration profits. Such taxable income would include all gains not ir- 
revocably set aside for the policyholders, and would, therefore, 
exclude any additions to policyholders’ reserves. No distinction 
should be made among different types of business, including insurance, 
individual and group annuities, credit life, health and welfare, and 
related businesses. 

The proper measure of such taxable earnings would be “net gains 
from operations after dividends to policyholders,” adjusted to insure 
comparability among insurance companies and conformity to estab- 
lished income tax conventions. After appropriate adjustments, a tax 
of this sort should yield over $200 million annually, against the $40 
million estimated revenues for 1958. 

Full taxation of stock-company underwriting profits is clearly 
dictated by the need to close more tightly this major gap in the Fed- 
eral income tax structure. There is nothing in the nature of the 
insurance business or structure of the industry that justifies con- 
tinued preferential treatment of its earnings. The incidence of such 
tax would be on the stockholders, and stock companies would not 
be placed at a competitive disadvantage in the net cost of their in- 
surance contracts. Comparable taxation of mutual companies’ sur- 
plus not allocated to policyholders would further insure tax parity 
in this respect. Insurance companies would also be brought into 
better alinement with casualty companies in the taxation of income 
on accident and health insurance. 

The Cuarrman. Thank you, Mr. Lent. 

Mr. Scott, we appreciate having you with us today, sir, and you 
are recognized. 


STATEMENT OF JOHN W. SCOTT, JR., ATTORNEY, NEW YORK 


Mr. Scorr. Thank you. 

Mr. Chairman, members of the committee, the taxation of life in- 
surance companies has been so recently and lengthily explored that 
I feel sure 1 could add nothing to that subject at this time. With 
regard to fire and casualty insurance companies, however, I think 
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our 17 years of experience with the present law and its differing 


to the | 
rate bases for the stock and mutual insurors affords a fair founda. 































































































































































































tis to 
tion for ¢ ritic ism. It is a 
I would like to address my remarks, then, to the Federal income rvice 
tax as it touches the fire and casualty companies; and for brevity’s ‘he not 
sake, if nothing else, I shall refer to all of them as “casualty com- J] ha 
paniee . nelude 
A stock casu: oa company is taxed today on a base not materially J The 
different in se ope from that of regular business ¢ orporations engaged You 
in some activ ity other than insurance. Spec ifically, there is a single (Th 
net income tax base, into which enter net investment yield and net 
underwriting gains or losses, as the case may be; and the tax rates 
imposed upon the net derivative of that tax base are the regula 1 thi 
corporate aa the Fe 
By contrast, the mutual casualty insuror is taxed at regular corpo- Jj this pt 
rate rates tie on its net investment income, but the tax payable there et 
may not be less than 1 percent of the sum of net premiums plus grogs ae 
inv ‘estment income. sufficie 
In short, then, the only net income tax imposed in this — is that ehind 
upon investment income, but a floor provision was added, I suppose indged 
for revenue purposes, when it was first adopted in 1942; and this tig 
floor provision constitutes, in my mind, not only a gross income tax, incom: 
but an unwise and dangerously unfair one in some instances. modes 
The dual standard of present law taxing casualty insurors has im wh 
posed upon the stock companies an appreciably higher tax burden f th 
than has been borne by the mutual companies. In part, my criticism of § ite ix 
the existing law rests on a doubt that this difference in tax treatment ence 
is justified. In addition, though, my criticism is addressed to what aoe 
I consider to be the very unfortunate tax base that rests on the mu- ot 
tuals today under the present law. fount 
If both the stock and the mutual companies were to be subjected Th 
to a true net income tax, I believe that net underwriting profits as aan 
well as net investment yield should be included in a single net income om a 
tax base. titic 
In measuring the taxable portion of that base, though, I suggest insu 
that all policyholder dividends should be allowed as deductions, with- Or 
out regard to the source of the moneys from which those dividends tax, 
were paid. shor 
There is an old dispute involved here, of course, as soon as you = 
mention a net income tax on mutual companies that would consider 
their underwriting gains as well as their investment yield. As I of t 
understand the views of the representatives of mutual insurors, the mut 
mutual company is avowed to have no net underwriting income. In si 
my view, however, this is simply not the case. Both the stock and ee 
the mutual companies engage in the same eeiaies and have the same hol 
two sources of income, underwri iting yield or loss and net investment dis 
income, which I believe is never a negative fact. The argument cle 
whether the mutuals do or do not have a taxable income then. as I ™ 
see it, boils down to the question of just what is the property interest 
of the holder of the mutual company’s policy in his company’s un- to 








returned and undivided portions of the company’s surplus? 
In my view, the unreturned parts of the underwriting yield, un- 
returned and not always specifically set aside, designated and credited 
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‘o the individual policyholder, are the moneys of the company. If 
tis to be likened to the surplus of a corporation, it is earned surplus. 
it is a portion of the yield that has been received by charging for a 
ervice rendered more than that service costs to render. In short, 
‘he normal business concept. 

[ have a short prepared summary statement if you would like to 


nelude it in the record. 

The CuatrmMan. Thank you, Mr. Scott. 

Your summary statement will be included in the record in full. 
(The summary statement of John W. Scott, Jr., is as follows :) 


SUMMARY OF STATEMENT BY JOHN W. Scort, JR. 


I think a summary of a position on almost any issue involving the reach of 
the Federal income tax should state its basic premise, even thought in my case 
this premise is certainly not original. My own approach is that every instance 
of favoritism in the definition of the rate base should successfully bear a heavy 
urden of proof before it may be accepted as justified. The existence of a 
lifference in business practice or mode of organization is not, in and of itself, 
suficient to justify a rate base exception. There must be compelling reasons 
ehind the differences of form, and those reasons must be persuasive when 
idged according to standards of the revenue laws. In a number of instances 
the impact of the Federal income tax properly ignores what have been called 
the witty diversities’ of local law. Similarly, it seems to me, the Federal 
income tax base should be defined without undue regard to distinctions in the 
modes of organizing taxable entities or differences in manners of conducting 
usiness affairs. 

While the portion of the tax base under consideration by this panel is that 
f the taxable income of insurance companies, I think that the taxability of 
ife insurance companies might reasonably be set aside for a time, until experi- 
ence can demonstrate at least the initial impact of the new Life Insurance 
Company Income Tax Act of 1959. With regard to casualty insurance com- 
nanies, however, I believe that our 17 years of experience with the existing 
aw and its differing rate bases for stock and mutual companies affords a fair 
foundation for criticism. 

The dual approach of present law taxing casualty insurers has imposed upon 
the stock companies a tax burden appreciably higher than that which has been 
borne by the mutual companies. In part, my criticism of the existing law rests 
na doubt that this difference in tax treatment is justified. In addition, my 
riticism is addressed to the concepts involved in the tax base of the mutual 
insurers, as I view this tax to be not only a gross income tax, but an unwise 
gross income tax, as well. 

If both stock and mutual companies are to be subjected to a true net income 
tax, I believe that net underwriting profits as well as net investment yield 
should be included in a single net income base. In measuring the taxable por- 
tion of this net income base, I think that all policyholder dividends should be 
illowed as deductions, without regard to the source from which paid. 

Consideration should also be given to matters of statutory clarity and ease 
of taxpayer compliance. Extending a true net income tax to all net income of 
mutual companies would require no elaboration of the complexities of the In- 
ternal Revenue Code. On the contrary, it would admit of more simple and con- 
cise statutory provisions than are now in force for these taxpayers. Further, 
4s to the possible alternative tax treatments which might be afforded to policy- 
holder dividends, I think that the allowance of full deductibility for all such 
distributions to policyholders is not only the treatment to be preferred but will 
clearly be the shortest in statutory expression, as well as the most convenient 
for compliance by the taxpayer. 


lhe Cuatrman. Mr. Haskell, we are pleased to have you with us 
today, sir, and you are recognized. 
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STATEMENT OF GEORGE D. HASKELL, AMERICAN MUTUAL 


ALLIANCE with th 




























olicy hs 
Mr. Hasxetu. Mr. Chairman, I thank the committee and the chair. = : 
man for the opportunity to participate in this panel. - ae j 
I do not subscribe to the theory that, in the interest of simplicity al] aad. i 
business corporations should be taxed identically. Nor do I sub.§ ° hia 
scribe to the proposition that differences in tax treatment necessarily yn 1° 
result in tax discrimination. I believe that only through the medium ff... ¢9 
of income tax differences can we achieve tax equity as nearly as it is amcont 
possible to do so by correctly ascertaining the proper taxable income a sto 
of the different types of business activity. ol of 
It is my opinion that insurance is markedly different from manv- fj oriod 
facturing and trade justifying separate treatment. Within the in- r mific 
surance field there are sufficient differences between life and fire and § jel 
casualty to require separate tax treatment. For the reasons set forth § come 
in my paper, the basic difference between mutual fire and casualty § 10 an, 
companies and stock fire and casualty companies justify separate tax § oy net 
treatment for them. ‘ncome 
Mutual insurance is basically a means whereby a group of persons, J] ha 
similarly situated with respect to hazards contribute small amounts ff yas a) 
to a pool so that members of the pool who suffer losses may be in- J guces ; 
demnified. Stock insurance is a plan under which a capital fund is applic: 
created and then for a consideration an indemnity agreement is made § “yr 
with the insurance policyholder. The stock company owns the money §§ jncom 
so received. In a mutual company there is no source of funds other § guctu: 
than from the policyholder and the earnings on these funds. Funds Thi: 
in the mutual company not needed for losses, expenses, and reserves § sybmi 
are returnable to the policyholders, and the funds retained serve only & ess o 
the function for which they were contributed—insurance protection. § of the 
No taxable underwriting income is generated by policyholder contri- J glect 
butions. However, when the contributed funds of the pool are in- § any se 
vested and earn income, this earned income has been deemed to be the The 
proper basis for taxation of a mutual company. Mr. 
An insurance company must accumulate and retain in its funds not J recon 
only enough to meet current losses and expenses, but an additional r 
amount sufficient to meet the contingencies of abnormal losses and § sTaT 
statutory State admission and solvency requirements, as well as an 
amount sufficient to make its policies acceptable to the insuring public. Mr 
Policyholders’ surplus is not simply an excess of assets over all § Mr 
liabilities, it is in fact a reserve. While legal title to surplus is vested § sence 
in the insurance corporation, only policyholders in a mutual company § toget 
have any beneficial interest in the funds. sub je 
A stock company may increase its surplus to policyholders, if it J comn 
needs to do so to meet the increased demands of the insuring public, J inde 
through its access to the capital equity market. A mutual cannot. J Th 
While the income from investment transactions, after taxes, may sup- § inde: 
ply a considerable portion of the accretions to surplus, for most mu- J tum! 
tual companies the amount is insufficient. Hence, it must supplement § spre: 
the income from investments by the retention of some of the under- § Teco 
writing income. <A tax system, subjecting mutual underwriting in- § casu 
come to a 52-percent tax, would seriously jeopardize the ability of § t © 
most mutuals to acquire that amount of surplus needed to keep pace § and 
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vith the growing insurance values and changing demands of its 
policyholders. 

‘The contention that the present dual system of taxation has re- 
sited in discrimination in favor of the mutuals and against the 
stocks is not. substantiated by the facts. If such a discrimination ex- 
sted, it should reveal itself in changes in the relative shares of 
remium volume going to stocks and mutuals. 

In 1942 the net premium volume of stocks and mutuals combined 
was $2,766,814,000, of which the stocks wrote $2,164,592,000 or 78.2 
percent. In 1957 the combined total was $11,675,275,000, of which 
the stocks wrote $8,640,093,000 or 74 percent. The mutual propor- 
tion of premium volume increased 4.2 percent over this 15-year 
period. I submit that this small increase is too negligible to have tax 
significance and could well be due to other factors. 

‘I believe that the tax at corporate rates on net taxable investment 
income and capital gains is a tax on the proper tax base for a mutual 
fire and casualty company and that where the alternate 1-percent tax 
on net premiums, less policyholder dividends plus taxable investment 
income applies, it is an in-lieu-of tax on income. 

I have never believed that the 1 percent floor tax on gross income 
was an ideal tax, but I do contend that the present tax plan pro- 
duces a more equitable result, over a period of years, than would the 
application of a tax based upon any total income theory. 

Further, the present method of taxing mutuals produces a stable 
income of increasing size to the Treasury, as contrasted to a highly 
fluctuating income produced by a tax on the total income theory. 

This presentation is not a summary of the contents of my paper 
submitted to this committee. To do that would require time in ex- 
cess of that allotted to me. Rather, it is an effort to pinpoint some 
of the more significant points in the paper. I do not intend this 
lection as any indication that the points not here covered are in 
any sense inconsequential. 

The Cuarrman. Thank you, Mr. Haskell. 

Mr. Bell, we appreciate having you with us today, sir, and you are 
recognized. 


STATEMENT OF S. ALEXANDER BELL, ACCOUNTANT, CHICAGO, ILL. 


Mr. Betz. Thank you. 

Mr. Chairman and members of the committee: Insurance is in es- 
sence a cooperative venture of large numbers of individuals who band 
together for the purpose of spreading the risks to which they are 
subject. They each contribute periodically a small amount to the 
common fund out of which those few who sustain the losses draw the 
indemnities provided. 

_ The business of insurance companies is the administration of these 
indemnity funds. The insurance companies bring together the vast 
numbers of policyholders generally necessary to provide a basis for 
spreading the risks involved. They study the statistical and other 
records which show the incidence and cost of the various accidents, 
casualties, and mortality ratios and calculate the premiums required 
to cover their expected cost. They provide the necessary personnel 
and facilities for the collection, accounting, and investigation and 
settlement of policyholders’ claims, et cetera. But they do not (and 
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that is very important to bear in mind) pay the claims out of their 
own funds. They may at times draw on their own funds, if any, or 
even borrow funds, to pay claims currently, where losses temporarily 
may be heavier in | year than in another. But in the long run the 
premiums paid must cover the losses and the expenses of administra. 
tion. 

The surplus funds which all insurance companies must accumulate 
and maintain are therefore merely guarantee or safety funds against 
errors in calculating the premium contributions of the policyholders, 


TYPES OF INSURANCE COMPANIES 


Three principal types of insurance companies have been developed 
to answer this problem of administering the insurance indemnity 
funds, as follows: 

(1) Stock insurance companies which are business corporations or- 
ganized for profit whose stockholders pay in capital and surplus funds 
required and who in effect agree with their policyholders, in consid- 
eration of the premiums paid, to administer the indemnity fund and 
to guarantee its adequacy. They engage in this business in the ex- 
pectation of a profit to be realized from savings in premium funds 
and from the investment income. 

(2) Mutual insurance companies which are corporations organized 
not for profit but for the administration of an insurance indemnity 
fund of a large group of policyholders on a cooperative basis. They 
accumulate the required surplus funds by charging, for a time, pre- 
miums greater than those necessary and retaining or “borrowing” 
these amounts as surplus funds. Thereafter they operate on the basis 
of providing to their policyholder owners insurance at cost by either 
returning the unused portion of the premiums to their policyholders 
in the form of so-called policyholders’ dividends or by discontinuing 
the premiums at the time they are paid. 

Like all insurance companies, they earn investment income whic! 
they use to either increase their surplus funds or to reduce the pre 
miums collected. Thus the premium paid by a policyholder in a 
mutual company as distinguished from that in a stock company (non- 
participating) is in effect a deposit and not a final premium. It is 
subject to adjustment (a) by refund of the savings affected, (6) reten- 
tion of surplus funds which makes that part of it a loan or advance 
to the company, and (c) perhaps an additional assessment. 

(3) Reciprocals or interinsurance exchanges are unincorporated 
insurance organizations in which the policyholders (known as sub- 
scribers), acting through a common attorney in. fact, separately and 
severally, and not jointly with any other, underwrite each other’s 
risks. In a reciprocal each subscriber is both an insured and an 
insurer. 

The essential difference between reciprocals and mutual insurance 
companies is that in mutuals the surplus funds are owned by all 
policyholders jointly through the corporation, while in reciprocals 
the surplus of the organization is the sum of the surpluses owned by 
the individual subscribers. While in a mutual the surplus of the 
corporation is the property of the then group of policyholders, in: 
reciprocal the aggregate surplus may include surpluses owned by 
former subscribers no longer insured. 
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PRESENT TAXATION OF INSURANCE COMPANIES 


Because of the nature of its business, revenue statutes always rec- 
nized the distinction between life and other types of the insurance 
business as well as the difference between the various types of insur- 
ance organizations: stock, mutual, and reciprocal. 

Life insurance companies, under the revenue statute enacted in 1959, 
in essence pay regular corporate rates on the sums of their under- 
writing and excess investment income available to stockholders if a 
stock company, or the sum of one-half of underwriting earnings and 
the excess investment earnings if a mutual company. 

Insurance companies other than life are at present taxed under 
methods set forth under the Revenue Act of 1942 and since reenacted 
without any import ant. changes. 

Stock companies are required to pay general corporate rates and 
to compute their taxable income in generally the same way as ordi- 
nary business corporations, except that they may take certain de- 
ductions for expenses not allowed ordinary corpor ations, where meth- 
ods of accounting prescribed for them by State supervisory author- 
ities do not permit them to defer such expenses. This appears to be 
a fair and equitable way to tax stock insurance companies. The 
underwriting profits which they retain out of the policyholders’ 
premium funds are their compensation for the management of the 
policvholders’ funds and are clearly taxable income of a business 
corporation. 

Mutual insurance companies are not required to pay taxes on their 
underwriting income. Only their investment income is taxed at 
regular corporate rates. However, the total tax payable cannot be 
less than 1 percent of their gross income from both premiums and 
investments. This 1 percent of the gross income acts asa “floor” under 
the amount of tax to be paid and is in fact a minimum tax. The exist- 
ing statutes thus recognize the fact that the so-called “underwriting 
income” of mutual insurance companies is not earned income or profit 
as contemplated by the Federal revenue statutes to be subject to taxa- 
tion. Mutual companies whose gross income is less than $75,000 are 
exempt from tax. 

Reciprocals or interinsurance organizations are required to pay 
taxes on their investment income only. They are granted an exemp- 
tion on the first $50,000 of investment income and are taxed at the 
rate of 93 percent on the excess over this exemption. However, if the 
regular corporate rates on their entire investment income produce a 
lower amount of tax, they pay the latter. Thus in the case of recip- 
rocals as well as mutuals, existing statutes recognize the fact that 
their underwriting income is not of such nature as to be subject to 
tax. 

Should the underwriting income of mutuals and reciprocals be 
taxed ? 

Because insurance companies are singled out for special treatment 
in the revenue statutes, the question is raised from time to time as 
to why it should be so and why all insurance companies should not 
pay on the same basis as any other business corporations. To many 
groups of taxpayers not familiar with the principles of the insurance 
business, this special treatment of insurance companies seems unfair 
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and appears to be one of the “loopholes” in the revenue statute which 
should be closed. 

To answer these queries, it is first necessary to define the term 
“underwriting income.” In the light of the earlier discussion of 
principles of insurance, underwriting income is the measure of the 
adequacy or inadequacy of the premiums charged to maintain the 
policyholders’ indemnity fund. In a stock company, where the 
premium is final and this fund is guaranteed by the stockholders, 
the income is obviously a profit to the stockholders and is therefore 
subject to tax. To a mutual it is a measure of the adjustment re- 
quired to their rate structure to be either returned in dividends to 
policyholders or retained for surplus as “borrowings” or additional 
investment by the policyholders as a group if a gain, or made good 
out of future premiums if a loss. 

To a reciprocal it is also a measure of the adjustment required in 
its raie structure, except that here the accounting for the difference 
is not with the policyholders as a group, but with each subscriber 
individually. The gains or the losses are due or are chargeable pro 

rata, or as agreed in the power of attorney, to each subscriber's account, 
And whatever amount the reciprocal as a group may decide to retain 
as “borrowings” or as additional investment for surplus funds, must 
be credited in the same manner to each subscriber’s account. 

Clearly taxing such “underwriting income” of mutuals or recipro- 
cals would be contr ary to the very objectiv e of the revenue statutes of 
taxing only income or profits earned. 

It has been said that failure to tax the underwriting income of 
mutuals and reciprocals leads to the accumulation by them of untaxed 
surpluses not owned by the individuals who originally contributed 
them. By the same token, the surplus paid in toa business corporation 
by individuals no longer stockholders also belongs to the corporation, 
but no one would ever raise the issue of taxing such funds. In the 
reciprocals, of course, the surplus belongs to the individual subscrib- 
ers and taxing such surpluses would be equivalent to taxing capital. 

For those cases of mutuals and reciprocals where surpluses might be 
accumulated beyond reasonable requirements, an amendment to the 
appropriate sec tions of the revenue statutes preventing such unreason- 
able accumulation may be in order. 

Should the investment income of mutuals and reciprocals be taxed! 

The answer to this question is quite clear: It should be, and it is. 
The cooperative venture of the members of a mutual insurance com- 
pany, or the subscribers of a reciprocal, is for the purpose of obtaining 
insurance at cost. Investment of premium reserves and surplus funds 
is a collateral activity entered into for a gain and is therefore taxable. 
Since it would not be practical to tax such gains individually by trac- 
ing them to each member of a mutual or subscriber of a reciprocal, 
it ‘should, and it is, taxed to the group as a whole and reaches the in- 
dividuals by way of reduced policyholders’ dividends. 


CONCLUSION 


It would appear in the light of the foregoing that in general the 
present revenue statutes recognize fairly the principles i involved and 
reach all income of insurance companies which should be taxed. In 
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fact, in the case of mutual companies the tax burden on their taxable 
income is greater than for other taxpayers because of the minimum 
tax provided. An appropriate amendment to prevent unreasonable 
accumulation of surpluses by mutuals and reciprocals should complete 
the picture of fair distribution to the insurance industry of their share 
of the Federal tax burden. 

The CuatrrMan. Thank you, Mr. Bell. 

Mr. Plumley, we are pleased to have you with us today, sir, and you 
are recognized. 


STATEMENT OF H. LADD PLUMLEY, STATE MUTUAL LIFE 
ASSURANCE OF AMERICA, WORCESTER, MASS. 


Mr. Prumiey. Thank you, Mr. Chairman. 

Members of the committee, there seems to be some substantial differ- 
ence between the paper which I am offering and those of my fellow 
panelists who were deslias with the subject of life insurance. Their 
papers appear to conclude that a new tax law should be developed. 
My view is that the 1959 law structurally, all things considered, is a 
good legislative product. Perhaps you could not expect me to be en- 
thusiastic about the arithmetical result which increased the taxload 
60 percent in 1 year. But the basic framework, as it would appear 
at this early consideration, is good. 

So my presentation is offered as a suggestion for perfecting that 
which is in existence. It seemed to me that these suggestions fall 
within the philosophical approach which this committee has adopted. 

Sometime, sooner than later, I hope, there will probably be a recon- 
sideration of certain elements of this law. When that time arrives, I 
trust that these five factors will receive the serious consideration of 
this committee. The five factors are as follows, in summary: 

1. The deduction of 2 percent of group insurance premiums should 
be exclusive of the limitation on the deduction for dividends in order 
that this necessary and prudent reserve can be established by mutual 
companies. 

2. (a) Capital gains and losses on pension-plan reserves should be 
excluded from income tax in order to give comparable tax treatment 
toinsured and noninsured pension plans. 

2. (6) Individual annuities, including supplementary contracts 
with life contingencies, should be given treatment similar to that ac- 
corded qualified pension plans. 

8. Dividends to policyholders should be deductible in determining 
the so-called gain from operations. The policyholder makes a pre- 
mum deposit, receives dividends and he or his beneficiciary receives 
the claim benefit. A mutual insurance company necessarily estab- 
lishes premiums high enough to give a margin for adverse experience, 
and to fund the acquisition costs of new business. Any developing 
overcharge is returned to the policyholders. 

4. Losses from loans should be allowed as deductions from income 
tather than as capital losses in order that tax equity may be main- 
tamed between various lending institutions. This tax treatment 
would encourage companies to continue their practice of making loans 
to small or new businesses, 

5. The statutory language should be modified to make it abundantly 
clear that life insurance companies receive the same tax treatment on 
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the bonds of our municipalities and States and on corporate dividends 
as is granted other corporations. 

The interests of our policyholders and their beneficiaries impo 
upon us the obligation to raise these points for your consideration go 
that the law assures equity and fairness in tax treatment. 

We do this with no denial of our corporate responsibility to share 
equitably in the tax burden and with the added purpose that we may 
continue to guarantee individual security and contribute to the 
growth and stability of our national economy. 

Thank you, Mr. Chairman. 

The Cuatrman. Mr. Plumley, you did not present to us your entire 
statement. I assume you would like to have it in the record, would 
you not? 

Mr. Piumtey. I would very much appreciate having it in the 
record, Mr. Chairman. 

The Cuarrman. Without objection, your entire statement will be 
included in the record. 

(The statement of H. Ladd Plumley is as follows:) 


STATEMENT OF H. Lapp PLUMLEY, PRESIDENT, STATE MuTuAL Lire ASSURANCE 
Co. OF AMERICA, WORCESTER, MASS. 


Please let me express my appreciation for the invitation to appear before 
this committee. My name is H. Ladd Plumley, president of the State Mutua! 
Life Assurance Co. of America, located in Worcester, Mass., and I am here as 
a representative of that company. 

Organized in 1844 we have been in business for 115 years. We are a mutual 
company. Premium deposits and the income from the investment of these 
deposits are held for the exclusive benefit of the policyholders and their bene 
ficiaries. Consequently any tax levied on my company must be borne by the 
policyholders or their dependents and by no one else. 

Therefore, we cannot emphasize too strongly that the interests of our policy- 
holders impose upon us an obligation to work for their equitable treatment 
in all fields, including that of fair and reasonable Federal taxation. The tre 
mendous increase in Federal taxation by reason of the 1959 law was and con- 
tinues to be a matter of deep concern to our company and its policyholders, 
but it is the inequities that are inherent in. some provisions that presently 
are paramount. 

We are underwriters both of individual and group insurance in the generally 
accepted, traditional manner. We are a medium-size company—26th in assets 
among U.S. companies with more than $660 million in assets and 25th in volume 
of life insurance in force with more than $2,700 million in force. Our com- 
ments are based on our situation which is typical of a conservative, sound, 
mutual life insurance company continuing successfully to fulfill its contracts 
and to be alert to the growing insurance needs of the American people. 

We are not pleading the case of the new, the special, the reorganized, the 
acquired or the unsuccessful company. We are not speaking for ourselves at 
the expense of any other competitor or any other company in a special situa- 
tion. We are presenting our case with the objectives of parity and equity only. 

Most of what I say has been said before, but I submit here certain recom- 
mendations upon which we sincerely hope you will hold an open mind and accept 
and adopt them as an act of perfecting that which already has been partially 
accomplished. 

The 1959 law was far reaching in nature and complex in structure. In many 
respects the committees of the Congress which conceived and brought forth 
this law have reason to be gratified by their product. It is my hope that you 
will not consider me lacking in appreciation of the difficulties surrounding 
such a task if I express my conviction that there are areas of refinement, of 
extension of presently accepted philosophies, and, in some few instances, sub- 
stantive changes which should be made in the interests of all concerned. | 
use this phrase “the interests of all concerned” for the processes and benefits 
of the institution of life insurance are a past of the basic economic fabric of 
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our economy and a strengthening of those threads is of vital consequences to 
all Americans. The benefits paid to beneficiaries in many cases constitute 
the sole financial bulwark of families, the only guarantor of educational funds, 
or the cash requisite to carry on a business. The reverses of life insurance 
companies form a pool of long-term investment which is the largest in the 
world. The focus of our financial thinking today is on the reality of inflation 
and its ominous future shadow. It is of prime import that the institutions of 
thrift be encouraged so that the moneys necessary to finance continuation of 
the machinery which creates employment be accumulated—lacking this con- 
tinuous accretion we are faced with either contradiction of our economic ac- 
tivity or inflation of the monetary supply. 

So I make an appeal that, for the long term, the Congress keep an open 
mind on the problem of the taxation of life insurance companies. The applica- 
tion of this law may produce unlooked for and unwanted results. 

In the meantime, there are specific areas which appeal for action. I hope 
that despite the devotion to the enactment of the present bill which engaged 
some Members of Congress over a period of months, there remains a desire to 
take care of particular needs which were evidently sacrificed during the enact- 
ment period. 

I will deal with only five of them but I assure you that in these areas action 
soon is requisite. Since it has been stated that we are here concerned with tax 
philosophy and not specific legislation this statement will omit substantiating 
data although if the committee so wishes, it will be furnished gladly. 

First: In phase 2 there is a provision for the deduction of 2 perecnt of the 
premiums for group life, accident, health insurance. It was said that this 
deduction was included to build up reserves in an area where the spread of risk 
might be less than in individual policies. This was a prudent provision. In 
this area there is no difference in basic premium structures between stock and 
mutual companies so the objectives of safety which this 2 percent reserving was 
to accomplish should by all means be retained and apply equally to stock and 
mutual companies. Yet we find the direct opposite can be true. Because of the 
limitations of section 809(f) in computing the phase 2 tax base, that which we 
were given permission to reserve in one subsection of section 809 we are denied 
by another subsection of section 809, except to the extent of $250,00. It is ab- 
solutely necessary to provide that this special and prudent reserve be subtracted 
from any tax base otherwise calculated if it is to have full force and effect. 

Second, the testimony of the originators of the legislation and the commentary 
thereon is replete with the recognition that the unfair discrimination against 
insured pension plans and in favor of trusteed plans should be removed. Part 
of this discrimination has been removed insofar as taxing the income from the 
body of the fund but no provision was made to treat capital gains with similar 
equity. 

In this same field the funds of the individual annuitant or the person who 
receives his insurance benefits in installments (so-called supplemental contracts 
with life contingencies) was given no recognition at all. Individual annuities, 
including supplementary contracts with life contingencies should be given similar 
treatment to that accorded qualified pension plans. Treatment of capital gains 
on these reserves should also be treated equitably and be excluded from taxation. 
These changes would also remove the double application of taxes on investment 
income earned for annuitants. Individual thrift is in the American tradition 
and to fail to give the same fair consideration to the individual as a single 
purchaser which he would receive in a group is a fault which I hope you will 
correct. 

Third, is the matter of the discriminatory treatment against dividends con- 
tained in the computations of the phase 2 tax base. Now that the heat of the 
struggle has passed a rereading of the testimony offers convincing evidence that 
justice demands that this situation be corrected. Dividends are adjustments in 
price. This was apparently reestablished in the testimony at the hearings as it 
has been previously in the courts . They are a return of a person’s own money. 
There appeared but one reservation which was repeatedly examined—is any of 
this money a profit from investment income and not a price adjustment? Mr. 
Lindsay, of the Treasury, said perhaps 10 percent was although he conceded 
that to identify it was difficult. Others contended none was—still others said 
it could at the most be the incremental investment income for 1 year on the ex- 
cess premium that could be allocated to investment. In order to progress the 
legislation and so rid the industry of the gross inequities of the 1942 law, my 
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“mutual” colleagues at that time agreed to a compromise that was liberal in the 
extreme. As you know, the law disallows that portion of dividends disburse 
that reduces phase 2 net gain below phase 1 taxable investment income ( except 
to the extent that the $250,000 may apply) and thereby creates the so-called 
negative. Even though the net effect of this disallowance is a 52-percent tay 
on the return of a policyholder’s own money, many mutual companies, in order 
to eliminate any possible vestige of freeing investment profit from tax agreed to 
the deduction of only 50 percent of the negatives. I subscribe to that theory 
but immediate steps should be taken to progress toward this goal. This is not 
a matter which pertains only to large mutual companies or small mutual com- 
panies, but to all of them. It is a gross inequity. As an example, may I jp- 
clude the statement which Mr. Albert L. Hall, vice president and general coun- 
sel of the Berkshire Life Insurance Co. made before the Senate Finance Com- 
mittee on March 19, 1959. 

“Mr. Hari. My name is Albert L. Hall. I am vice president and general 
counsel of the Berkshire Life Insurance Co., of Pittsfield, Mass., a mutual life 
insurance company chartered in 1851. At the end of 1957, the Berkshire ranked 
62d in assets and 101st in insurance in force. 

“My remarks do not deal primarily to the problems occasioned by H.R. 4245 
in its impact upon the mutual life insurance business as a whole, but will relate 
with particular pertinency to the operations of Berkshire Life Insurance Co. As 
one small mutual life insurance company, we concur with previous witnesses 
that the bill, with suitable amendments, will be acceptable. I will discuss 
briefly the impact of two amendments already proposed because they have 
marked relevancy to Berkshire Life.” 


* * * * * * * 


“A second amendment has particular significance to the Berkshire Life. Here 
is where our special problem lies. Under the bill as drawn, while our gain 
from operations for 1958 amounted to a bit more than $1,250,000, we are re 
quired to use the larger taxable investment income of $1,600,000 as the tay base, 
for the reason that the bill does not permit a reduction in the gain from opera- 
tions by the full amount of dividends paid to policyholders, but only down to the 
level of the taxable investment income where it is pegged. This has the effect 
of arbitrarily forcing us to a taxable level which is $350,000 in excess of the 
Berkshire’s actual gain from operations. At a 52-percent rate this affects my 
company by an additional tax of $180,000. Simply expressed, this makes the 
rate of tax on gain from operations 66 percent, not 52 percent. We feel amend- 
ment is in order. 

“Premium rates established by mutual companies are set at a level believed to 
be sufficient to cover any adverse experience which may arise. Because of this, 
provision is made that any overcharge in the premiums will be returned to the 
policyholder. These returns, or so-called dividends, are recognized in tax laws 
as not being income to the individual policyholder. Such returns should not be 
taxed to the individuals through tax on the company. However, the individual 
is in effect taxed on these refunds under H.R. 4245 whenever taxable invest: 
ment income exceeds gain from operations. For the Berkshire this would mean 
a 1958 tax of approximately $180,000 on dividends to policyholders.” 

For my own company the figures for 1958 are as follows: The gain from 
operations, prior to the limitation on dividends, was approximately $5,200,000 
and our investment income was $6,800,000. We were forced to pay a tax based 
on $6,550,000—since we were allowed to claim only the arbitrary $250,000 of 
the negative. The additional tax on the $1,350,000 disallowed, at the rate of 
52 percent, is $702,000. The rate of tax on the gain from operations becomes 
66 percent rather than 52 percent. 

This is a matter which will arise again and again—no legislation can be 
deemed permanent in nature which has such a gross inequity to policyholders. 

Fourth: One of the principal functions of life insurance companies’ activities 
is lending money. In that respect we are similar to banks, small-loan com- 
panies, and others. However, these latter companies have the right to deduct 
bad-loan losses from ordinary income. There is no provision in the present 
law according us similar treatment. Normally these losses are of a long-term 
nature. Our only normal recourse is to offset them against long-term gains, if 
any such gains exist. My company has been active in financing small com- 
panies with the consequent assumption of higher risk. Unless we are granted 
equal treatment in this respect it will tend to inhibit our willingness, and un- 
doubtedly other insurance companies, to finance such companies in the future. 
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Fifth: The matter of the full deduction of the interest from tax-exempt securi- 
ties received detailed examination in the hearings before the Senate Finance 
Committee. The law as enacted contains the following: 

“Spo. 804(a) (6). Exceprion.—If it is established in any case that the appli- 
cation of the definition of taxable investment contained in paragraph (2) results 
in the imposition of tax on 

“(a) any interest which under section 103 is excluded from gross income, 

“(b) any amount of interest which under section 242 (as modified by 
paragraph (3) is allowable as a deduction, or 

“(e) any amount of dividends received which under sections 243, 244, and 
245 (as modified by par. (5)) is allowable as a deduction, adjustment shall 
be made to the extent necessary to prevent such imposition.” 

This subsection was included after the hearings were completed. 

In applying the tax law to my own company it was found that certain am- 
biguities exist. Under some interpretations such as in Form 1120L (1958) it 
appears that tax-exempt income is in fact taxed. This arises from the fact that 
the existence of tax-exempt income produces a higher tax on taxable income. It 
was the intent of Congress to preserve the status of tax-exempt income. The 
law needs to be clarified on this point. 

The total revenue effect of these changes could be phased in with the growth 
of the business so as not to decrease the income year by year to the Treasury. 
Any statistics or information in support or explanation of this testimony will 
be furnished as the committee desires and the privilege of presenting this ma- 
terial is appreciated deeply. 


The CuarrmMan. Let me again thank you gentlemen for the papers 
that you prepared for the compendium and for your appearance to- 
day to summarize those papers. 

We know that all of you are busy men, as are the other members of 
the panels that have preceded you. We appreciate a whole lot your 
effort to enlighten us in matters of taxation. 

Let me say this, at the beginning, if I may. The question of the 


taxation of life insurance companies was not injected into the course 
of this study because of any thought in my mind that we should go back 
and review the action that was taken only in the last session of the 
Congress and before regulations had been fully developed by the 
Treasury Department in further explanation of what we did in the 
last session of Congress. However, I thought it was proper for our 
handywork in that session to be evaluated by some of the panelists, as 
ithas been. But I would not. want anyone to believe, Mr. Plumley, 
that we are in the process of trying to write another life insurance 
law. I am sure the committee would at least like to see what happens 
under the provisions of the last law before we undertake any major 
revision of that. 

Now, what we did, briefly, as I recall, was to try for the first time 
in recent years to look not only at the investment income of life in- 
surance companies, but also at the underwriting gains of life in- 
surance companies; and in the process of developing the three-phase 
approach to life insurance company taxation, it appeared that in time, 
there might be the prospect that life insurance companies themselves 
might ultimately come to a total income approach. Whether or not 
that will develop, only time will tell. But with respect to some com- 
pene, undoubtedly the provisions of existing law, Mr. Plumley, will 

ring them to a total income approach insofar as the distribution of 
any benefits to the stockholders of the company are concerned; is that 
not true? 

Mr. Prumtry. That is right, sir. 
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The Cuarrman. There may be imperfections in the law, and I an 
sure that time will develop some imperfections, as time always dog 
with respect to any tax provisions that are written. 

I appreciate your comment very much that on the whole you think 
that we did improve the situation, even though we did provide for 
more moneys to be paid by the life insurance industry under the pro- 
visions. 

Let me pass, if I may, from that element of the general subject be- 
fore us today more specifically to this matter of the tax treatment of 
the mutual and stock fire and casualty companies. 

But before doing so, let me agree with Mr. Haskell’s observation 
that in our study of the taxation of life insurance companies, Mr. 
Haskell, it became quite evident, I think, to all of us, as reflected 
in the legislation, that we would not be certain of the consequences 
if we applied a flat corporate tax approach, as is utilized with respect 
to manufacturing corporations and other types of corporations. The 
long-term risks involved, and so forth, led us to believe that we at 
this time could not predict with certainty what we would do if we 
took that approach. So we took this other approach in lieu of it. 

Now, do we have, for purposes of the taxation of stock fire and 
casualty companies, Mr. Haskell, what is known as a total income 
approach? Do we have for taxation of stock fire and casualty com- 


panies a modified form of the total income approach, that we apply to 
other companies? 


Mr. HaAsxetu. Yes, sir. 

The CuHarrman. Do we have for the mutual fire and casualty com- 
panies a so-called variation of total income approach ? 

Mr. Hasxetu. A variation; yes. 

The Cuarrman. It is a variation. Does it impose a tax on income 
in the way that the law imposes a tax on income derived by stock 
companies? Even though it is a variation, does it get to the same 
result with respect to mutuals that we have under existing law with 
respect to the stocks ? 

Mr. Hasxetx. The mutual formula under the present law does not 
tax the income from underwriting in the case of the mutual; it does 
in the case of the stock. 

The CHamman. We do tax the income from underwriting to the 
extent that underwriting may occur in the life insurance industry 
both with respect to stock companies and mutual companies; do we 
not? 

Mr. Hasxetu. To a degree, only, Mr. Mills. 

The Cuarrman. In the case of mutual and stock life insurance com- 
panies, I think we would be safe to say that if there is a gain from 
underwriting, half of that gain is currently taxed. And, in the case 
of stock life insurance companies, the remaining half, if any, of under- 
writing gain is taxed when allocated to the accounts of the stock- 
holders of the company. 

Now, why should there be a difference in the operation of the 
mutual fire and casualty company from that of the mutual life in- 
surance company or the stock fire and casualty company that justi- 
fies a continuation of nonrecognition in that area of any underwriting 
gains? 

Mr. Hasxext. I think there are two questions involved here. 
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The CuarrMan. I may have asked you a half adozen. Iam trying 
tolearn, because I do not know. 

Mr. Haske. It is my contention, first of all, that there are basic 
and fundamental differences between life insurance, on the one hand, 
and fire and casualty, on the other. Certainly, one of those differences 
is that in life insurance, with the exception of the term policy, the 
amount of risk is a definite, known, and ascertainable amount, in the 
case of the policy. 

The CuatrmaN. In life insurance, now, the amount is definite and 
ascertainable and known ? 

Mr. Hasxetut. Yes. That is, the policy eventually matures. The 

roblem is only one of when. 

The CHatrmMan. But it is a long term. 

Mr. Haske tt. It is a long term. 

In fire and casualty insurance, whether stock or mutual, the amount 
which the company may be obligated to pay under its contracts is at 
any particular time an unknown amount, since the contract of indem- 
nity agrees to pay only if certain contingencies arise, which may or 
may not arise in the case of any particular ‘police yholder. 

It is my thinking that that brings to the fire and casualty field a 
degree of uncertainty that is not present in the life insurance field. 
So there is that very distinct difference. 

The Cuatrman. Would it bother you if I interposed at this point 
to discuss that idea? 

Mr. Hasxeu. Not at all. 

The Cuatrman. I will use myself as an example. I take out a 
$10,000 fire insurance policy with your company, say. That is for a 
year, usually, isitnot? Itmay be 3 years. 

Mr. Hasketi. It may be3 years. It may be for 5 years. 

The Cuarrman. Well, there are such things as fire insurance poli- 
cies of 1 year? 

Mr. Haske. That is correct. 

The Cuatrman. You agree, in the case I have a fire and actually 
sustain $10,000 of loss, to reimburse me. 

“> Hasxetu. That is correct. 

The Cuairman. Now, I take out a life insurance policy with Mr. 
Plumley’s company, say, for $10,000. That is not a year or 3 years 
or 5 years. I may die or my house may burn; either way. It has 
been a little difficult for me to understand wherein there is greater 
risk overall in the fire and casualty than in the life insurance business. 
Now, maybe all the members of this committee would take out a life 
insurance policy with Mr. Plumley’s company. He would anticipate 
that we would not all die within the first year or within perhaps the 
first ten years. He would have his mortality tables, by which he 
would gage our life expectancy and fix the premium, that would be 
possible. 

Now, it might be possible that everybody that insured a house with 
your company would have a fire. Those are the extreme circum- 
stances. Wherein is there greater risk in the fire and casualty business 
than there is in the life insurance business ? 

Mr. Hasxett. I think we have to, to get the full answer to that, 
examine the differences in the rating structure. 
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When you take out that life insurance policy, you pay a premium 
which is on the basis of the mortality tables, and on the basis of ay 
assumed rate of interest, which your company does assume. The 
amount which you pay, or your policyholders as a class pay, is an 
amount which, invested at that presupposed rate of interest, will ma. 
ture the policy at life expectancy. That is an ascertainable amount. 

The Cuatrman. Now, how do you determine the premium you 
charge me for my fire insurance ? 

Mr. Haskewu. For fire insurance, we base the premium on the experi- 
ence of fire insurance companies roughly over the last 5 years, modi- 
fied by a calculated and presumably intelligent guess as to the trends, 

The CuatrMan. Is that not approximately the same general method 
of charging me as in the case of my life insurance? The details of 
how you develop it may be different, but you are looking at history, 
You are looking at the history and experience of the companies with 
respect to contingencies and liabilities in the case of fire; are you not! 

Mr. Hasxetx. I think the difference, Mr. Mills, is that in the case 
of the mortality tables they are far more accurate as a prognostica- 
tor of probable events than is the experience of a 5-year period; plus 
the fact—— 

The CrHatrmMan. Pardon me. 
year experience? 

Mr. Hasxketu. Generally, yes. 

The Cuarrman. Not a longer period? 

Mr. Hasxketx. Nota longer period. 
as I understand it. 

The Cuatrman. That may not be long enough. 

Mr. Haske. It may not belong enough. 

Secondly, in the fire and casualty field, the experience of the past 
is not always a good indicator of what the experience of the future is 
going to be; with the result that fire and casualty rates at any par- 
ticular time are apt to be quite inaccurate as to what the experience 
is going to be 

The best evidence of that is the fact that in the fire and casualty 
field we have the violent swings from underwriting gains to under- 
writing losses. You do not have that kind of a swing, as far as I 
know, in the life insurance field, though I do not profess to be a life 
insurance expert. 

The Cuatmrman. What I am concerned about—and I am accepting 
your thought that there may be greater risk and therefore a need 


for the accumulation of reserves against those risks, as early as they 
can be accumulated. 


Mr. Haske. That is correct. 

The Cuarrman. And to the maximum extent possible. Now, are 
we then taking that fact into consideration in the way we presently 
tax the so-called stock fire and casualty company? Because under 
the total income approach that we apply, or the variation of that 
approach, are we unmindful in existing law of any greater risk that 
may exist in this industry than in the life insurance industry ? 

Mr. Hasxeuv. I think my answer to that question is that the exist- 
ing law with respect to the taxation of stock insurance companies does 
not take enough account of the violent swings up and down. 


Do you base your premiums on a 5- 


On a 5-year period, ordinarily, 
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Now, the way to take care of that in the case of a stock insurance 
company, is with the carryback, carryforward provisions, and in my 
opinion those companies need a longer carryforward carryback, in 
order to accomplish the reserve needs which they must have to take 
care of the violent swings. 

The Cuamman. Now, with respect to mutuals, I fear we may be 
doing in that situation just what we found we were doing with respect 
to some life insurance companies upon investigation of them last year. 
We saw instances where life insurance companies were paying a tax 
to the Federal Government, when under no conceivable definition of 
net income did they have any net income. 

Now, when we apply a flat 1-percent tax on investment income and 
premiums of ial fire and casualty companies, are we also taxing 
those companies under that device in some instances when they have 
no net income ? 

Mr. Haske. In particular years; yes. 

The CratrmMan. Well, now, is that a fair solution? 1 did not think 
it was with respect to life insurance companies. I do not think any 
company or anybody ought to pay a tax when they have not had 
some income, some net income. 

Mr. Haske. I do not want to be in the position of saying that I 
think this 1-percent floor is in any sense an ideal tax. I think it 
had a purpose. TIT think the purpose of the 1-percent floor, when it 
was determined that life inal casualty insurance companies should 


he taxed on net investment income, was to prevent the avoidance of 
the net investment income tax by the investment in tax exempt or 
partially tax exempt securities, and thus deprive the Government 
of income which the Government sorely needed at that time. 


The CHamrman. That serves as a floor; does it not? 

Mr. Hasxeiy. That serves as a floor. 

The CHatrrman. Any time you have a floor in taxation, you run 
the risk, in some instances, of taxing when there is no net income: 
do you? 

Mr. Haskeri. That is correct. 

The Cuamrman. Do you have any suggestions for improving the 
situation to where we are certain that with respect to mutual fire 
and casualty companies we are applying a rate of taxation only on 
the income of those companies ? 

Mr. Haske. There is an answer; yes. The difficulty with it is 
that it probably would result in some loss of revenue. 

The CHatrman. Why can we not determine what the net income 
of a mutual fire and casualty company is, just as we endeavored under 
law to determine the so-called net income of a mutual life insurance 
company ¢ 

Mr. Haske. I think we can approximate the net income. I think 
where we disagree on the panel is as to what is the proper taxable 
het income. 

The CHarrman. Mr. Haskell, that is all we did as to life insurance 
companies—approximate, with arbitrary rules. Now, would it be 
possible, through the use of arbitrary rules, say, in tax law, to come 
hearer approximating the net income of each of the individual mutual 
fire and casualty companies than we do under the present law? 
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Mr. Hasxett. I do not know that I know the answer to that, Mr. 
Mills. I think that I see your point: that under some application of 
the principles developed in the life insurance tax as applied to the 
fire and casualty field, we would have to determine, for a very 
heterogeneous group of companies, what their income was. It would 
have to be arbitrary. 

The Cuairman. We had the same problem with life insurance, 

Mr. Haskety. The same problem. I am not sure with that arbi- 
trariness we would come any closer to tax equity than we are comin 
now. It is intriguing. It is very intriguing to make the effort to 
apply the life insurance formula. But you would have to be arbi- 
trary. You have vast differences. You are not dealing with quite 
as homogeneous a group in the fire and casualty field as you are in the 
life field. 

Fire and casualty companies have such a great variety of contracts, 
each one with their own special reserve needs, each one agreeing to 
indemnify under very different conditions, ranging all the way from 
a relatively simple straight fire insurance policy to a highly compli- 
cated workmen’s compensation policy. All of these things, it seems 
to me, require something different in the way of a reserve need, a 
surplus need, using the term “surplus” as a reserve. 

I tried, when I started to develop my paper, to find some method 
administratively feasible for applying the life insurance principle to 
the fire and casualty field. I had to give it up, because I came to the 
conclusion that administratively the differing reserve needs for dif- 
ferent lines of coverage were so great as to leave you with some sort 
of a formula that I felt would be administratively so complicated as 
to be a headache not only to the Treasury but to the insurance 

en 


The Cuarrman. Any comment at this point by any other member 
of the panel ? 

Mr. Beit. Mr. Chairman, may I direct some comments to this dis- 
cussion? It was very interesting, and I think you were discussing 
the very guts of the situation. 

Mr. Haskell has brought out the fact that the hazards and the 
gyrations in the cost of indemnities in fire and casualty are so much 
greater and more violent and unpredictable than in the life insurance 
business. That is quite true. 

But I for one—and this is, of course, a personal opinion—cannot 
see much difference between the life insurance mutual operations and 
the fire and casualty mutual operation. It is the cooperative effort, 
as I pointed out in my paper, of large groups of individuals who ob- 
tain insurance at cost. It just so happens that within the life insur- 
ance business, where the premium is determined for the lifetime of an 
individual, at the time he may be very young, and on the basis of 
rates then in effect, rates based on the then longevity, the savings have 
been tremendous during the last few generations. 

When you start with a premium, belaed on American experience, of 
31% percent, and live long enough to be in our prosperous and healthy 
era, your premium is way too high for this particular fund. 

Insurance companies, the best of them, always retain some addi- 
tional funds necessary to retain the security of that fund. That is a 


matter of judgment. And I would say that the judgment was always 
on the conservative side. 
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And so I personally feel that the legislation, in the case of life 
insurance companies, which was enacted in 1959, was in a way a com- 
promise which resulted in limiting the amount of funds that the 
mutual insurance companies could retain out of these past accumu- 
lated savings. In the same way I suggested, in my paper, a limita- 
tion on the accumulation of surplus in the mutuals in the fire and 
casualty field, except indirectly. But in principle, I for one do not 
believe that the taxation of the so-called underwriting gains even of 
mutual life insurance companies is in principle correct, because there 
is no such thing as an underwriting gain in the same manner as in a 
stock insurance company. 

The Cuarrman. Mr. Bell, right on that point, under the provisions 
of the 1959 law, if there are no underwriting gains in the case of a 
mutual life insurance company, there is no tax. 

Mr. Betxy. That is correct. But what I am trying to bring out, Mr. 
Chairman, is that even though it may appear in the accounting re- 
ports that there is an under writing gain, such underwriting gain is 
not the kind of gain that should be subject to taxation. It may be 
limited only if it is unreasonably retained. And that is what I think 
this 50 percent tax is trying to accomplish. 

The CuatrMANn. I was very interested in your suggestion with 
respect to some limitation being placed on these ret: uined earning. 
Are you thinking in terms somewhat of the provision of the bill that 
passed the House in 1942, where with respect to muutal fire and 
casualty companies, as I remember—and sometimes my memory is not 
completely accurate, but as I recall—we were proposing to tax the 
accumulations or the additions to surplus, were we not? 

Mr. Betx. Well, yes. But I would not go quite that far. I would 
say this: That every mutual or reciprocal who has no access to the 
capital market, like stock companies have, and who are a cooperative 
venture, must have some security; they just cannot t: ake in the funds 
and disburse them 100 percent, and then start all over again, because 
it is not safe. The nature of the business requires that they accumu- 
late some funds, borrow them. But without access to the capital 

market, they have to retain them out of premiums. They should be 
permitted to retain what they need and nomore. If they start using 
that as a tax loophole, then they should be taxed. But not until that 
time. 

In other words, I personally do not feel that it would be the proper 
thing to use the tax statutes as a brake on cooperative enterprise in 
this field, which has been useful to the public, very much so, cal should 
not be handicapped by unreasonable taxation of something that is 
not income but is merely temporarily retained by them as a part of 
their business. 

Now, if they do too much, — of course, they should be curbed. 

The Cuamman. Well, now, I am asking these questions solely for 
information, because I know very little about this industry, except that 
I have some policies with the industry. But in the case of a stock 


fire and casualty company, say, any additions that it makes reserve 
are first subjected to tax ? 


Mr. Bex. That is correct. 


The Cuarmrman. In the case of the mutual they may or may not be 
taxed 9 
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Mr. Betx. At the present time, any addition that comes out of say. 
ings from premiums is not taxed. 


The Cuatrman. That I can understand. 
ment ? 
Mr. Betti. Out of the investment they pay tax. 


The CuatmrMan. They pay tax in the case of the mutuals under the 
formula that presently exists ? 

Mr. Betx. That is right. 

The Cuatrman. Those additions, then, are taxed ? 

Mr. Beww. In fact, right now they pay a little more than anybody 
else. 

The Cuatrman. Do they pay as much, under the existing formula! 
That is what I am trying to find out. Does the mutual company find 
it easier to accumulate for purposes of reserve after tax than does a 
stock company ? 

Mr. Bett. May I ask for a little clarification, Mr. Chairman? | 
did not quite follow. 

The Cuarrman. What I am talking about: Is it easier under exist- 
ing law for a mutual fire and casualty company to accumulate, after 
tax, for reserve purposes than it is for a stock company # 
haps have clients in both fields. 

Mr. Betx. It depends upon the rate structure. 

The Cuatrman. That is what I am talking about; under existing 
rate structures, 

Mr. Betx. The rate structures? It is a very competitive industry. 

The Cuarrman. | am taking all that into consideration. But is it 
not easier for a mutual to accumulate tax reserves under existing law 
than the stock fire and casualty company ? 

Mr. Bex. In individual cases, no. In general, perhaps a little. 

The CuarrmMan. Now, should it be, in general ? 

Mr. Bett. I think it should. 

The Cuarrman. All right. Now, why? A stock company, I pre- 
sume, like a mutual company, has to have reserves in order to operate. 
Do not both of them generally accumulate reserves out of their inter- 
nal funds ? 


Mr. Bex. They accumulate them out of internal and external funds, 
both. 


The Cuatrrman. Well, I know; but most businesses accumulate out 
of internal funds, do they not ? 

Mr. Bex. Toa large extent that is true. 

The CuarrmMan. One of the problems of taxation is that if we take so 
much away, they accumulate less than we would probably all think 
best for economic growth. Now, why should it be more difficult, under 
existing law, for stock companies to accumulate reserves that are nec- 
essary than for mutuals to accumulate reserves? 

Mr. Bet. Well, that is because of the difference in the nature of 
the organization, the way it looks to me. In the stock company, you 
have a business enterprise. They have agreed to administer this fund 
for a profit. Whatever they make, they get, and very properly so. 
And when they realize that income, they are subject to tax like any- 
one else. 


But out of the invest. 


You per- 


Now, in the mutual insurance company, or reciprocal, which is a co- 
operative venture, no one intends to make a profit. It is merely a ques- 
tion of operating the insurance fund, providing insurance at cost. 
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And so the only thing that you could say is that we ought to see to it 
that they do just that by providing a limitation on accumulation of 
funds, forcing them to pay dividends. 

The CuarrMan. Then may I ask you this: Are the retained earnings 
in the case of a mutual fire and casualty company retained in order 
to provide additional security for the existing policyholders, or are 
those earnings in part sometimes used for the purpose of obtaining ad- 
ditional business that is not at all connected with the existing policy- 
holders’ so-called earnings ? 

Mr. Betx. Well, that is a question of individual companies. Gen- 
erally, a well managed mutual insurance company will not accumu- 
late funds unnecessarily out of so-called underwriting earnings, be- 
cause that would require too high a premium and would defeat the 
very purpose of a mutual company, to provide insurance at a minimum 
cost. 

The Cuatrman. Now, Mr. Bell, I am always impressed with the 
competitive situation that exists. And I do not know what it is in 
this instance. But if tax law permits one entity to accumulate reserves 
easier, more quickly, and in greater amount than another entity, and 
those reserves can be used in the process of acquiring additional busi- 
ness entity, is that tax provision fair and equitable? 

Now, it may be. There may be some full justification for it; but 
[am trying to find out what it is. 

Mr. Hasxetu. I would like to offer a suggestion there. 

First of all, I think rather typically, stock insurance companies 
have a larger investment portfolio in proportion to their writings 
than does the typical mutual. That has probably come about histori- 
cally by the fact that over the years mutual companies have been 
returning to their policyholders part of the gross income in dividends, 
whereas the stock have not. 

Generally speaking, for the older and well-established companies, 
I believe that the records actually showed that the stock companies 
do have a larger income from investments than the typical mutual 
companies. 

To that extent, stock companies have flowing into themselves an 
income to support their operations and their surplus in excess of 
what comparable mutuals would have. 

Secondly, Mr. Mills, and I think this is dealt with in my paper, 
with actual figures, the ratio of surplus, which in the insurance busi- 
ness is not the same as it is in an ordinary business, but is in effect 
largely a reserve, at least—the mutuals do not as a class have as 
large a surplus in proportion to their writings as do their stock 
competitors, which I think is an indication of the fact that even 
though we have had now 17 years’ experience under this tax law, the 
mutuals have not accumulated surplus in excess of their needs as 
measured by what the stock companies apparently consider necessary 
in their surplus. 

Third, you said you were interested in the competitive position. 
I think it is a point that in spite of different tax bases, there is no 
indication that any favoritism has arisen that has resulted in any 
significantly larger share of the market going to the mutuals. 

Now, you raised the question as to whether or not the retained 
funds are solely for the purpose of protecting and making acceptable 
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present policies, or whether or not they to some extent are making 
future policies acceptable—that is, providing growth. 

I think an honest answer to that is that there is, in the case of 
many mutual companies—not all, but many mutual companies—a 
retention for growth, if a mutual company is to have any growth— 
and I do not think the tax laws should deny to any business organ. 
ization the right to grow with the public demand. It is the only 
way they can get it, outside of that income which they get from 
investment which have been through the tax wringer, which I have 
already explained is not as large in the case of the mutuals as it js 
in the case of the stocks. 

Now, a stock insurance company, needing growth capital, and 
finding that their ability to retain earnings out of income is insuff- 
cient, has access to the capital security market. The mutual does not. 
And I think that is important. The fact is that rapidly growing 
stock companies have turned, do turn every year, to the capital mar- 
ket to provide themselves with that additional surplus needed to 
make their policies accepted and to enable them to meet the demands 
of the public for growing coverage. 

Now, that has been a very acute problem—particularly, I think, 
in the last decade—where the rise in insurable value due to the infla- 
tionary conditions through which we have been passing and which 
seems, at least, to have no end—even if a mutual company had exactly 
the same policyholders today as it did 10 years ago—they would have 
to have a larger surplus, because the values which they are insuring 
have so increased. I do not know whether that is a complete answer, 
but it is certainly a possible answer to your question. 

The Cuarrman. It may be a full and complete answer. But you 
still leave me with this question in my mind, that I think is really the 
heart of a lot of our discussion. And that is whether or not it is in 
the best interest of all of us, for the tax law itself, to make it easier and 
more possible for some types of operations to grow in the economy 
in the future than for others. 

Now, certainly, I do not want the tax law to interfere with growth, 
any more than is necessary in the interest of doing the primary job 
of taxation—raising the revenues to defray costs of Government. But 
what I am getting at is the charge that is made that in this particular 
area, by virtue of tax law itself, it is easier for one type to grow than 
it is for the other type to grow. 

Mr. Haske. Studying the growth of mutual and stock companies 
from 1942 to the present, I can find no evidence, statistically, to sup- 
port the contention that the present tax system is giving either major 


segment any growth advantage. The growth of one segment has been 
about the same as the growth of the other. 


The Cuatrman. Yes, Professor Moor. 

Mr. Moor. I would like to speak first to the question of growth and 
second to the question of relative risk. 

First, with respect to growth: If you take the figures that Mr. 
Haskell has mentioned here, about the relative growth of mutuals 
and stock companies, one point that comes out of these figures is this: 
If these companies, both stock and mutual, are intensively competi- 
tive, as most of the witnesses here have agreed that they are, and if 
we can assume further that the costs of operation are not too dis- 
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similar between stock and mutual companies, then, if in fact the 
mutuals operate with no profit, as they suggest, and since the stock 
companies obviously do operate with a profit over the long run so 
that they can distribute dividends to their stockholders, it seems 
clear that the mutuals would have typically grown relatively faster 
than the stock companies. The fact that they have not grown rela- 
tively faster than stock companies suggests that they retain some- 
thing in the form of accumulated earnings net after expenses, which 
is very comparable to the type of profit ‘that a stock company accu- 
mulates. This is my point with respect to growth. 

Secondly, with respect to risk: You asked the question as to the 

relative risks involved between the life and nonlife companies. All 
of you who are on this committee remember very well the testimony 
last year when the life insurance companies came in. One of the 
things that they emphasized heavily was the type of risk that they 
incurred. 

Now, as Mr. Haskell pointed out, I think quite correctly, they do not 
with respect. to pure life insurance, at any rate, incur a type of risk 
that somebody will not die. Asa matter of fact, they would make the 
most profit if people never did die, clearly. Everyone is going to die, 
presumably, who continues to have a life insurance policy. The risk 
involved is when they are going to die, and this risk of timing of 
expenditures is exac tly the same as the the of risk of timing of outlays 
that a fire and casualty company incurs—namely, es stimating when 
the particular expenses will arise. 

It seems to me, however, that there is a far more fundamental point, 
and that is this: All cor porations, regardless of type and regardless of 
the type of product that they are sellng, incur risks. This is a charac- 
teristic of our capitalistic society. For all other types of corporations, 
including stock fire and casualty companies, it is necessary to accumu- 
late surpluses, contingency reserves, if you will, against risk, after 
taxes. 

It seems from the point of view purely of equity that all corpora- 
tions, including mutual fire and casualty insurance companies and life 
insurance companies, should accumulate these reserves against con- 
tingency risks, or for growth, after taxes, in the same way. This 
seems to be the most equitable type of approach. 

In effect, if you do not do this, the Government is, by reducing its 
tax burden on particular companies, underwriting a share of the ‘risk 
that the companies themselves are set up to underwrite. 

The CuHarrman. Mr. Scott ? 

Mr. Scorr. I have a couple of things in mind, and perhaps I need 
clarification myself. 

As to Mr. Bell’s remarks—I am afraid he lost me at a couple of 
points—I have difficulty of conceiving those amounts he mentioned as 
being borrowed. Maybe I am being overly legalistic, but since they 
are not recoverable until the death of the company, and then would 
not be paid to the person who paid them in, and since there is no other 
legal claim or any other form of realization, I look upon them as a 
form of surplus, and not borrowings. So, to my mind at least, the 
amounts are accumulated not just for current policies, but obviously 
for growth. 
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And the growth, by the way, need not be viewed only in terms of 
the relative amount of business written by the industry as a whole, 
although that isa good way. I believe that at the start of the century 
the stock companies wrote about 90 percent of the business, because the 
mutuals were later getting into this field, I think, than into the life 
field. And today the stock companies write about 70 percent. There 
has been a 20 percent decline in the interest written by the stock com. 
panies since the start of this century. 

In addition to the percentage growth by the mutuals in their 
writings, of course, the total industry has grown. The aggregate writ. 
ten today is vastly greater than in 1900. So there is no question but 
what the mutual companies are indeed accumulating for growth and 
accumulating very handsomely for that purpose very large amounts, 

At the same time, I think it must be recognized that the accumula- 
tions of the stock companies for their growth are very largely out of 
retained earnings, too, 

As to the mutuals, I think it might be a little more fair not to speak 
of this overage, this additional element of moneys retained, as being 
retained for a time, or of their purpose being to provide insurance at 
cost. Quite the opposite. These moneys are not retained for a time. 
They are retained permanently, as is evidenced by the fact that each 
year an additional increment is retained. 

And as to providing insurance at cost, this evidences its own con- 
tradiction. If insurance were provided at cost, there could be no 
retention. And I would add, also, that if it were provided at cost, 
it would not make any difference what the tax bill was, because there 
would not be any tax payable. But I struggle to understand how 
the recognition can be avoided that there is a large retention, out of 
premiums written, in the company for non-present policyholder pur- 
poses. This isthe growth element. 

My second struggle is to understand why we are concerned about 
the idea they should not be allowed to retain. Of course they will be 
allowed to retain, just as in the steel business. We are not talking 
about a 102 provision that will make it “unconstitutional” to retain. 
We are discussing whether the retention should not be in aftertax 
dollars, just as with their competitive companies and with a wide 
variety of other industries. 

The figures that I have been able to get indicate something to me 
in one regard, in terms of the premium dollar written by the mutual 
companies. Let us take the years 1943 to 1948, the span of the pres- 
ent law. They close with a larger percentage of premium volume 
dollars retained than do the stock companies. Granted, this would 
not be true if the stock companies did not pay dividends to their stock- 
holders. If you add back the stockholder dividends of the stock com 
panies to the amounts retained, I think a slightly higher percentage 
can be accounted for on the premium dollar of the stock company. 
But when we are talking about what is retained in the business, please 
remember that is the only way the stock company retention can be 
viewed as being as large or even half as large as mutual company re 
tentions—the figures are 1.5 percent premium dollar retained by the 
stocks and 3.2 percent with the mutuals. 

Now, we talk about comparing the stock figure with or without 
adding the dividends paid to policyholders, and I find it is immaterial, 
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because those dollars paid out to stockholders are taxed again to the 
recipient of the stock dividend. So I think it fair to ignore those. 

And the data I have available indicates that the actual retention 
of the mutuals runs about twice as big a part of the premium dollar 
as of the stock companies. 

This is the other measure of pyramided retentions, in addition to 
the measure that we can judge by their growth in the amount of the 
business they handle, which necessarily implies retentions for growth. 

The question in my mind always becomes whether or not this 
desirable growth and desirable provision for growth should be at 
the expense of me and the other taxpayers, or whether it should 
not be, as is true in almost all other businesses—permissible, de- 
sirable, but excised by the Federal revenue on the way into the re- 
tention pot. And I think then one must necessarily get back not to 
a question of the adequacy of surplus, because the retention evidences 
its adequacy, but to whether or not it should be taxed as it is being 
transmitted from the policyholder to the company’s wallet. 

When it is faced at that point, it seems, we get back to the con- 
ceptual arguments, starting with the 1942 bill and continued in 1951 
and 1958 and 1959, Certainly, the moneys are there, and, if they are 
income, it seems to me then clear that they should be subjected to the 
income tax. So, the question then is the conceptual one: Are they 
income? And to my mind, it is quite clear that they are, and I 
think that there is at least a growing recognition that they are. This 
was indeed the proposal in 1942, a proposal which would allow a 
deduction for a limited portion of the policyholder dividends, only 
to the extent that they were paid out of underwriting income. And 
there was a presumption that they were first paid from investment 
income, a very harsh presumption. In essence, I think, a wrong 
presumption. But the general approach was theoretically quite cor- 
rect in that 1942 bill. 

It was recognized then in the House that this was income, and the 
measure of it would be the growth of the retained funds. The undis- 
tributed portion of the moneys collected from the policyholder, and 
not necessary for the defraying of losses and expenses, is the measure 
of what you can keep. And what you do keep you do not distribute 
to the policyholders. That keeping has grown dramatically. It is 
a directly competitive keeping with the stock companies, because 
their great. growth has not come out’of resources of the equity market, 
but out of exactly the same retentions, and they retain only about 
half as much. 

The Cuatrman. Mr. Baker? 

Mr. Baxer. Mr. Chairman, I first wanted to comment and then 
very briefly question. 

_When we were studying life insurance problems a year ago, a por- 
tion of the mutual companies’ representatives took the position that 
there is no such thing as underwriting profits to a mutual company. 
The committee and the Congress apparently did not accept that 
theory; otherwise, we would not have put into the life insurance act 
that particular portion that we are all familiar with. Now, that is a 
rather basic question. 

Is there anyone here who now contends that there is no such thing 
is underwriting profit as applied to a mutual company? 1 
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Mr. Hasxetu. I think that would be my contention, Mr. Baker: 
meaning by that not that there is no income, but that there is no in. 
come arising to which stockholders have an equitable right; that 
whatever a mutual company earns in the way of underwriting income, 
and which it does not return in a dividend but retains, that that js 
retained for the sole purpose for which it was paid in—namely, 
policyholder protection. : 

Mr. Baxer. We went back in our discussions to the original con. 
duit concept. Certainly as to a pure reciprocal or a pure mutual ap- 
plying the conduit concept, I think we all recognized before it was 
over with that we no longer have in this highly complex society a 
pure conduit concept. 

Now, passing from that observation: We undertook here in this com- 
mittee, and I think did the best we could, partly to close loopholes, 
feeling that more revenue should be obtained, to remove discrimina- 
tions on companies doing the same type of business, writing life in- 
surance. Now, I can see from today’s testimony a rather basic distine- 
tion as to life insurance companies and fire and casualty as a group, 
leaving out the question of mutual and stock because of what Mr. 
Haskell said. There is a difference in arriving at the risk involved 
on the life expectancy, which is pretty accurate, and in fire and cas- 
ualty. Let us just take that one premise and come down to the sub- 
ject now, because I am assuming from the chairman’s questions that 
we are figuring at the moment on taxing other than life insurance. 

Now, apparently we have practically the total income approach to 
stock companies, other than life. That is, they pay on the under- 
writing profit at regular corporate rate. If I am wrong, someone cor- 
rect me. Mutual fire and casualties, or companies other than life, do 
not pay on underwriting profits. 

Am I correct on that, Mr. Bell ? 

Mr. Bex. Yes. 

Mr. Baxer. So it seems to me the problem is: Is that fair? Is it in 
the line of thinking of the Congress that every citizen and every tax- 
payer should pay equitably and fairly? “I think underwriting profit 
is probably the basis. 

I ask this question first of Mr. Bell and Mr. Haskell: What is the 
difference between the underwriting profit of a mutual company and 
a stock company ? 

Mr. Bety. Mr. Baker, as I stated in my paper here, the so-called 
underwriting profit of mutual companies is the excess of the premiums 
that are collected from the policyholders in anticipation of the ex- 
penses or losses they will have, and it is really the mistake they made 
in assessing temporarily, because you just cannot figure it out exactly. 

Mr. Baxerr. If I may follow along with the same thought, that is 
going back to the conduit concept. If the mutual refunds are paid 
back to the policyholders, in accordance with the conduit concept, 
then you would pay no tax at all; would you? 

Mr. Bet. In practice, that is right. 

Mr. Baxer. I think we agree on that. Now, we saw a danger in the 
life insurance hearings of that very thing happening—of all earn- 
ings, that is, all underwriting profits, being refunded or paid back 
to the policyholders. So we put a mild, I think, provision in the bill 


to keep that from happening—that you must first pay some tax on that 
profit before you distribute. 
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Now, evidently, that is not the entire thing, that is, that if the mutual 
companies pay all this underwriting profit. back, bec ause if they did, 
there would be notax. There would be no tax at "all on the underwrit- 
ing profit. It would be a purely net investment income tax. 

‘And for that reason, Mr. Bell, I cannot gr asp the fact that there is 
no underwriting profit, because you do not pay it all back. It was fin- 
ally admitted by mutual re presentatives, some of the very largest ones, 
that the y certs Linly do not pay it all back to the stockholders. 

Mr. Bett. Mr. Baker, the fundamental question is: Of course they 
do not pay all, and immediately, for several reasons. No. 1, in this 
insurance business, you do not know how much you are to pay at once 
Ittakes time to figure it out. Just because an annual basis is provided, 
that still does not determine the actual cost of insurance for that par- 
ticular period. 

Mr. Baxer. That is the answer, and certainly that was my next 
question. I want to be brief. That brings us to the question of sur- 
plus; does it not ? 

Mr. Betu. That is right. 

Mr. Baxer. For the protection of future contractual obligations; 
and that is a proper function—safety and protection for the future. 
Even in life insurance contracts you cannot be certain you will not 
have bad miscalculations in some particular year. 

Now, let us come to surplus. Is there any difference between sur- 
plus, money laid back, by a mutual and a stock company? It seems 
to me—and I would like Mr. Bell and Mr. Haskell and Mr. Scott to 
comment on this—that the surplus funds of the mutual insurance com- 
pany are reserved for the protection of its stockholders, policyholders, 
and is that not identically true with the surplus funds of a stock 
company ? 

Mr. Hasxett. I think probably the answer is “Yes.” But I think 
in full answer to your question I should make a distinction between 
surplus, as used in the fire and casualty business—I think it will clarify 
some of our thinking—and surplus as used in an ordinary corporate 
enterprise. 

In an ordinary corporate enterprise, the term “surplus” is that ex- 
cess of assets over all liabilities. That is not completely true in the 
fire and casualty business. In the fire and casualty business—and Mr. 
Bell as an accountant is probably more competent on this than I am, 
but I will state it. In the fire and casualty business, we are limited 
in our accounting system to charging to liabilities only those items 
which are per missible under the uniform accounting system set up by 
the insurance commissioners. There, we put into our liability our 
statutory reserves. The statutory reserves do not permit, as you 
would in an ordinary business, where there was a clear recognition of 
hazards not contemplated in premium price and other factor s—we 
cannot set up contingency reserves. Therefore our surplus is in effect 
a cont ingency reserve. 

Second, the laws of all of our States requires that in order to be ad- 
mitted to do business in the State, we must have a certain surplus in 
the case of a mutual company; capital and surplus in the case of a 
stock company. 
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Those requirements, minimum requirements, 
business, are in terms of what we 
are required by law. 

Mr. Baxer. Is not the requirement on the same basis for protection 
under State laws for the two types of companies? 

Mr. Haske. Not quite, sir. While there are variations, in gen. 
eral I would say the State laws require a stock company to have a 
certain amount of capital and surplus. A mutual company must have 


surplus equal to the capital and surplus of a stock company. That is 
in general. 


for permission to do 
all policyholder surplus. They 











Now, in the case of some States, these amounts are quite large. | 
cited New York State, which happens to be the largest. It runs close 
to $2 million. To the extent that we must have that in order to do 
business, that means that to that extent surplus is a reserve, which 
in ordinary business accounting I think would appear above the line 

rather than below the line in excess of assets over liabilities. 

Mr. Baxrr. Mr. Scott, would you care to comment on the original 
question? And that is: Is it true or it is not true that the surplus 
funds of a stock company are reserved for policyholders, the same as 
that of the mutual ? 

Mr. Scorr. I think that is perfectly true, in the stock companies 
as in the mutual companies. The stock companies are pyramiding 
those funds, because they, too, want to grow. It is also for the pro- 
tection of the present policyholders. 

I would like to mention one other thing in relation to the statutory 
minimum required. I believe, and I am certainly subject to correction 
on this from either of these gentlemen—I believe the mutual com- 
pany, if it wishes to issue assessable policies, as some of them formerly 
did, and as some of the smaller ones now do, but as was more common 
im the earlier era, is relieved of the great bulk of that requirement. 
And it was only when the mutuals departed even further from what 
you denominate the conduit theory, as they found competitively they 
had to, that they became subject to these requirements at the full level. 
And I think also I am right—and again I stand ready to be corrected— 
that the requirements of the different States, for a company to engage 
in business, are not cumulative. In short, New York’s requirement is 
not something to be viewed as additional to the requirement, say, of 
[linois. And companies of any substantial size will have long since 
met those minimum State requirements and need not suffer that as 
a real embarrassment or as a necessary burden to further accumulation 
in their planning. It is only a relative barrier, and the dollar level 
is the same for any type of company. 

Perhaps this raises some ideas: How does the mutual company 
started and get that first necessary minimum amount of money ? 

Mr. Baxrr. Well, to begin with, most of them were assessable, were 
they not? And if they did not have money, they called on their 
members to pay. But that is a small segment of the industry, I would 
think, the assessable part. 

I was interested in Mr. Bell’s question as to applying tax to surplus. 
We discussed that. It seemed like that was the answer to the problem, 
but it was a simple answer. We were never able to determine: what 
is the necessary accumulated surplus? Except it would have been 
on an individual company basis, rather than by statute. 
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My own thought, and I think a great many others feel the same way, 
is that what we want to do is to have equality in this field of life 
insurance. 

Do either of you gentlemen know, if the same treatment was applied 
to mutual insurance companies, other than life, as applied to stock 
companies, other than life, what the amount of revenue gain would be 
tothe Treasury ? 

Mr. Hasketxi. Mr. Baker, it would be my opinion that no one can 
give an accurate figure on that. It will vary from year to year. I 
think we would have to do some crystal gazing as to what we might 
anticipate would be the underwriting gain in the foreseeable future. 

If we are to assume the present generally speaking somewhat un- 
profitable activity in the fire and casualty field, then I would say, cer- 
tainly during the last 3 years, and if the situation continues, the net 
result would be a lesse ‘ning in the total revenue. 

Mr. Baker. Mr. Scott, would you care to comment on that ? 

Mr. Scorr. I think that since 1956 the fire and casualty companies 
have been in a period of deep recession if not depression in their un- 
derwriting. All of them are showing up in the red on their under 
writing side. I think at the same time, this is quite a cyclical industry. 

I have written to companies in an effort to find out the best in- 
formation I can on that, and I have secured such information as they 
can give me. There would have been a substantial amount of addi- 
tional revenue to the Federal Government over the years 1943-58; 
somewhere between $100 and $200 million, certainly. 

There was about 250- some-odd millions of dollars of net under- 
writing income not returned by the mutuals in policyholder dividends. 

Mr. Baker. Over the period of years? 

Mr. Scorr. Over the period of years; approaching a quarter of a 
billion dollars. This leaves ovt investment income. I am assuming 
that this, under the present law, wastaxed. There was another quarter 
of a billion dollars not returned to policyholders. That quarter of a 
billion dollars would have been taxable. 

Remember, of course, this is on the underwriting side. There can 
be no recourse to tax exempts, so the declared statutory rate would 
have been the applicable rate. It would have been I think somewhere 
in the 40’s, among the 40’s in percentage points. We did not have 
the 52 percent throughout that whole period. 

Mr. Baxer. My next question, which I think will be my last one, is 
directed to Mr. Moor or Mr. Lent, or both. 

On the question of equality: Here is a group of companies writing 
the same kind of policies, assuming the same kind of risk, fire and 

casualty, mutual and stock. 

Mr. Moor, what justification do you see for applying a different tax 
treatment ? 

Mr. Moor. None whatsoever. 

Mr. Baker. Mr. Lent? 

Mr, Lent. I think I would find the same justification here that may 
be found in the case of mutual savings banks, in that the only source 
of capital to the mutual organizations is from the policyholders, 
Whereas the stock companies do have access to outside sources of 
capital. I think this may provide the basis for some distinction. 
Just how much, it is difficult to say. 
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Mr. Baxer. Are you through? 
Mr. Lent. Yes. 
Mr. Boees. I wonder if you would let the rest of them answer the 
question you just asked. 

Mr. Baker. Yes, except for this comment, and then I will pass 
immediately. 

Does any policyholder of a mutual company have any vested right 
in that surplus or underwriting profit? If he gets out, does he get any 
of that money back, if it has not been distributed ? 

Mr. Lenr. Are you speaking of a life insurance company ? 

Mr. Baker. No, fire and casualty, other than life. 


Mr. Lent. I regret that I am not expert in this area, and I cannot 
say. 

















Mr. Baxer. Mr. Bell, if you drop a policy, other than life, you do 
not get anything out of that company’s surplus? 

Mr. Bett. Ina mutual,no. Ina reciprocal, yes. 

Mr. Scorr. May I interrupt for a moment? I think that is true 
with the reciprocal in theory, but I think that today most of the larger 
reciprocals no longer have that feature, do they? Certainly the re- 
ciprocals in original theory did practice, even monthly, totaling their 
books up, how much went to John Smith and how much to Joe 
Brown. 

Mr. Baxer. That surely is an awfully small segment now. 

Mr. Scorr. Yes; that is just a theoretical matter. 

Mr. Baxer. Mr. Bell or Mr. Plumley, did you wish to comment! 

Mr. Betz. No. I meant to say that with the mutual companies 
where the policyholder drops the policy, he drops his claim to the 
common fund. The surplus funds of the company are owned by all 
the existing policyholders. 

In the reciprocal, even though some may not keep adequate reports, 
others do. In fact, some of them do it today, do what Mr. Scott just de- 
scribed, close the books regularly, and try to figure out how much is 
due each fellow. Others do not. The law requires them to do so. I 
mean the State law generally requires them to do so. And in a re- 
ciprocal the funds are owned by the individuals. Whether the books 
show the exact dollars and cents or not, they still are owned by the 
individuals, because that is the contract. 

Mr. Baxer. That is the existing policyholders? 

Mr. Betz. Not necessarily. Even past policyholders. The fact that 
a man drops his policy in the reciprocal generally legally does not 
entitle the reciprocal to confiscate his funds. 

Mr. Baker. But you are not talking about the great bulk of mutual 
companies ? 

Mr. Bexxi. No; I am talking about reciprocals; because they are a 
fairly minor factor. As Mr. Scott pointed out, I think, in his paper, 
only 3 percent of the business is done by them. 

Mr. Baxer. Mr. Plumley, in the life insurance field, there is a dis- 
tinction ; is there not ? 

Mr. Prumiey. That istrue. 

Mr. Baxer. You have certain rights to the fund ? 

Mr. Piumtey. I think that isa distinction. 


Iam sorry. This microphone is not on. Maybe I can talk loudly 
enough to make myself clear. 
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The surplus funds or contingency funds with the life insurance 
company are a revolving fund. Moneys go into them from the pre- 
miums of individual policy yholders. And ‘from this fund money goes 
out to terminating policyholders. 

Mr. Baker. Do you have extended insurance and many other fea- 
tures that are not present in insurance other than life? 

Mr. PLumiey. Apparently that is so, Mr. Baker. 

The CuarrMan. Mr. Harrison ? 

Mr. Harrison. Mr. Bell, do I understand from reading your paper 
and from what you say here today, that you regard mutual companies 
as cooperatives { 

Mr. Bei. Cooperative ventures, I do not say they are exactly 
like a cooperative, but they are a cooperative venture; yes. 

Mr. Harrison. Well, would you call them cooperatives, or not? 

Mr. Betx. Well, it all depends, because if you underst: and, under 
cooperatives, the type of organization where the activity going on, 
selling or buying, is done for outside as well as for the members, 
then, of course, the answer is no; because in a mutual company, even 
though it is a cooperative, no one else is dealt with except their 
own policyholders. 

Mr. Harrison. Isthat agreed to by the rest of you gentlemen ? 

Mr. Moor. There is one minor exception, which I am sure every- 
one would agree to here, and that is with respect to investment in- 
come. Obviously investment income is with respect to third parties. 
But there is another distinction that should be drawn, and I think 
avery important one: The essential difficulty that all you gentlemen 
face with respect to a cooperative is the fact that the income that 
is received by the cooperative is immediately within each year al- 
locable to the individual patrons who share in the business of the 
cooperative. This is distinctly not true with respect to the typical 
mutual company. 

Mr. Hasxexu. I think I would make a very sharp distinction be- 
tween a mutual insurance company and a cooperative, as the term is 
ordinarily used. And I could summarize that. 

First of all, the cooperative and the mutual have different his- 
torical backgrounds, different origins. The cooperative, as I under- 
stand it, originated somewhere around 1840, with the formation of 
the Rochdale societies in England, in which a group of workers got 
together to supply themselves with the needs of life at a lower figure 
than they were able to buy on the open market, and thus improve 
their real i income. 

Mutual insurance, as we understand it in this country, had its 
origins in the formation of the Hand & Hand Society in London in 
the 18th century. 

Secondly, I think, for what it may be worth, cooperatives are cre- 
ated under an entirely different State statute than are mutual in- 
surance companies. 

Third, cooperatives are engaged in the production or sale or pur- 
chase of tangible commodities, whereas mutuals are concerned with 
the sale of contracts of indemnity. 

In the case of mutuals, every direct policyholder is automatically 
a member of the company, and so enrolled on the books of the com- 
pany. A cooperative may do business with nonmembers who do not 
participate in the patronage dividends paid by the cooperatives. 
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Mutual fire and casualty companies—here we have a distinct dif. 
ference from life insurance, incidentally—are operating under rather 
stringent governmental State control. The prices that they charge 
are controlled. The policy forms are controlled. Their surplus re. 
quirements are subject to control and examination. The cooperative, 
on the other hand, is dealing in a free competitive market without 
governmental controls of that sort. 

And finally, and most important of all, it seems to me that basically 
insurance is a pooling operation in which a large group of people 
contribute small sums to a pool, out of which those upon whom mis- 
fortune falls may be indemnified. Insurance is basically a mutual 
undertaking. There is nothing essentially mutual about the manv- 
facture or the distribution or the purchase of commodities. 

That is in no way intended by me to be a reflection or to have any 
tax implication with respect to cooperatives. I am merely saying that 
in my opinion mutual insurance is an entirely different breed of cat 
from cooperatives. 

Mr. Bocas. This is merely an opinion ? 

Mr. Hasxett. It is merely an opinion. 

Mr. Boces. Because you understand that there are regulations im- 
posed on cooperatives. I did not understand your bold assertion that 
there were no regulations of cooperatives. 

Mr. Haskxeti. Not to the same extent, I think, Mr. Boggs. 

Mr. Bocas. Then you have modified your statement. 

Mr. Haske tt. I accept the correction. 

Mr. Harrison. Any further comment on that question ? 

Mr. Moor. With respect to the regulation question, the closest 
parallel with a mutual or stock fire and casualty company is with the 


public utility. And of course a public utility is taxed at corporate 
rates. 





Mr. Bocas. It seems to me the principal question is whether or not. 
regardless of the legal arrangement, tax preference is something that 
we should perpetuate in the law. 


Mr. Harrison. Let me ask you this question—anybody and every- 
body. 

It has sometimes been suggested that this problem could be solved, 
from the competitive viewpoint at any rate, by taxing the stock com- 
panies under the same statute under which the mutuals are taxed. 
What is the panel’s reaction to that suggestion? It is not my sug- 
gestion, but it has been made several times. 

Mr. Moor. I will try to answer it very quickly, Mr. Harrison. 

It seems to me it is just that sort of attitude which has led to these 
hearings in the first place. This is precisely the type of approach 
which has led to special provisions in the tax law, one right after the 
other. As soon as one type of company gets it, then others want it, 
and as soon as you start getting into that type of hole in the ground, 
you get all sorts of special provisions coming about. 

Mr. Harrison. Any other answer? Does everybody agree with 
that? 

Mr. Hasxerz. Mr. Harrison, I will go back to the point I made 
originally. I do not subscribe to the theory that tax equity is neces- 
sarily promoted by treating all business corporations identically. The 
basic question is, as I see it, as to whether or not the differences are 
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sufficient In importance to justify different treatment in the interest of 
equity. 

I think very strongly that we should not, for the sake of simplicity, 
try to pour all businesses, i insurance, banking, transportation, or what- 
have-you, into the same mold. 

Mr. Harrison. Then I take it that everybody agrees that that 
would not solve it. 

Mr. Puumtey. I would like to record that I am in agreement with 
Mr. Haskell. And so far as the Life Insurance Act of 1959 is con- 
cerned, after consideration by this committee, this committee agreed 
that there should be differences in the taxation of corporations. 

The CHAIRMAN. But on that point, if you will yield to me: It is not 
a question of whether or not you can treat all corporate entities alike ; 
but can you treat all corporate entities alike that compete with one an- 
other ¢ 

Mr. Baxer. That is the point. 

The CHatrMan. In the case of life insurance we came pretty close to 
treating them alike; did we not ¢ 

Mr. PLuMiey. You came more than close. 

Mr. Harrison. Can anyone tell me what the revenue effect would 
be in the event stock casualty companies were taxed under the same 
statute as the mutuals ¢ 

Mr. Moor. Mr. Chairman, I think the entire panel here is agreed on 
one thing. ‘That is, that it is extremely difficult in this area to make 
revenue estimates, as you full well know by asking the Treasury thie 
same type of question. I have attempted to make revenue estimates 
such as this, and it is extremely difficult, because we do not know the 
reactions that different types of companies in this area will have to the 
changes in the tax law. 

Mr. Scorr. One thing that might be relevant to that: Over the past 
years, had the stock companies been taxed as are the mutuals now, the 
effect would have been to drop out of the tax base all of the under- 
writing proceeds of the stock companies. 

Mr. Boas. It does make a substantial difference in competition ; 
does it not ? 

Mr. Scorr. They had $960 million of underwriting profits over that 
period. So applying whatever the current rates were, it would be 
pretty substantial drop. 

Mr. Arcer. Just to follow up the suggestion you made, Mr. Bell, 
which Mr. Baker touched on, the matter of limiting reserves: Is that 
needed now ? 

Mr. Betty. In individual cases it may be. Generally the mutual in- 
surance business does not have, as a whole, as much reserve as the 
stock companies, meaning they have not accumulated beyond what 
their competitors have. 

Mr. Avcer. Well, do you think it is needed now ? 

Mr. Betx. In some individual cases, yes. 

Mr. Arcer. And you are thinking of specific companies? 

Mr. Betz. Specific companies; that is right. 

Mr. Arcrr. Would you have any idea to what level it should be 
limited 2 surplus? 

Mr. Betx. That would have to be a very serious and difficult but 
not insurmountable study. It would have to be solved by competent 
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so-called casualty actuaries and accountants, who would advise you as e 
to the technicalities. But it can be solved. It wou. 
Mr. Acer. Would you use the same formula on the mutuals, say ; tual 
as on the life-stock companies? oe pec 
Mr. Bett. Well, as I said before, you will want to solve that prob- JB yyn, ob 
lem in the case of life companies by this splitting up of underwriting an e 
income between the company and the stockholders. That is what nolicie 
it amounts to. In fact, apropos of that, I would like to bring out, adil 
if I may, the very significant fact that you, the committee, and Con. a h: 
gress, have recognized the distinction between policyholder surplus Wh 
and the company’s shareholder surplus. ; situatl 
In other words, apparently in the process of passing the Life — Mor 
Insurance Act, you have recognized that there is a distinction be & accept 
tween policyholder surplus and shareholder surplus and have, in BB ¢ourt 
the way of a compromise, if I may say so, that one-half of that so- & they 1 
called underwriting profit—which, as you realize, I for one do not & are ju 
agree is an underwriting profit—of a mutual company, should be aris 
tax-free, the other half being taxable in order to place some sort of ore ot 
ceiling on the accumulation, or perhaps to get some more revenue, — For 
or both. requil 
But in principle,I believe that this Life Insurance Act brings out § js a v 
that very point of principle that I have been trying to convey, I Sex 
hope halfway successfully, that there is a distinction between the from 
policyholder surplus and the shareholder surplus. the 0 
Mr. Arecer. Mr. Bell, in your mind, would such a limitation as you comn 
have suggested in your paper, as I recall, would that limit growth! mean 
Mr. Betu. That will interfere with growth, yes. M: 
Mr. Aucer. Not necessarily limit it; but it will interfere? of tl 
Mr. Bett. It will not limit the growth; only to the extent that the quali 
company is able to grow with one-half of the accumulation rather cone 
than the full accumulation. And, in fact, it should be limited as to thus 
what they actually need to protect their policyholders. dem: 
Mr. Atcer. Gentlemen, the question.I asked was based on Mr. Tl 
Bell’s paper. That was this matter of: Should there be a limit on If 
reserves? Is it needed now? What level should that be? Should ing 
the formula differ between the different types of companies? Would 1 
that limit growth? It is about a five point question based on what v 
I have heard this morning. I do not know whether any of you would (7 
care to comment, but you are welcome to. at 2 
Thank you, Mr. Chairman. 
Mr. Bocas. Mr. Chairman, I just have one question I would like to 
direct to the panel. si 
The Cuarrman. Mr. Boggs. I 
Mr. Bocas. I presume that the members of the panel are familiar I 
with the fact that Mr. Baker and I have introduced a bill on this zat 
subject. Would any of the members of the panel care to comment hel 
on that proposed legislation ? Xo 
Mr. Moor. I came out in strong support of it, Mr. Boggs. ns 
Mr. Boces. Mr. Lent? Cle 
Mr. Lent. I have no opinion on it. ( 
Mr. Scorr. I am in the enviable position of having written an article the 
advocating exactly the same thing. - 
Mr. Bocas. I have no pride of authoriship. wi 
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Mr. Hasxetzi. Do you want me to comment on that? 

There are some mutual companies who could live under your bill. 
[It would be my opinion that those are the strong and rather large 
mutual companies. 

For the great bulk of mutuals, whose annual premium writings 
run, oh, say, a million or $2 million—and that is a very small insur- 
ance company—their ability to provide ample surplus to make their 
policies acceptable would ‘be jeopardized by the total income ap- 
proach. That is, I think they need all of the retention which they 
now have to make their polic les acce ptable. 

When I say “make policies acceptable,” I have in mind a very real 
situation in the ins surance market, particularly in the fire fiel« l. 

Mortgage companies have in the past been somewhat unwilling to 
accept mutual policies. By action of the Justice Department, and by 
court decision, investment companies have been in effect told that 
they may not discriminate between insurance companies; that they 
are justified in insisting upon certain standards, but that those stand- 
ards must be applied to all insurors quite regardless of whether they 
are stock or mutual. 

For many mutual companies, the problem of establishing a surplus 
required by lendors on mortgages to have their policies “acceptable 
isa very, very real problem. 

Secondly, in the mutual field, we are going through a transition 
from companies that wrote a single line, like the fire companies, on 
the one hand, and the casualty companies on the other, to what is 
commonly called multiple-line underwriting, by which is generally 
meant writing policies both in the fire and casualty field. 

Many mutuals—and I think I could compile a list of a hundred 
of them—are finding that they cannot, with their present surplus, 
qualify to issue multiple- line policies. And they are very much 
concerned as to where they are going to get the funds to do that and 
thus to successfully compete with what appears to be a market 
demand. 

The Cuarrman. Are there any further questions? 

If not, gentlemen, let me thank you again for this very enlighten- 
ing discussion, at least to me, on the issues in this area of taxation. 

Thank you so much for being with us today. 

Without objection, the committee adjourns until 2 p.m. today. 

(Whereupon, at 12:30 p.m., the committee rec essed, to reconvene 
at 2 p.m. the same day.) 


AFTERNOON SESSION 


The Cuairman. The committee will please be in order. 

This afternoon we look at the subject matter of tax-exempt organi- 
zations. We are pleased to have as our panelists Mr. Harry K. Mans- 
field, attorney, Boston; Mr. E. Roy Gilpin, attorney, New York City 
Northeutt E ly, attorney, Washington, D.C.; Mr. Lewis Harris, aan. 
ris Laboratories, Line oln, Nebr.; Mr. Norman Sugarman, attorney, 
Cleveland; and Mr. Scott Dunham, accountant, San Francisco. 

Gentlemen, we thank you for the papers that you prepared for 
the ¢ -ompendium. We will ask you this afternoon to very briefly sum- 
marize the highlights of your papers. We will begin the summations 
with Mr. Mansfield. We are pleased to have you “with us tod: ay, Mr. 
Mansfield. You are recognized. 
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STATEMENT OF HARRY K. MANSFIELD, ATTORNEY, BOSTON, MAsy 





















ducted 

Mr. Mansrietp. Thank you, Mr. Chairman. ve 
My name is Harry K. Mansfield, and I am a practicing attorney ae : 
taken 1 

of the firm of Ropes, Gray, Best, Coolidge & Rugg, Boston, Mas: vather' 
I am appear ing with other members of the panel to discuss problems vaiae 
concerning the taxation of business income of exempt organizations, pene 
I have been interested in the subject of exempt organizations and their "Tt th 
taxation for a number of years, both as legal adviser to some of then the res 
and as participant in the activities in this area of the tax section functic 
of the American Bar Association. the sal 
I am speaking here as a private individual concerned with the J posses. 
sound and equitable administration of our tax laws. Que: 
It is my belief that the existing statutes governing the taxation & acter « 





and exemption from taxation of these organizations are on the whole 
quite satisfactory. They seem to be adequate to carry out the con- 
gressional objectives of bestowing exemption from income tax upon 
organizations with approved purposes and of collecting a tax on the 
unrelated business income of such organizations. The amendments 
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( 
enacted in 1950 did a great deal to bring about this healthy condition, Ps 
The scope of the tax exemption in this area has not been enlarged in  jhey a 
recent years but has actually been contracted, contrary to the trend & jy the 
toward provision of additional exemptions and deductions in other Th 
areas. f : other 
I am principally concerned with the administration of the statute activ 
taxing the unrelated business income of exempt organizations. The Ad 
statute properly specifies that no income shall be t taxed unless its pro & judg 
duction springs from activities unrelated to the exempt purposes and JB jy so 
activities of the organization itself. This means to me that such J broa 
income should remain exempt where it is generated and arises from & pot | 
activities of the organization which have statutory approval as activi- & tions 
ties in the public interest. and | 
On the other hand, such income will be taxed regardless of how it TI 
is used where it does not arise from the statutorily approved activi- & gtatr 
ties. The statute focuses attention, therefore, on whether the income- Tl 
producing activities meet the test of being socially desirable activities M 
as prescribed in the statute. are ’ 
The Treasury Department, however, seems to be unduly emphasiz- 
ing another factor which at best should only be subordinate. That 8] 
factor is the similarity of the income- producing activities to activities 
conducted by profitmaking businesses. Since the activities of exempt y 
organizations have constantly been expanding and spreading into N 
new areas in order to meet new needs, and since profitmaking busi- § dre 
nesses have also greatly extended the range of their activities into new § con 
fields, it seems inevitable that these activities will sometimes overlap. { 
If the principal test is the similarity of the exempt organization’s J the 








income-producing activities to activities carried on by businesses, the 
result must be to confine the operation of exempt organizations to 
fields not occupied by businesses. 










thi 

The conduct of research is an example of an overlapping area in org 
which conflict has become apparent. sel 
I submit that exemption of research income from taxation should CO) 








turn, not upon whether the research is of the same kind as that con- 
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ducted by business, but rather upon the contributions made by the 
research activity of the exempt organization to the public welfare. 
The public interest to be supported here is the support of education 
taken in its broadest sense. The educational process consists of the 
athering, marshaling, and dissemination of knowledge. Its dis- 
gymination is not confined to students but extends to the community 
andthe public at large. 

If the results of research are freely made available to the public, 
the research activity would further an organization’s educational 
function. Income from such research should not be taxed even though 
the same kind of research might be conducted by profitmaking busi- 
nesses. 

Questions have been raised from time to time regarding the char- 
acter of income from the operation of radio stations and publishing 
houses by universities and other exempt organizations. Inevitably 
such activities conflict with similar activities conducted by some 
profitmaking businesses. ‘This fact should not have dominating 
significance. 

Much more important is the question whether these activities are 


| established and operated as a function of the educational process. If 


they are, then income produced by the activities should remain exempt 
inthe public interest. 

The same kind of analysis can be made for charitable, literary, and 
other exempt organizations and for the various income-producing 
activities that they might conduct. 

Admittedly, answers to these questions involve the application of 
judgment and a broad knowledge of the place of exempt organizations 
insociety. In reaching a proper determination, either as a matter of 
broad policy or in specific instances, the Treasury Department should 
not hesitate to call upon the aid of qualified persons and organiza- 
tions within and without the Government who have the information 
and experience to cast light on these policy problems. 

The basic objective now is to administer fairly and vigorously a 
statute which is fundamentally sound. 

The Cuatrman. Thank you, Mr. Mansfield. 

Mr. Gilpin, we are pleased to have you with us today, sir, and you 
are recognized. 


STATEMENT OF E. ROY GILPIN, ATTORNEY, NEW YORK CITY 


Mr. Girern. Thank you, Mr. Chairman. 

Mr. Chairman and members of the committee, I would like to ad- 
dress myself to the subject of the presently tax-exempt business in- 
come of electric utility operations. 

Under existing law, no Federal taxes are imposed on agencies of 
the Federal, State, and municipal governments and cooperatives en- 
gaged in the electric power business. The purpose of my paper as 
published in the compendium is to explore the subject of removing 
this tax exemption to the end that there may be imposed upon these 
organizations the same Federal tax burden in respect of their electric 
service business as now is imposed upon the investor-owned taxpaying 
companies engaged in the same business. 
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This proposal follows the policy inaugurated by Congress in 195) 
when unrelated business income of specified exempt organizations was 
made subject to tax. 

The rendition of electric utility service by a governmental agency 
or other nontaxpaying organization is a business function performed 
in direct competition with taxpaying enterprises engaged in precisely 
the same business. Therefore, Federal tax equalization among all 
electric utility service enterprises is contiesaniied to this committee as 
directly in furtherance of its objectives to equalize the Federal tax 
burden, broaden the tax base and infuse equity and fairness into the 
Federal tax system. 

Tax inequality in the electric utility service area with resulting 
heavy losses of revenues to the Federal Government derives from the 
fact that Government-owned and subsidized organizations engaged 
in the electric utility business pay no Federal income taxes. 

Federal taxes including the high Federal income tax are a major 
item of cost of electric utility service and are included in the charges 
for electricity to the customers of investor-owned companies. 

On the other hand, Government owned and sponsored tax-exempt 
electricity suppliers do not include in their rates for service any 
charge for Federal taxes. It is manifestly clear that customers of tax- 
exempt electric utility enterprises, in the rates which they pay for 
electric utility service, are simply not paying an equivalent share of 
the cost of Federal Government in their electric bills as are the custo- 
mers of investor-owned electric utility companies. 

Federal income taxes for the electric utility industry as a whole 
amounted to over $1 billion for the year 1958, all paid by the investor- 
owned electric companies. 

America’s electric customers may be divided into two groups, A 
and B. Group A customers purchase their electricity from investor- 
owned companies. Averaged on a countrywide basis, group A cus- 
tomers pay about 13 cents in Federal income taxes out of every dollar 
of their electric service bill. Group B customers purchase their elec: 
tricity from Government power operations or electric cooperatives. 
The electric bill of these customers includes virtually nothing for 
Federal income taxes as part of the charge for electric service. 

This I believe is precisely the type of tax inequality which de 
serves the attention of this committee. 

This tax disparity between these two groups of America’s electric 
customers aids and abets further serious erosion of the sources of 
federal tax collections. Thus over the last 30 years the tax-exempt 
agencies’ portion of the total electricity output of the country in- 
creased from 514 to 24 percent. 

Coincident with this expansion of tax-free electricity, all or part of 
the properties of over 19) taxpaying electric companies, large and 
small, have been taken over by these tax-exempt organizations, govern- 
mental and otherwise. 

Investor-owned taxpaying companies account for about three- 
fourths of the electric utility business in the country. The remaining 
one-fourth is tax exempt. 

The nontaxpaying electric utility operations to which I refer include 
Federal Government agencies, State public utility districts, power 
authorities and the like, municipal governments engaged in the elec- 
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tric utility business, and electric cooperative organizations which are 
financed by borrowings from the Rural E lectrific: ation Administra- 
tion at an interest cost which presently is less than half the cost 
of borrowings by the Federal Government itself. 

As to the ¢ question of constitutionality, there is nc doubt that Con- 
gress may levy a valid tax upon the e ‘lectric power business of its own 
agencies, the State agencies, and electric cooperatives. 

The dollar measurement of this special tax exemption privilege 
accorded to a substantial segment of America’s electric power busi- 
ness can be determined by ascert: aining the amount of taxes which 
investor-owned taxpaying companies “would have paid had they 
conducted the electric power business of the presently tax-exempt or- 
vanizations. 

Such a study was recently made. It shows that for the 17-year 
period 1942 through 1958, this tax-free electricity, if sold by taxpay- 
ing companies, would have yielded $2,700 million to the Federal 
Treasury. Projection of a similar tax yield for the next 17 years, 
again assuming the taxpaying companies were to carry on the electric 
power business for that period estimated in respect of the presently 
tax-exempt organizations, shows that $11,500 million would flow 
tothe Federal Treasury which it will not receive under the present 
tax-exempt ion situation. 

These simple but eloquent statistics are ample demonstration of 
what tax equalization, or lack of it, means. 

In considering the question of whether it is in the national interest 
to tax the presently tax-exempt public utility operations, this aspect 
of the matter can be brought into sharp focus simply by posing a 
series of questions. Thus: In which direction does the national in- 
terest lie? 

Is the national interest best served by adhering to the basic proposi- 
tion that the electric utility industry should be included with other 
fully taxed industries, or should such industry be entirely relieved 
of the burden of the Federal income tax 

If it is in the national interest that the electric utility industry 
should continue to carry its share of the burden of the F ederal income 
tax, and I believe that it is, is it in the national interest that only 
16 percent of that industry ‘should carry that burden as part of its 
operating costs upon which service rates to the public are based, while 
24 poen of that industry does not carry the same burden in setting 
its electric rates to the public served by it? 

Is it in the national interest that this substantial cost differential 
should continue to stimulate further erosion of the tax base by en- 
couraging takeover of utility systems in order to secure tax-free 
power ? 

Is the national interest served when, because of this tax expense 
factor, a minority of the Nation’s electric utility customers are ac- 
corded rates for service which can be as much as 40 percent lower 
than those paid by the majority of the Nation’s electric utility cus- 
tomers? Does national interest mean the interest of the Nation as 
a whole or merely one favored segment ? 

If imposition ‘of tax on presently exempt electric utility operations 
results in an increase in rates to the customers of these agencies so 
that such rates are placed on the same competitive level of those now 
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charged by investor-owned companies, is this not in the national jp. 
terest of the Nation dedicated, as it is, to the competitive free enter. 
prise system ? 

Is it in the national interest that the Federal Treasury should bx 
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deprived of tax revenue of $11.5 billion over the next 17 years becaus |} Publi 

a segment of the electric utility industry is arbitrarily exempt from § courage 
tax ¢ itself. 

I believe the obvious answers to these questions support the proposi- Furt! 


tion that the exemption should be removed. 

The Cuarrman. Thank you, Mr. Gilpin. 

Mr. Ely, we are pleased to have you with the committee today, 
sir, and you are recognized. } 
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STATEMENT OF NORTHCUTT ELY, ATTORNEY, WASHINGTON, D.C. & tween | 
S 0 

Mr. Ey. My name is Northcutt Ely. I am a member of Ely Mc- a. 
Carty & Duncan, attorneys, here in Washington. I address my paper & public 
to the Federal taxation of income of States and political subdivisions. ilewte 
The issue here is whether the Federal Government can or should § jcome 
tax the income of States and their political subdivisions “derived from J jeyenu 
any public utility or the exercise of any essential governmental func- § jpctor. 
tion” (1.R.C., sec. 115 (a), 1954). duee n 
Congress has specifically exempted such income in each income tax § grily 
enactment including that of 1913, the first act following the 16th object 
amendment. Inasmuch as the Federal Government has never success- J jyce t 
fully taxed this income of the States and their political subdivisions, To { 


the present problem is not one of erosion of the Federal tax base, 
but of extension of Federal taxation to include the revenues which 
support State and local governments and their public works. 

The existing statutory exemption states a sound constitutional prin- 
ciple as well as sound legislative policy, even if there were no con- 
stitutional bar to Federal taxation of State revenues so derived. 

It has been judicially established, ever since M’Culloch v. Maryland 


and l¢ 
Feder 
would 
these 
to be 
the F 






















from 
in 1819, that both the Federal and State Governments are protected A 
by an implied immunity against taxation of their property and reve- § gitut 
nues by the other. polic 
That rule has remained unshaken with respect to the revenues de- Th 
scribed in section 115(a) of the Internal Revenue Code, that is, those M 
derived from any public utility or the exercise of any essential govern- § are y 
mental function. The two are properly bracketed. 
The State’s police power embraces, as a minimum, the power to 
assure to its citizens certain essential services, such as police and fire 
protection, garbage and sewage disposal, the provision of water, elec- 
tricity, and gas, transportation, et cetera. The State, in the exercise M 
of its sovereign powers, may perform these public functions itself, It 
or it may delegate them to private enterprise. cons 
The fact that the delegate, if he makes a profit, must pay a tax, does rela 
not mean that the State must either delegate the function or pay 4 if 
Federal tax if it does not. Certainly when the State itself supplies tion 
these essential public services, it is engaging in an appropriate State whe 
activity and is not withdrawing a field of business from Federal Fin 
taxation. may 
States and local governments derive their funds by many means; con 


taxes, sale or lease of natural resources, tolls, rates, or other charges 
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for public services. No one has ever seriously suggested that the 
Federal Government could or should tax the tax receipts of a State. 
If so, why should State revenues generated by tolls, rates and other 
harges for — services be subject to Federal tax ¢ 

Public policy, Federal as well as State, heretofore has been to en- 
courage, not to penalize, the self-liquidating project which pays for 
itsel f. 

Furthermore, the power of decision by the State or its political sub- 
livision whether to finance its public works out of revenues or out of 
local taxes is itself an essential sovereign power incident to the sover- 
eign powers of the purse. The effect of Federal taxation of revenues is 
thus primarily to impose on the State a Federal decision as to the re- 
listribution of costs of essential revenue-producing services as be- 
tween the State’s taxpayers and the State’s ratepayers. Both con- 
stitutional and policy considerations dictate a contrary course. 

If a Federal tax were levied on State and local revenue-producing 
public works, the pressure would be toward avoidance of the tax 
through reduction of rates and tolls for services, thus reducing taxable 
income, and toward transfer of the project debt burden from project 
revenues to general local taxation, immune from the Federal tax col- 
lector. Hence imposition of a Federal tax would not necessarily pro- 
duce more Federal tax revenue, nor would such Federal taxation neces- 
sarily result in higher rates on publicly owned utility systems, the true 
objective of some proponents of this innovation. It might well pro- 
duce the opposite effect. 

To the extent that the burden of Federal taxation may fall on State 


and nig oe projects, the ultimate effect would be adverse to the 


Federal Treasury in the same degree that local communities are 
would be prevented thereby from financing their own projects. Since 
these projects are essential, if the Nation’s expanding population is 
to be adequately served, the burden of providing them must pass to 
the Federal Government to the extent that the States are impeded 
from financing them. 

A tax which has these consequences is bad, in my opinion, on con- 
stitutional grounds, and it is clearly wrong on grounds of public 
policy. 

The Cuarrman. Thank you, Mr. Ely. 

Mr. Harris, we are pleased to have you with us today, sir, and you 
re recognized. 


STATEMENT OF LEWIS E. HARRIS, PRESIDENT, HARRIS 
LABORATORIES, INC., LINCOLN, NEBR. 


Mr. Harris. Thank you. 

It is the purpose of this panel to present views on opportunities for 
constructive reform of the Federal income tax, particularly as they 
relate to tax-exempt organizations. 

_It is my intention to point out some of the areas where tax exemp- 
tion is improper or where abuses of tax-exemption is improper or 
where abuses of tax-exemption privileges greatly reduce the tax base. 
Finally, I will suggest certain ways and means whereby the tax base 
may be broadened appreciably to aid in the development of lower in- 
come tax rates. 
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My remarks will be directed primarily to the tax-exempt organiz. 
tions in the scientific field since this is the area with which I am mog 
familiar. 1 recognize that this is only one of the many areas jy 
which there has been serious abuses of tax-exemption privileges, but jt 
does serve as a typical example. 

In 1913 there may have been good reasons for use of tax favoritism 
to encourage development of scientific activities. This method has 
been used to stimulate certain other business endeavors in expansion 
of natural resources. But during the past 46 years science has ma. 
tured, it has expanded into a large and thriving professional service 
industry, and it no longer requires tax subsidy. While science is 4 
most important and valuable field, there is no reason to continue the 
myth that science is a sacred cow. 

‘So-called nonprofit research institutes and certain departments of 
some universities have built up tremendous business volumes in pro- 
viding applied research and testing services for industry and Govern- 
ment. These are simply professional services which fall in the same 
category as medical, legal, architectural, or accounting services. There 
is no sound basis for the concept that income from research and test- 
ing services is different and should be exempted from taxation. 

Nonprofit research institutes were originally granted tax-exempt 
status because they were to provide research services for the public 
good. However, they immediately directed the majority of their ef- 
forts toward applied research and testing for industry and Govern- 
ment with results of such work held confidential for the sponsor. 
The tax-exempt status enabled these endeavors to become so highly 
profitable that they expanded facilities and utilized advertising and 
promotional efforts to attract new business. Services for the public 
good were largely ignored. This same trend developed in some of our 
universities and certain departments became so involved in this busi- 
ness operation that educational and basis research efforts were greatly 
diluted. Indeed, this has been at least partially responsible for the 
serious deficiency which now exists in-the reserve of basic research 
data. 

This same situation can be found in other tax-exempt or tax-favored 
organizations who have used the competitive advantage of tax savings 
to build large and prosperous businesses with continually expanding 
unfair competitive position. Such organizations have done much to 


narrow the tax base, to undermine our economic structure and to force ~ 


our country further down the road to total socialism. 

For several years the income from research work done for Govern- 
ment has been considered as tax-exempt. This is a strange concept 
since research services are not different than other professional serv- 
ices and no exemption is provided for income from engineering, archi- 
tectural or legal services provided for Government. Manufacturers 
perform an equally valuable service in providing necessary products 
for Government, but their income is subject to all forms of taxation. 

It is time for a more realistic approach to matters related to science. 
There is now no valid reason to set scientific activities apart from 
other professional and business functions insofar as tax matters are 
concerned. 

Tax laws should be modified to specifically deny exemption to 
income from research unless the results are produced in written form 
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and made immediately available upon some satisfactory basis to the 
public generally. If an organization embodies the results of its 
research in written form but refuses to make it available to the public 
and restricts it to the donor of the funds, then the income from 
such funds should be taxed. 

There is insufficient foundation for continuation of exemptions 
to income from all research performed for the Government. Research 
services for Government are not different from other services and 
claims for exemptions should be evaluated on each project with 
special attention to the objective. The propriety of exemption should 
be questioned when the results of governmental research cannot or 
are not published for public use. 

Some research data will obviously be classified as confidential in 
relation to national security; however, the exempt organization 
should be required to show that failure to ’ publish was due to Govern- 
ment restrictions. 

Recommendations in the previous paragraphs should pertain to 
research or testing activities carried out by nonprofit research in- 
stitutes, universities, or any other tax- exempt or ganization. 

The activities of all tax-exempt organizations ‘should be arefully 
examined, especially those who are devoting a part or all of their 
efforts to business operations. Many of these have gradually in- 
creased their abuse of the tax-exempt privilege to expand their busi- 
nesses and place themselves in highly favorable positions in relation 
to their ts xpay ing competitors. The end result of this situation is 
obvious. permitting tax-exempt organizations to expand busi- 
ness fenialiine, we are gradually narrowing the tax base. Eventually 
we may have no one left to carry the tax burden. 

These economic leeches have been thriving on the tax subsidy sup- 
plied by individual and corporate taxpayers. If we are to survive 
we must correct existing abuses and remove opportunities for im- 
proper use of the tax-favored position. This will aid materially in 
broadening the tax base and improve possibilities of reducing the 
Federal income tax. 

The CHarrman. Thank you, Mr. Harris. 

Mr. Sugarman, we are pleased to have you with us today, sir. You 
are recognized. 


STATEMENT OF NORMAN A. SUGARMAN, ATTORNEY, CLEVELAND, 
OHIO 


Mr. Sugarman. Thank you, Mr. Chairman and members of the 
committee. I appreciate this opportunity to appear before the com- 
mittee this afternoon. 

In considering the subject which was assigned to me to discuss, 
business income of exempt organizations, I have been mindful of the 
stated purpose of these hearings to examine our Federal income tax 
laws in the light of the basic principles that should control an equi- 
table broad-base tax system consistent with the needs of a growing 
economy. 

It seems to me that in considering our subject this afternoon, we 
must give attention not only to the “matter of the tax base, but also 
to the needs of a growing economy. I think this is related to the 
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matter of exempt charitable, educational, and scientific organizations i 2 
because in considering the status of these organizations under the office : 
tax laws, we must at the same time consider their unique role in ou and wé 
society and economy. and en 
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As a matter of fundamental policy, these organizations have been Sean 
orgalité 


treated as exempt organizations under the income tax laws since 1913, 





























































































































































with precedent for such treatment dating back even to earlier times, and ec 
The policy of exemption from the income tax has been coupled for 1 ge 
an almost equally long period with provisions for deductions allowed by “or 
to individuals and corporations for contributions to such organiza. & * ane! 
tions. ee 
The basic reasons for this policy lie not only in the fact that such phe 
organizations are nonprofit organizations and hence would be pro- — @ !" 
ductive of little tax revenues, if taxed, but also, more importantly, Qe 
that such organizations promote the general welfare and that they — 
should be encouraged to carry on, through private resources and con- whi | 
tributions, services for exempt purposes, free of Government restraint. a TI 
I would like to call the attention of the committee a statement in he : 
a report of this committee in 1938 in connection with the basic policies a 
and purposes of this exemption provision. Here I am quoting from that ; 
my statement in the compendium on page 2117: ' "Th 
The exemption from taxation of money or property devoted to charitable and Mi 
other purposes, is based on the theory that the Government is compensated for Tl 
the loss of revenue by its relief from financial burden which would otherwise 
have to be met by appropriations from public funds, and by the benefits result- toda 
ing from the promotion of the general welfare. 
These exempt, charitable, educational, and scientific institutions STA’ 
have filled a necessary and vital role; and particularly in the educa- 
tional and scientific fields they represent one of our great resources of 
extreme importance to the future of this country. ® 
The present tax laws provide safeguards against exe mpt organiza- Be 
tions straying into fields which are inconsistent with their charitable, ap} 
educational, and scientific purposes. The law imposes a tax on in- 
come of an exempt organization derived from a trade or business ore 
regularly carried on and which is substantially unrelated to its exempt \ 
purposes. gal 
However, activities which are themselves educational or scientific, SCl 
or in furtherance of such purposes, should not be regarded as a tax- col 
able “business” merely because income may be derived from them. Ins 
The exemption provisions are predicated on the fact that there may th 
be such income, and the purpose of the exemption is, of course, to du 
exempt suc h income. ox 
The fact that a taxable business may attempt to conduct a similar of 
activity cannot and should not detract from the basic reasons for za 
tax exemption under existing laws. Our historic policy has been 
that activities for educational, charitable, and scientific purposes are eX 
in the public interest and that where organizations are devoted on a g 
not-for-profit basis primarily to these purposes they are entitled to f 
the encouragement of exemption from income tax and having con- I 
tributions to them deductible. This policy has been of great advan- t 
tage to the Nation. The fact that someone else may choose to enter ( 
these fields and seek to obtain a profit in the conduct of similar activ- 








ities should not detract from the public policy embodied in the ex- 
emption for nonprofit organizations. 
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If | may pause for a personal note, I would like to say that our 





ations : ° o,° 
rt] oflice represents exempt schools and universities and taxable schools 
“ B and we represent exempt research organizations and taxable research 


n ow 





and engineering organizations. I personally have no difficulty in 
distinguishing between the methods, operations, and purposes of these 
organizations. It seems to me that there is a place in our society 
and economy for both exempt educational organizations and taxable 
organizations, and there is a place which is being necessarily filled 
by exempt organizations conducting scientific research and there is 
aditferent function which is being performed by commercial labora- 
tories and industries conducting research. 

These exempt educational and scientific organizations are not, in 
my judgment, possible sources for any significant tax revenues; and, 
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which are vital to the future of this country and which stimulate the 





















a economy so as to produce greater tax revenues from other sources. 
t in I have included in my paper certain suggestions for clarifying 
cies changes in law that I believe it would be appropriate for ¢ vongress to 
om consider. But I do not feel that this is the time to enact legislation 

that could impede educational and scientific advances. 

The CHatrrman. Thank you, Mr. Sugarman. 
= Mr. Sugarman. Thank you, Mr. Chairman. 
rise The Cuarrman. Mr. Dunham, we are pleased to have you with us 
ult- today, sir, and you are recognized. 
ns STATEMENT OF SCOTT DUNHAM, ACCOUNTANT, SAN FRANCISCO. 
‘a CALIF. 
of 
Mr. Dunnam. Mr. Chairman, and members of the committee, it 

A- isan honor and a privilege to appear before you this afternoon. I 
le, appreciate the opportunity. 
n- The subject I discuss is business income of nonprofit scientific 
Ss organizations. 
ot Under the present Internal Revenue Code, nonprofit scientific or- 

ganizations are exempt from tax on business income derived from 
C, scientific activities only. They are subject to tax on all business in- 
- come derived from any other activity. All of the net earnings of these 
1. institutes are utilized to advance the Nation’s scientific effort, either 
y through improvement of or additions to facilities or in the active con- 





duct of scientific work. The elimination or restriction of the present 
exemption would reduce funds available for the continued expansion 
of scientific work. Thus the question of the exemption of these organi- 
zations is a question of national science policy as well as of tax policy. 

The provisions of section 501(c) (3) which exempt from Federal in- 
come taxation scientific organizations are an expression of con- 
gressional recognition of the importance of science to the general wel- 
fare of the Nation. The facts that scientific organizations are corre- 
lated by the statute to religious, charitable, and educational organiza- 
tions and that contributions to all of such organizations are made tax 
deductible by the statute establish the importance of the policy of 
which the exemption is an expression. It seems appropriate, there- 
fore, to discuss the business income exempt scientific research organi- 
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zations in the light of the congressional policy which has established 
this exemption. 

Government support of science and technology in America js 
actually older than the United States itself. From the founding of our 
Nation our Government has been aware of the great national interest 
in science and in the encouragement of scientific activity. Expressions 
of this awareness by the Congress in the form of legislation have con- 
tinued for more than 150 years. 

For the past 46 years the Federal Revenue Code has contained a pro- 
vision exempting from the payment of Federal income taxes scientific 
as well as charitable, religious, and educational organizations. It 
seems fair to conclude that each of the successive Congresses since 
1913 have expressed in this statute a continuing and undiminished 
interest in fostering scientific activity. 

The national interest in science has now become a vital concern, 
According to President Truman’s Scientific Research Board, in 1947, 
the security and prosperity of the United States— 
depend today, as never before, upon the rapid extension of scientific knowledge— 


and that Board described this extension as a major factor in national 
survival. President Eisenhower’s Science Advisory Committee in 1958 
reported to the President that— 

of all the forces shaping and reshaping life in America some of the most insistent 
and powerful spring from science and technology. 

There seems to be unanimous agreement among the informed both 
within and without the scientific community that there are today more 
compelling reasons for supporting scientific activities than there has 
been at any time in the Nation’s history. 

The requirements of the Nation, direct and indirect, for scientific 
research and development have expanded dramatically during the 
past 20 years. These needs have strained to capacity the services of 
available scientific facilities. Inevitably the nonprofit scientific re- 
search organizations of the United States have substantially increased 
in number and in size in response to the demand, and to the encourag- 
ing provisions of the tax code. Today these nonprofit scientific re- 
search groups occupy a unique position among the Nation’s scientific 
facilities. They are neither owned nor controlled by the Government, 
by industry, nor by individuals. Their services are widely used by de- 
partments of the Federal Government and by State governments; 
such use of these services is constantly increasing. These institutes 
are now recognized as important national scientific resources. 

The Federal Government’s expenditures for science during 1959 
exceed the total expenditures of the Government for scientific activity 
from 1776 through 1940. Nonprofit research institutes perform a 
small but important part of this work. The continuation of the 
privilege of tax exemption is a matter of the utmost importance to 
these organizations. Radical change in the congressional policy which 
has contributed so importantly to the development of these scientific 
groups must affect them adversely, and substantially lessen their con- 
tribution to the total effort in science. 

It is, of course, appropriate and desirable that there be effective 
safeguards against abuses of this privilege of exemption. The exist- 
ing statutes contain at least six such measures. These include the 
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prohibition of benefit to a private shareholder or individual from the 
warnings of an exempt organization; the tax on unrelated business 
ncome; the tax on income of feeder organizations; the provisions 
laling with prohibited transactions, accumulation, and investment 
f income; and the prohibition against diversion of net earnings from 
the exempt purpose which is found in section 514. 

These safeguards have been adequate in general; however, it is sug- 
gested that one further action could be taken by the Congress which 
vould provide an additional safeguard against abuses of ‘the exempt 
privilege and also clarify congressional policy on the extent to which 
the National Government desires to support ‘and encourage s¢ ientific 
tivity. This suggested action is the incorporation in ‘the statute 
f an administratively usable definition of the term “scientific or- 
ganization.” A form of definition of the expression “organizations 
for scientfie purposes” which might be considered is this: 

An organization for scientific purposes is one that endeavors to advance the 
generally recognized sciences, such as the natural and social sciences, in the 
public interest, or to make these sciences useful to man by applying them to 
human problems in the public interest. 

This problem of definition is complex. Since 1913 the significance 
of science and technology to the Nation has changed profoundly in 
depth and extent. These changes have been so varied and so unfore- 
seable, and so marked, especially during the past 20 years, that the 
term “scientific” standing alone is now inadequate. 

The need for definition is indicated by the unsuccessful attempts 
which have been made to employ various criteria as standards of 
classification in tax compliance and administration. “Basic” and 
“applied,” whatever may be their usefulness as terms in other con- 
texts, have been found inadequate. The presence or absence of com- 
petitive commercial organizations in scientific activities are irrelevant 
as criteria for the granting of an exemption or the definition of an 
existing exemption. Both “the exemption itself and the definition of 
itsextent can validly refer only to the single central principle that tax 
exemption is a privilege restricted to an activity of such national 
interest as to justify governmental encouragement and support. 

Close adherence to this principle may be achieved only by continu- 
ing awareness of and reference to the scientific and technological needs 
of the Nation. Every action by which the Congress seeks to advance 
scientific activity should be evaluated in terms of effective service 
to the national interest in science. For 21 years the extent and depth 
of this interest. has been under practically constant study, and there 
is a wealth of resulting relevant material. It is not the purpose of 
this presentation to analyze or evaluate this material. It is suggested 
that these studies be carefully examined to the end that they may 
conribute to sound appraisals of the Nation’s needs in this area, and 
of the usefulness of the nonprofit tax-exempt research organizations 
in satisfying those needs. 

It should be clear that income derived from scientific activities 
should be exempt from tax, and that the status of nonprofit scientific 
research organizations should be preserved so that they will continue 
to perform important national research services. They were found to 
be national scientific resources by President E isenhower’s Scientific 
Advisory Committee in their report “Strengthening American 
Science.” 
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The Cuarrman. Thank you, Mr. Dunham. 
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I am sure the members of the panel recognize, as do all members or not 2 
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of the committee, that in the presentation of the papers and the dis 












































































































































































: ’ —— Mr. 
cussions, we have talked about only a very few of the organizations J owed 
within the area of tax exempt. I guess we would have to have had § *, ris 
about as many seats around the witness table to have discussed all |". nd 
of them as we have in the entire room. We are looking in this area, as 
at least I thought it appropriate to look into it, because, very frankly, § , ai 
I must admit that I have devoted a lot less time and thought to he af abe 
area of tax-exempt organizations than to almost any other area cane 
of the law. I have thought less of it, I think, in terms of nonprofit, § Mr 
and so on. But we have only talked about a few of the organizations J... 
in this area, I am sure. as 

It that not right? a 
Mr. Harris. That is correct. aes 
The CHatrman. Rather than get to the question of solutions of aie | 
problems that may exist in this area, whether they lie in the field of els 
legislation, the solutions themselves, or in administration of the law, id J 
what are some of the other problems in the area that we have not yl 
discussed in the papers or in the summations of those papers today! ae 
What are some of the problems? : a 
Mr. Sugarman / eal 
Mr. Sucarman. Mr. Chairman, there are a number of problems ae 
of definition in the exempt organizations area generally. aa, 
The CuarrMan. In your answer, will you tell me whether this is oe 
a problem which must be corrected by legislation or one which, if "tT 
it is to be corrected, must. be corrected through administration of exist- uN, 
ing provisions of law. a 
Mr. SuGarMaAn. I think the other problems I might refer to just rs 
for the record are problems of the type that can be handled perhaps w 
best through the administration of the law rather than through pa 
legislation. ha 
In the exempt organizations area, I think for the most part you 
are dealing with concepts and they are very difficult to define in pre 
cise terms 1n legislation. be 
As an example, there have always been problems in terms of the | 
definition of educational organizations, under the tax laws. I think : 
it would be almost impossible for the Congress to enact a definition : 
as such. 








here are other types of organizations, such as civie and social 
organizations, and I think similar problems of definition exist in those 
fields, and I think it would be almost impossible for Congress to enact 
legislation thereon. These are characteristic of some of the other 
problems. I did not come prepared to discuss them today, however. 


[ do not think they are problems involving aspects of revenue as 
such. For the most part they 


Revenue Service. 


The Crarrman. In this area, Mr. Sugarman, somebody almost 
every week or month says something to me about this particular op 
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eration, and the purpose for which it spends its money, in the tax- 


exempt area, raising the question whether or not that is a legitimate 


public purpose. 
Is the fact that it is nonprofit the primary test, legislatively, or 


do you look beyond the question of nonprofit, as to how 1t may use the 

proceeds in determining whether or not it should enjoy this status 

ornot? Should Congress get into that ? 

a Sugarman. To answer your question, if I may, I have always 
iewed the concept of exempt organizations as having two basic ¢ har- 
acteristics : One is that of pub lic interest or public purpose, and, 

second, the nonprofit characteristic. 

The CuarrMan. Let me stop you there, if I may. I do not want 
to cause you to lose your chain of thought, but let me follow you. 
Should the Congress attempt to define what it means by public 
purpose? Or is than an area of administration ? 

Mr. Sucarman. I was just about to get to that point, Mr. Chair- 
man. It seems to me that Congress has, in effect, at least stated the 
oncept or nature of the public purpose or public interest that is in- 
volved when it has said that, for example, organizations for charitable, 
educational, and scientific purposes are exempt. The same concept 
an be stated as to the other terms used. That is when these pro- 
visions were put into the law, and some of these go way back to the 
old English days, there was a concept that organizations or moneys 
spent for these purposes are themselves purposes in the public in- 
terest. I think that the concept of charity, and the term, itself, has 
a concept of not merely giving relief, but that relief which is in the 
public interest. The other terms in the statute have always been so 
construed. I have always viewed the listing by Congress of these 
‘mem as being a declaration by the Congress that organizations 
for these purposes are in the public interest. 

In addition, Congress has imposed other limitations, of course. 

“Nonprofit” is one of them. There are other limitations, such as no 
politi ical activities and so forth. 

The Cnatrrman. Then as I understand your answer, the Congress 

laid down a general rule that it must be in the public interest 
and has specified in some particulars what the Congress means to 
be public interest. 

Mr. Sugarman. That has always been my understanding, yes, sir. 

The Crramman. Has the Congress-limited the definition of public 
interest to these specified areas in the law or not? 

! am asking these questions for information, because I frankly 
admitted in the beginning that I have thought less in this area than 
in most other areas of tax law. 

Mr. Sucarman. This is a difficult question to answer because it 
depends somewhat on your interpretation of the terms used. In using 
the term “charity,” Congress has stated that a charitable organiza- 
tion is in the public interest. The term “charitable organization” 
involves certain legal concepts. These concepts change from time 

to time in the sense that, as social conditions change, the needs change. 

For example, many years ago, charity involved merely relief for 

he poor, and that is all the Treasury regulations described as chari- 
tab le. Present. regulations include in the concept of charitable, such 
matters as combating juvenile delinquency, and I think this is a 
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proper concept of charitable. So I think Congress has been specific 
in the sense of giving us the key as to what it means by public interest 
but I think it must be recognized there is some flexibility in the 
specific terms it has used. I would assume Congress would intend 
some flexibility. Otherwise, the whole purpose of the exemption, if 
there is a policy back of the exemption to encourage purposes in the 
public interest, would be lost. I think, for example, scientific is an 
example of that to a degree. We used to think of “scientific” as 
exemplified by a chemist with a test tube. Today, scientific involves 
groups of scientists using for example, atomic reactors. I think if 
the public purpose back of the exemption is to have a meaning it must 
be interpreted in the light of the needs of society in these areas, 

The Cuatrman. Mr. Mansfield, what have you to say? 

Mr. Mansrtetp. I think I can primarily reiterate what Mr. Sugar- 
man has said. I think Congress has specified the purposes of or- 
ganizations which will qualify for tax exemption. They are listed 
in section 501(c). There are some 12 or so subsections. But the 
terms are general. They include business league, social organiza- 
tions, and so forth. The important area in which most of the con- 
cern lies, of course, is the area of charitable, educational, literary and 
scientific organizations, described in 501(c) (3), because it is those 
organizations which qualify donors to them for tax deductions, that 
is deduction from income, gift, and estate taxes. That is the prin- 
cipal area in which the substantial issues arise. 

Exemption of itself I don’t think has made so much of an impact 
as has the deduction from taxes. 

The CHamman. We have been discussing the question of whether 
there is a problem in the definition, and you gentlemen do not find 
now any problems within the definition on which we need to legislate, 
or do you? You mentioned some in your paper, Mr. Sugarman. But 
are they legislative changes or are they changes in regulations and 
administration of the law? 

Mr. Sucarman. I would think Congréss could well look at some 
clarifying legislation in the area of unrelated business income. 

The Cuarrman. Give us the details, will you? 

Mr. Sucarman. This involves more the structure of the statute. 
The pattern in the present law, of course, is that an organization is 
exempt, but the law as amended in 1950 also provides that an organiza- 
tion does not lose its exemption if it has some business activities, 
but it will be taxed on business activities which are regularly car- 
ried on and substantially unrelated to its exempt purposes. 

In 1950, Congress provided that as to certain organizations, research 
would not be considered as giving rise to unrelated business income. 
Tt also provided that research for the Government, conducted by any 
organization, would not give rise to unrelated business income. These 
statutory provisions are peculiar because of the fact that they are 
included in section 512 of the code, which is a definition of unrelated 
business net income. In order to know what unrelated business net 
income is you must look to what is in fact an unrelated business activ- 
ity. Because of the peculiar structure of the statute, some persons 
may contend that if an item is excluded from unrelated business net 
income, it must have first been included as an unrelated business 
activity. I do not think Congress intended this, but this has been 
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some source of confusion and difficulty both to attorneys and to the 
Revenue Service. 

In addition, the fact that research, for example, for the Govern- 
ment and research by a university are specified as excluded from 
unrelated business net income has given rise to the question as to what 
Congress intended on research by anyone else. The Revenue Service 
has issued a ruling to the effect that as to any other research there is 
a factual question as to whether such research is in fact related or 
unrelated to the exempt purpose. 

My own feeling is that these fine points and inferences cause an 
unnecessary amount of concern both to the Revenue Service and to 
the organizations involved. It could, for example, give rise to the 
peculiar distinction that research which is conducted in connection 
with a university is not subject to tax, but research which is conducted 
across the fence by a nonprofit research institution is subject to tax, 
and I cannot see a particular purpose in that policy, when both of 
them are scientific organizations operated on a nonprofit basis. 

It would be my view that Congress should cut through the tech- 
nicalities in these matters and declare the policy that if an organiza- 
tion is exempt as a scientific organization, research conducted by it 
should not be considered an unrelated business activity. 

As a protection on that matter, the regulations have a definition of 
activities that are not research. This would exclude such matters as, 
for example, routine testing, and construction of equipment and 
buildings and so forth. I do not think there is any particular diffi- 
culty with this definition in the regulation, so I do not mean to suggest 
by this legislative approach that we would be opening the door to 
excluding from tax a lot of activities that should be taxed. 

The Cuarrman. Mr. Dunham, you were about to raise a point. 

Mr. Dunnam. I feel that the law should be clarified so that there 
isno doubt but what business income derived from scientific research 
is exempt from tax. By that I meant true scientific research, that 
the work must be strictly scientific in character. Routine testing or 
work of any character that is not scientific should not be exempt from 
tax. But there should be no doubt but what income derived from 
truly scientific activities which give rise to the exemption is exempt 
from tax. 

The Cuarrman. Mr. Sugarman and Mr. Dunham, since you men- 
tioned scientific research, would you carry this to the point of saying 
that an organization within the definition that you laid down for this 
exemption should be tax exempt with respect to income from research 
which is done for the exclusive benefit of one customer ? 

Mr. Dunnam. I would. I feel that the surest way of making certain 
that that research will not be used in the public interest is to require 
that it be promptly published and made freely available. In order to 
make certain that scientific research will promptly be used it may be 
necessary to give a sponsor the exclusive use for a reasonable time. 

The Cuamman. [If it is published and made freely available it would 
not be for one customer, would it? 

Mr. Dunnam. It would not be for one customer. Where it is free 
to the world there is serious question as to whether the necessary 
capital could be obtained to utilize the results of scientific research in 
the public interest. 

Mr. Sugarman. May I comment on that question ? 
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The CuHairmMan. Yes. 
Mr. Sucarman. I think the question you put goes to the nub of the 
question of exemption of scientific organiz: itions, and, to a degree, 
to the whole question of the basis for exemption of any of these organ- 
izations. 

It has always been my concept, as I stated earlier, that that Con- 
gress, in granting these exceptions, declared as matter of public policy 
that this type of activity was in the public interest. The question, 
then, is: How do you best contribute to the public interest in the 
matter of education or scientific activities? In education, it seems to be 
pretty clear that we have institutions of higher learning where indi- 
viduals go to school. They pay a very siz able tuition these days. But 
we say it is in the public interest, and the public benefits because, 
through learning and improvement of the standards of the individual 
the benefit which may be derived by him, and by his employer, will 
benefit society as a whole. When it comes to scientific activities, we 
again must address ourselves to the question of how can the public 
benefit. This is not a simple matter, because we are here frequently 
dealing with things that are a little strange to us, we don’t see it as 
clearly as we do in connection with educational matters. But this 
much I think is true, that the scientist who comes across a great new 
cliscovery, whether it is a new possible vaccine, or a new metal, or any- 
thing of that sort, that disovery as such does not benefit the public, 
but the public is benefited only when it can be put into some use for 
the benefit of the public. Merely an announcement of the thing doesn’t 
benefit the public. Somebody must develop a process or a product, 
somebody must be able to put that vaccine in a form in which doctors 
can buy it and inject it into the arms of children. 

How is that going to be done? Generally it takes money, a lot of 
money. In this country, our concept has always been that the public 
will be benefited under a system of business and economy where 
nici industry is encouraged to make the necessary capital invest- 
ments to bring new products. and processes to the people. This is done 
through the patent system, which, too, provides for a private bene- 
fit for the person ge tting the penn but with the idea that the public 
will benefit from it. The public benefits from the disclosure of the 
patent, from the protection it gives a person to bring out a new prod- 
uct for the public benefit. 

I appreciate that there is liable to be a private gain, but I don't 
think the private gain is fundamentally different than the private 
gain of a young man who goes to college. I don’t mean to make a 
speech, but this is a subject on which I feel strongly. 

The Cuamman. You got me a little confused at the last, more than 
I was to start off with. 

I thought what Mr. Mansfield was talking about was that he had 
in mind a criterion, and I am not saying whether it is in the law 
today or not, and that you and Mr. Dunham were doing the same 
thing. That was, that an activity, such as research, may be exempt 
if the results are generally available to the public. I thought when 
you said that, if I understood you correctly, what you were talking 
about was this, that if university X is engaged in this research activ- 
ity on a tax-exempt basis, and it comes up with a vaccine, it tells 
everybody about it and, in the process, Harris Laboratories, of Lincoln, 
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Nebr., as part of the public, might be able to manufacture that vac- 
cine for the public. The work would not be done to the exclusion of 
Harris Laboratories. 

Is that what you were talking about, Mr. Mansfield, or not? 

Mr. Mansrtevp. I think that is what I was talking about, Mr. Chair- 
man. 

The Cuarrman. Would that require a change in the law or is that a 
concept in law today ? 

Mr. Mansrievp. I don’t think Mr. Sugarman should be burdened 
with my views. I am not sure we are in agreement on some things. 

It is my point of view, as it is, I think, Mr. Sugarman’s, that our 
basic purpose is to ascertain what the public interest is in these activi- 
ties. The Treasury Department, for instance, in its recently proposed 
regulations on the meaning of the term “scientific,” goes in the right 
direction by stating that an organization is exempt only if it serves 
a public rather than a private interest. The problem is to ascertain 
what that public interest is and, if possible, to work up some objective 
criteria whereby we can identify it, rather than simply take the state- 
ment of the organization that it 1s so engaged. 

The Cuamman. Mr. Mansfield, let’s take this case. Say the wit- 
ness before us engages in research in a laboratory in Lincoln, Nebr., 
and he develops something that stops cancer, and, in the process sells 
it. He has rendered a great public service; has he not? 

Mr. Mansrtetp. I suppose he certainly has. 

The Cuatrman. Why should he be taxed if the concept is whether 
or not somebody does something in research that inures the benefit 
of the public, in the general concept ? 

Mr. Mansrretp. Presumably in a certain sense we are all working 
for the public interest. 

The Cuarrman. I would think so, and most of what we do in a 
big or minute way may either inure to the benefit or the detriment 
of the public. 

Mr. Mansrrevp. The fact that a product is developed, for instance, 
which is not only useful but perhaps highly important to the public 
is not the criteria, it seems to me, in determining whether we have a 
public interest. I will go back to the fact that the statute embodies 
certain kinds of purposes which must be served. Educational is one, 
charitable is another, scientific is a third. So it is not simply any de- 
velopment, any product, any piece of equipment, and so forth, that 
may be useful to the public that is to be benefited by tax advantages, 
but it is a kind of organization operating in these particular areas. 1 
may say that I have sympathy with what I understand to be Mr. 
Harris’ point of view, which is that these organizations that are de- 
scribed should be devoted to a public purpose. In the case of research, 
this would mean the publication of information. A scientific organiza- 
tion bothers me a little bit, but there, too, it seems to me that we are 
thinking in terms of an organization that is devoted to a broad public 
objective rather than toa private objective. 

Then the question is, How do you identify these public organiza- 
tions as distinguished from other scientific organizations that don’t 
have the same objective ? 

I am inclined to believe that the requirement of publication of re- 
search results is certainly an ascertainable test and makes a good deal 
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of sense. I will say, though, that I am open to persuasion that this 
may not be the sole test or perhaps even the best test. But it seems to 
me we have to get some kind of test, and this looks like the best start. 
ing point to me. 

The CHarrman. I am still confused as to what the test is. I know 
what you say—public interest. But what is it? What do we mean 
by public interest in this area? I was trying to open the door for Mr, 
Harris to say some more, if he wanted to. I am sure he operates in 
the public interest. 

Mr. Harris? 

Mr. Harris. Thank you, sir. The matter of public interest is, I 
think, one of the basic problems here and one of the points on which 
there is the greatest area of investigation. For a nonprofit research 
institute or a university to do work for anyone, for an industry or any 
other agency, and then restrict the results of this research for the sole 
use of the industry or the individual is certainly not in the public in- 
terest in the wildest stretch of the imagination. 

The Cuarrman. Is that kind of a result possible under the provi- 
sions of existing law and regulation ? 

Mr. Harris. Not being a tax expert, I do not think I do. 

The CHarrman. Would one of the others answer “yes” or “no”! 
Is that possible ? 

Mr. Sugarman. Mr. Chairman, at this point I don’t think anybody 
knows. 

The CHatrmMan. We have several problems in this area that I did 
not know about, then, if nobody knows. 

Mr. Svucarmay. I can only answer it this way, Mr. Chairman. The 
Revenue Service, as long as some 30 or 35 years ago, granted exemp- 
tions based unon the law as it stands today to organizations engaged 
in research where, upon the completion of the research, if a patent 
developed, the patent was given to the sponsor. The Revenue Service 
recognized in those exemptions rulings that it was in the public inter- 
est because that was the way to get research done in this country, and 
that it was consistent with the policy of the patent law. 

To my mind, that has remained the law ever since. 

Recently the Treasury Department has issued some proposed regu- 
lations which indicate a question in its mind as to what the present 
law is. 

The CHarrman. Mr. Harris. 

Mr. Harris. On the other hand, if the institution which operates as 
a tax-exempt organization does do this research and does make the 
results of its findings immediately available in some form—I think I 
should clarify this because publication is used as a camouflage by or- 

ganizations in that publication to them may mean in some recognized 
scientific or trade journal. This is not necessarily the case. The re- 
sults of any kind of research end up in a written report, and this re- 
port can be filed in any number of places, even though it is not pub- 
lished in a journal. It can be made available for the public to exam- 
ine in libraries or in other areas without the need for formal publi- 
cation. This, to me, is the only way that we can satisfactorily serve 
the public interest if it is going to be done. Under other circum- 
stances, it certainly is not in the interest of anybody except the spon- 
sor who uses it for his own private gain. 
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Mr. Sucarman. Mr. Chairman, it seems to me that we are all striv- 
ing to determine what is public interest. I think we are agreed that 
public interest lies in the results of research benefiting the public. 
The question is: How do you benefit the public? Mr. Harris has in- 
dicated that you benefit the public by publishing a report. I submit 
that scientists in this field would not agree with you. Under the sys- 
tem in this country, and that which has produced the greatest scien- 
tific advances in our history for the past 30 or 40 years, we have oper- 
ated on the basis that it is necessary to get more research done. A 
good deal of that has come from the Government. But a lot of it has 
also come through the stimulation to private industry to conduct more 
research at universities and at these nonprofit research centers. 

These organizations which have been recognized as exempt have 
viewed the public interest in the main as one of encouraging research 
and seeing that the results in products which are made available to the 
public, and that the practical way to do that is through protecting 
someone who is willing to invest the money ne cessary. 

Now, those who invest have a private profit motive and they are 
taxed. But the purpose of the research institute in stimulating that 
research is a public interest motive which, in its simplest terms, is to 
encourage research and get the results of it into the hands of the 

public. 

The CHarrMan. Mr. Harris. 

Mr. Harris. This same sort of concept, then, could be logically ex 
tended to include the services of the patent attorney who obtains the 
patent on this research work, and his income then might be exempt. 
The services of the manufacturer who produces this very valuable 
product for the public is an equally important service, if it is ever 
going to get into the hands of the public. The mere discovery is only 
one part of it. By the same concept, the manufacturing should also 
beexempt. This, I think, is without foundation. 

The CHatrmMan. Mr. Sugarman? 

Mr. SucarMan. I did not want to make a debate out of this as such, 
but I think the answer to that lies simply in the fact that we have 
recognized a primary need in this country for scientific research, and 
we recognize that need is in the same category as the need for the 
advancement of education. Until we are.at the point when somebody 
can say “We have done all the research we need in this country,” it 
seems to me we have to pause and think as to what your policy is 
going to be. 

In that connection, let me quote the statement by President Eisen- 
hower that— 

The task of further strengthening the United States science is so broad that 
Government, industry, universities, foundations, and individuals all have essen- 
tial roles to play. The further growth and strength of American science will 
depend upon the efforts of all of these parts of our national community if we 
are to rise to the demands of our time. 


My only point is that there is a need in this country for the type of 
research activity by these exempt scientific organizations. They play 
a vital role, taxable organizations also play their part. There is room 
for both of them. I see no reason to penalize the scientific research 
institutions at this time. 

Mr. Mansrrevp. Mr. Chairman? 
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The CuatrrmMan. Yes, Mr. Mansfield. 

Mr. Mansrre.p. It seems to me, as I have indicated in my paper, 
that at least prima facie publication of research results is the most 
logical way to evidence the public interest. But I certainly am not 
equipped to decide what is in the public interest. My suggestion is 
that very few of us really know how the public interest may be defined. 
Certainly, I think the eee y has a great deal of diflic ulty in apply- 
ing a test like that. What I am concerned with is that a definition, 
if there is to be one, either administratively or legislatively, be ar- 
rived at only after consulting the people who are most qualified to 
decide this sort of thing, people with our scientific, academic, Govern- 
ment, and other organizations, who will put their heads together for 
some sort of recommendations in this field. In other words, this is 
not a tax matter primarily. It is not an administrative matter. It 
is not a legal matter. It is a policy matter. The people who know 
most about the subject ought to be consulted before hard and fast 
rules are laid down. 

The CHarMan. We were not trying this afternoon, Mr. Mansfield, 

to find any solution. We were trying to determine whether or not 
there is a problem or a number of problems in this area. I realize, of 
course, that we could not come to any conclusion as to what solutions 
are proper if we found problems. I was concerned because, as I said, 
in the beginning, I have spent so little time thinking about this area 
of the law, as to whether or not there are any real problems here. 

Mr. Dunham thought that maybe we ought to define the term “scien- 
tific” in the code. 

What would we accomplish, Mr. Dunham, if we did that? Would 
we give the taxpayer more certainty about what was meant? Would 
we tend to eliminate any abuses that might otherwise exist if we 
didn’t so amend the law / 

Mr. Dunnam. The definitions would clearly indicate the limits and 
extent of the tax exemption; it would fac ilitate taxpayer compliance 
and also administration of the tax law. It would avoid such ques- 
tions as the question that we have just been discussing, if such a defini- 
tion is contained in the law. 

The Cuarrman. Let me turn to these two lawyers, Mr. Ely and Mr. 
Gilpin, a moment. 

Mr. Gilpin, is it your position that the South Carolina, the Mountain 
Producers, and Gerhardt cases have removed any constitutional bar- 
riers that might have prevented taxing a munic ipal utility ? 

Mr. Ginrin. Yes, that is my position, if you add to those cases which 
you enumerated the cases which followed the decisions which you 
stated. That is, A//en v. Georgia U niversity System, New York v. 
United States, particularly latter case. Then we have the case 
of Wilmette Park District Vv. Cam pbe /1, 

I think this line of cases, starting as it does from the year 1905, and 
continuing on through, unchanged to the present time, ‘affords a very 
solid foundation for the proposition that the income of a business 
conducted by a State, a municipality or any political subdivision or 
agency of that State, may clearly be taxed under the law. 

The Cratrman. Mr. Gilpin, let me ask you this additional ques- 
tion: I know of some municipal utilities whose revenues, derived 
from the operation of that utility, are for the purposes of defraying 
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the cost. of the city government. Maybe as a result of that they have 
more revenues to spend on the needs of the city, or for example, they 
may have lower property tax rates. It may work both ways. I do 
not know. But I do know that the revenues are used as a part of the 
cost of operating thec ity government. 

[am sure Mr. Ely disagrees with your thought that this is still an 
open | juestion, and that we have the right under the Constitution to 
impose a tax so as to reduce the revenue of the city going to the opera- 
tions or the functions of the city. 

Have you thought of that point that Mr. Ely made in his paper, 
that this would be a tax on revenues of the city ? 

If it isa tax on revenues of the city, it would be the same as levying 
tax on a city tax. 

Mr. Gitern. I have given thought to this point, raised in Mr. Ely’s 
statement, which is a part of the compendium. Mr. Ely equates a 
dollar of, let us say, ad valorem tax collection with a dollar collected, 
for example, from the sale of power. He finally concludes that the 
problem really involved here is whether a State or political sub- 
division is to be taxed on amounts which they receive, which they use to 
pay their debts. The State, as Mr. Ely has said in his excellent paper, 
does derive its revenues from various sources but this, in my judgment, 
is confusing the source of the revenue with the purpose to which 
devoted after it 1s received. 

The Constitution provides that the Congress shall have power to 
iy and collect taxes on incomes from whatever source derived. Under 
the Internal Revenue Code, it is source which is controlling rather 
than the disposition of the income. Certainly if the State is a pro- 
prietor of 2 business in which one of its corporate citizens may also 
engage, you might ask the question: Is the burden of a Federal in- 
ome tax upon the State business any more onerous than it is upon 
the citizen 1f both use this income to pay their respective debts? 

This is especially true when this result affects not only the citizens 
of the State but the entire Federal body of ti ixpayers. Moreover, this 
point, I think, was directly answe ‘red by the Supreme Court in the 
1938 decision of A/l/len v. Ge orgia U niversity System, and with your 
permission I would like to read one or two very short excerpts from 
that decision. 


ls 


When a State embarks in a business which would normally be taxable, the 
fact that in so doing it is exercising a governmental power does not render the 
ctivity immune from Federal taxation. The important fact is that the State, 
in order to raise funds for public purposes, has embarked in a business having 
the incidents of similar enterprises usually prosecuted for private gain. 

In this ease, the tax involved was a tax on tickets which were sold 
lor a sporting event, and it was conceded in the case that the proceeds 
were used to further the educational purposes of the university. 

lhe Court goes on to say: 

If it be conceded that the education of its prospective citizens is an essential 
governmental function of Georgia as necessary to the preservation of the State, 
as is the maintenance of its executive, legislative and judicial branches, it does 
hot follow that if the State elects to provide the funds for any of these purposes 
by conducting a business, the application of the avails in aid of necessary gov- 
ernmental functions withdraws the business from the field of Federal taxation. 


This, I think, is the answer to your question. 
The Cuarrman. Mr. E ly, what do you say to this? 
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Mr. Evy. Mr. Chairman, I have read Mr, Gilpin’s paper with great 
interest and heard him here with respect. But it seems to me that 
there is an essential difference between the two types of businesses we 
are discussing. I refer to the language in some of the cases about with- 
drawing a business from a field of Federal taxation. 

There are certain activities, businesses, if you wish to call them that, 
which are essential to the existence of the community. Do without 
the post office for a week and you survive. Do without the services of 
your water supply or your power supply for a week and you are in 
trouble, much trouble soon. The State must see that its people are 
guarded by the police, protected against fire, and furnished with the 
essentials of water, and, in this day and age, with electric power and 
other facilities, if the community is to survive. 

The State or its political subdivision may do that directly or it 
may do so by inducing private capital to enter that field. How does 
it offer such an inducement? By granting governmental powers 
to that public utility, privately owned. If you or I attempt to go 
into the power business in a particular city, we are confronted by 
a monopoly, licensed by the State, a lawful monopoly. If we insist 
upon doing business in competition with it we go to jail, unlike 
any other field of business activity, wherein the monopoly, itself, is 
condemned. Why? Because it is essential to the furnishing of that 
service that the State grant a franchise for a definite period of time, 
that it make it exclusive, that it grant the power of eminent domain 
and other powers that flow from sovereignty itself. It is quite un- 
like the business of a grocery store, a bank, or other type of activity, 
that is a truly competitive, private, taxpaying enterprise. 

Consequently, when the State elects to delegate to private enter- 
prise a field of governmental activity, it is not withdrawing from the 
Federal taxing power any field properly within that power. To the 
contrary, if it does delegate to private enterprise the performance of 
a governmental function by delegating governmental powers, there 
is no reason why the delegate making a profit should not pay a Fed- 
eral tax on it. But the converse is not true, that a public entity, the 
public community, which requires that service, must, itself, pay a tax 
if it furnishes the services to itself without profit. 

Consequently, Mr. Chairman, I think that the cases cited here by 
Mr. Gilpin should be clearly distinguished, because they all relate 
to fields normally in the field of private enterprise. There are seven 
cases only, (and they are cited in my paper), in which the United 
States has come into collision with a State or political subdivision 
upon a direct tax levied on that public entity. The others are 
all cases where a derivative immunity was claimed, where somebody 
who did business with a State or municipality said that he should 
not pay a Federal income tax because, in someway, if he did, a bur- 
den would fall ultimately upon the public agency. 

None of these seven cases that I have cited relate to public utilities, 
except the first of them, and that only indirectly, the Baltimore & 
Ohio case (17 Wall. 322 (U.S. 1873)), in which the Supreme Court 
held that the Federal tax was invalid because the burden did fall di- 
rectly upon the city of Baltimore. When we talk of the subjects 
comprised by section 115(a), paragraph 1, that is, income derived 
from any public utility or the exercise of any essential governmental 
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function, we are dealing with a field which is, in my opinion, consti- 
tutionally immune, and | hence the statute is simply dec laratory of the 
constitutional as well as legislative policy. We are not dealing with 
a fringe or peripheral area in which a state has elected to go into pri- 
vate business, such as the liquor business, the soda-water business, or 
the stadium- rental business or anything of that sort. 

Consequently, while a constitutional argument may well be made 
insupport of the second paragraph of section 115(a) ; namely, income 
accruing to the Government of any possession of the United States 
or any political subdivision thereof, and as applying that to any 
type of income accruing to such an entity from any source, I restrict 
my argument today to income derived from the operation of public 
utilities or essential Government functions. If I were writing the 
statute, I would state “essential governmental functions, including 
the operation of a public utility.” 

Thank you, Mr. Chairman. 

The Cuairman. Mr. Gilpin, do you want to say something else? 

Mr. Giuprn. Yes; I would like to. 

Mr. Ely takes the position that the rendering of a public utility 
service by a municipality is the rendering of an essential service. I 
can’t dispute that, of course. He takes the position, however, that 
the rendering of a service, presumably that of selling electric power 
is an essential service, is not competitive and, therefore, somehow 
should not be taxed, if it is rendered by the municipality or one of 
itsagencies, 

It is a well-known fact that the privately owned utilities in this 
country have spent large sums of money to meet competition, com- 
petition from the U.S. Government. It certainly can be demon- 
strated beyond any doubt that even though, let us say, the TVA 
operates in the State of Tennessee, it will have an effect in the State 
of Michigan or any other State where the TVA advertising and the 
like may attract industry. In a very recent publication put out by 
the TVA, I think was in connection with its 25th anniversary, they 
made the statement that because of their low-cost power, Du Pont 
was about to open a large plant there. 

Every one knows in the electric utility business that it is the indus- 
trial load that makes for the overall low power that the investor- 
owned utility can render. 

Now about this matter of the fact that the taxing power can only 
apply to peripheral activities of a State, this is not the way I read 
the Vew York case, the very latest decision of the Supreme Court on 
this subject. Even if you do not accept the opinion written by Jus- 
tice Frankfurter and joined in by Justice Rutledge, nev ertheless the 
other four Justices, who would not go so far as did Justice Frank- 
furter in saying that it did not make any difference whether it was 
& government: al function or a proprietary function, stated that so 
long as it was within the traditional taxing power, it could be taxed. 
The four Justices who concurred in the result said that the Federal 
Government did have the right to tax a function, a business function, 
that was traditionally within the power of the Government to tax. 

Certainly, I don’t believe anyone can dispute that the electric 
power business traditionally has been within the power of the Federal 
Government to tax. 


48820—60——_72 












1112 INCOME TAX REVISION 








The Cuatrman. If you want to go back in to history, it may beg 
fact that municipalities had electric powerplants from an early date, 

Mr. Gitprn. Some of them did, that is right. 

The Cuatrman. I know some of them did. 

Mr. Gitrrn. But it is also true, Mr. Chairman, that many of then 
found the going pretty rough, and it wasn’t very long before they 
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sought and were able to obtain the takeover of their properties by a 
the investor-owned companies. In fact, even very recently one of the Mr \ 
fairly large public utility districts in the State of Washington evi. ay 
dently found that their operations were not quite as rosy as they ell . 
thought they might be or thought they were going to be, and it was He ] 
voted upon by the people, and the people rather overwhelmingly emo 
voted to turn their property over to the investor-owned company, § + 
Mr. Ery. Mr. Chairman, you are quite right that the history of oe eas 
the municipal local ownership goes back to the beginning of the ; ere 
power business in this country. In 1882 the first central station was sna 
built, and in that same year the town of Appleton, Wis., inaugurated owe 
the public ownership movement in this country with a municipal . 1 
powerplant. Traditionally, from the beginning some municipalities ii 
have exercised the essential governmental power to provide their own § ” one 
essential services and others have delegated that responsibility. That oan 
is a matter that should rest within the sound discretion of the com pooped 
munity and should not be controlled by tax considerations dictated by J“! > 
the Congress. pear 
If the municipalities elect to charge money for school lunches, then § “°? “ 
it constitutes income. $533 million, I understand, was collected in 9 °:"~ 
that way last year. That is not far different from the total income § “> 
of the municipally owned utilities in the United States. I don’t think § “° e 
Congress would elect to determine whether or not a municipality J" "™ 
should or should not charge for school lunches. I do not think Con- § “t: 
gress should control, whether or not a municipality furnishes power § '*™ 
to its citizens at cost or at a profit. There is no tax problem involved § ‘°™* 
here unless the rates are high enough to yield a profit. That is the J "°" 
true complaint Mr. Gilpin makes about the TVA. That is not a tax se 
problem at all. All the revenues of the TVA go to the United States shoul 
or into construction of plants owned by the United States. The tax, Mi 
if you call it that, this take by the Government of the United States, is shoul 
100 percent. You cannot get a tax rate higher than that. The real when 
complaint is that the power rate, not the tax rate, isn’t high enough. Loom 
People may agree or disagree as to that. That is not a problem still 
before this committee, I suggest, but before some other committee. the N 
So also with the local policies of local municipalities as to the rates Mi 
they charge. As the chairman properly said, some elect to support me tl 
part of their State and local governments out of these revenues. Some — 
of us may feel that should not be done, and that the power rates Y 
should be low, the power should be sold as near to cost as possible. M 
If you impose a Federal tax, obviously, the drive is toward the reduc- opin 
tion of these local power rates, the avoidance of the Federal tax, the M 
keeping of the money in the community, and thus toward lower power M 
rates, not higher rates. I don’t think that is the objective that would one 
most please Mr. Gilpin. Consequently, I say, as I did at the begin- the { 
ning, that I think the Constitution wisely withholds this particular i 
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sibject from the field of concern of this committee, with respect to 
States and local subdivisions. That is the scope of section 115(a). 
{nd if we are talking about Federal projects, then we are not talk- 
ing about a tax policy question, but a question of another sort rest- 
ing With other committees. 

Thank you. 

The CHatrMan. Mr. Mason. 

Mr. Mason. 1 wanted to get away from this legal discussion, be- 
ause Lam not a lawyer. Iam like Mr. Harris; that is out of my field. 
| will confess at the outset that the chairman knows 10 times as much 
ibout the overall tax picture as I do. I have, however, spent a little 
time in studying this tax-exempt business. I want to see if I can’t 
get all of the panelists to agree with me in some things. 

A tax-exempt educational institution, as long as it stays within the 
educational field and educational activities should continue to be tax 
exempt. You will all agree to that ? 

We will agree that charitable organizations, as long as they stay 
within that field, should be tax exempt. And scientific and religious— 
is long as they stay in their field of activities they should be tax 
exempt. But whenever educational institutions run macaroni fac- 
tories, piston-ring factories, then there is a question about whether 
they should be taxed on those extracurricular activities or unrelated 
activities. It is the same with the rest. We have had quite a discus- 
sion about scientific organizations that are tax exempt. In my opin- 
ion, as long as those scientific organizations stay within their own field, 
basic scientific investigation, to produce some basic scientific facts that 
are given to the general public for the general public’s use and bene- 
fit, then they shouldn’t be taxed. But when they get in to the field 
of applied research, particularly being employed for certain applied 
research by General Motors, Du Pont, or somebody else, then it seems 
tome they are getting outside their field, and on that score they should 
« taxed. 

Do we agree on those things, when they get out of their field they 
should be taxed ? 

Mr. Dunnam. We agree that when they get out of their field they 
should be taxed, but we do not agree that ‘they are out of the field 
when they perform scientific work even though the results are not 
promptly published or made available to the public. We feel they are 
till engaging in their field by performing scientific research and that 
the Nation will benefit ther eby. 

Mr. Mason. Then Mr. Harris is the only one that will agree with 
me that when they do special work for a special company and applied 
research for special profit for that company, they should be taxed. 

You are the only one that agrees with me on that score, Mr. Harris? 

Mr. Harris. I'don’t know how the others feel, but that is my 
opinion. 

Mr. Mansrietp. I would go part way. 

Mr. Mason. It seems to me they should be taxed whenever they get 
outside of the per nenaa fields that gave them the tax exemption in 
the first place 

Mr. Sucarman. I think the reason I might disagree is because of 
the definition of terms. I am not sure how you are using the terms. 
It is for that reason I would have difficulty. For example, it seems to 
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me that Dr. Salk’s 
important and vital research for this country. I would assume Mr. 
Harris would treat that as applied research. I would question whether 


work in coming up with a polio vaccine was a very 


that would be an appropriate type of research to be taxed. 
that reason that I can’t agree unless I know what terms we 
about. 

Mr. Mason. How can you define it where we would understand 
where basic research leaves off and applied research starts? 

Mr. Mansriexp. I would tend to approach that question on the 
same basis as the proposed regulations approach it, and that is in- 
stead of attempting to define basic and anetiod research, to view it as 
a matter of research or nonresearch. In the nonresearch category we 
have such matters as the ordinary testing and the construction of 
equipment and so forth. That, I think, is the type of thing that 
most scientists would agree is not scientific research. 

Mr. Mason. Mr. Harris? 

Mr. Harris. Mr. Mason, I take exception to Mr. Sugarman’s con- 
cepts in this area. The area of research has been largely divided 
into basic and applied, and the people who are unable to understand 
the difference are usually those who have some ulterior motive. It 
is true that there is an area where it is difficult to know when one 
goes from one area into another. But aside from this, and this is 
a controversial topic, aside from that the public interest factor seems 
to be the most important and predominant, regardless of whether it 
is basic or applied. If the work is done and restricted to the sponsor, 
the person furnishing the funds, it has no reason for being entitled 
to exemption. 

This is true regardless of whether we try to define basic and applied. 

Mr. Mason. When we try to classify public interest, that is worse 
yet, in my mind. I think Ford, for instance, has contributed to the 
public welfare by providing automobiles, let us say. It is so difficult 
to define where public interest begins, shall, we say, or ends. 

Mr. Sucarman. Mr. Mason, I think under the tax laws today we 
are helped in that way by reason of the fact that an exempt scientific 

organization must devote its funds to scientific purposes. Without 
regard to the definition of scientific purposes, I would point out that 
one of the essential differences from the Ford people or the patent 
attorney that Mr. Harris was mentioning, for example, is that fact 
that when a university receives funds in connection with scientific 
research, it devotes those funds for scientific research, and when a 
nonprofit institute receives funds for that purpose, if it has any earn- 
ings that might be subject to tax, that is put back in to further re- 
search and equipment for research. This, I think, is one of the essen- 
tial differences as to how their income is used and why it is different 
from that of a taxable organization. 

Mr. Mason. I am like the chairman, I feel that research, when it 
is in the interest of the public and when it is not, this field of public 
welfare—a pretty general field—I cannot see how in the world we 
can legislate anything that will be any way helpful to clarify this 
tax-exempt status. 

Mr. Aucer. I may be sitting here in ignorance, but Mr. Mason, 
you left me with a feeling that: you thought Mr. Harris was agreeing 
with you when you said GAs long as science research stays within its 
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feld.” If I understand Mr. Harris, he says “No longer requires tax 
subsidy.” 

Do you mean that you think the tax exempt ought to go out or not? 

Mr. Harris. I feel this way, that we have long since passed the need 
when science has to be subsidized or given special consideration. 

Mr. Atcer. That is my point, Mr. Mason. That is the only reason 
linterjected. 

Mr. Mansrrevp. Mr. Mason, may I clarify my statement when I 
said I would go along with you part way? 

Mr. Mason. Yes. 

Mr. Mansrretp. I would also like to take exception to Mr. Harris’ 
statement that only people with a selfish interest are able to dif- 
ferentiate between basic and applied science. I have discussed the 
matter with a number of people who I doubt very much have ulterior 
motives who find that difficult to make that distinction. But I sug- 
vest that distinction perhaps may be unnecessary. What we are striv- 
ing for here is an objective criterion of public interest. This is why 
publication available to the public appeals to me, because it is an ob- 
jective fact. We can see the publication. If it is done, you don’t 
have to inquire into the motive for which the scientific activity is car- 
red on. As a matter of fact, I gather Mr. Harris might even be 
satisfied with that test regardless of what the motive might be, because 
I suspect he believes that if publication is required the competition 
that he fears will not result, or continue any longer. I am not sure 
that is the answer, however. 

As I suggested before, publication appeals to me as the best answer 
because it seems consistent with education in its best sense, and it is 
desirable because it is an objective fact. But before we go to that re- 
quirement as the answer, I would hope that we would consult in the 
public interest organizations like the National Science Foundation, 
the National Institutes of Health, the American Academy of Science, 
and so forth, which might be able to enlighten all of us a little more 
before we seize upon any particular test. 

Mr. Mason. But this publication would be a step in the right direc- 
tion because it would throw it out to the general public and everybody 
would benefit from that. 

Mr. Mansrtetp. That is correct. 

Mr. SucarMan. I appreciate what Mr. Mansfield has said he does 
not necessarily mean that as a solution, but he thinks it is one worthy 
of consideration. Let me point out first that there is a practical prob- 
lem in trying to determine when you have “results of research”, as to 
which a particular piece of paper is to be filed somewhere. 

Research is a continuing thing. Some of the greatest discoveries in 
this country have been made unexpectedly. It seems to me that to im- 
pose upon the scientist the problem of determination that he has some- 
thing that somebody in a Government agency thinks he should file 
a piece of paper about, would be one of the surest impediments to 
science in this country. 

Secondly, the cost of this must be considered. For scientific organi- 
zations to become engaged in filing these pieces of paper and for the 
Government to set up a bureau to keep track of, or disseminate them. 
or whatever would be done with them, seems to me to be building a 
tremendous structure to serve no purpose. 
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In the literature on this subject, I have not found anywhere a com. 
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I would be fearful of broad legislation requiring all of these pieces g mt 
of paper to be published. Further, let me point out that when you do §> I I 
publish these pieces of paper, this is no guarantee that the public § uid b 
would benefit. For one thing, the public would not understand them. sich an 
But more important is the fact that indiscriminate ee very B properly 
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For example, penicillin was discovered in 1928 in Great Britain by 
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cause it was not protected by patent laws and not put to a practical ne th 
use. This matter of how you benefit the public is a matter of a serious As 11 
import. organiz 

I don’t think it can be solved merely by scientists putting some- J i vfion 
thing down on a piece of paper and filing it with a Government agency. J ho pose 
Mr. Mason. I have come to the general conclusion that perhaps Mr. §f 5) his 
Mansfield’s idea that a bunch of experts from different fields should J yoyjq. 
get together and determine something so that we can perhaps accept ff hotter « 
and legislate on, would be a good idea. lation ¢ 
Mr. Harris. On the comment by Mr. Sugarman, I respect his J ] am \ 
opinion in this, but I again must differ. Every piece of work whichis J) ycjy 9. 
done in any scientific organization has a progress report and a final The 
report. There is no added burden in placing these on file for public § ,) ¢he 
inspection. It isa matter of putting a copy where it will be available J jyctitw 
for anybody who wants it. Whether or not everybody understands it J) privat 
is of no consequence. * The: 
We have laws which require lawyers to interpret and they are pub- § they a 
lished. We have scientific data for which persons can be employed to Mr. 
interpret for anyone who has an interest. The fact that this increases Mr. 
the amount of knowledge which is available is not an excuse for not Mr. 
having published it. which 
Mr. Mason. That is all, Mr. Chairman. who n 
The Cuarrman,. Mr. Ikard will inquire. the se 
Mr. Ixarp. I do not want to pursue this will-of-the-wisp much fur- bvan 
ther, but I would like to get my own thinking better oriented. We “Mr. 
have been talking a great deal about the public interest, and, frankly, tax ct 
I have been very impressed with what the whole panel has said on the Mr 
subject. I find myself more nearly in agreement with Mr. Sugarman’s Th 
view as he has expressed it. But isn’t our purpose here one to deter- wavs 
mine not so much the public interest we have been talking about for the i1 
the last few minutes, but whether or not the money that comes into a To 
given entity is taxable or not ? of th 
When we look at that, it would seem to me that hte public-interest from 
question that we must first decide is whether or not it is in the public On 
interest that this institute continue in being, not whether they do a that 
relatively small project overall, maybe, for some private person. ness 
I would like to have your comments on these two or three questions are Y 





I pose. Is that not our basic question ? inm 
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The CHarrMAN. What you are saying, if you will pardon me, is that 
you think our concern is with respect to the income developed by this 
presently tax-exempt organization, as to whether or not that income 
should be taxed. U nder existing law, it is not taxed, because it is 
levoted to scientific purposes. 

The question of public interest is whether scientific research is in 
the public interest. 

Mr. Ikarp. That is right. There are many facets to it. One 
would be whether or not it would be in the public interest to have 
such an institute in being, where a man could come to have a project 
roperly and scientific ally explored. 

I have read Mr. Harris’ paper with a great deal of interest and I 
ippreciated it as a very thoughtful paper. But I fail to see where 
igiven company, see ‘king todoa given job, or having a given research 
ob done, would feel that a so-called tax- exempt organization would 
e to the advantage over a privately owned one, for this reason: 

As I understand the law, the contribution, as such, to the tax-e xempt 
organization would be tax exempt. ‘The payment to the private insti- 
tution would be a business expense. For the one who is acquiring 
the research, it is difficult to see, except for the fact that he points out 
in his paper—he makes the point that the unfairness in ee 
would come from the fact that there might be better personnel « 
etter equipment or something that would come through the accumu- 
lation of capital, either from public funds in the university—and if 
i wrong, please interrupt me—that come from public funds, such 

ina university, or large grants that may come in. 

"The ‘re, again, it would seem to me that you would have to look 
tothe whole purpose of this thing. The fact that a great educational 
nstitution such as a university may have more facilities than some 
private institution, to me, should not be the controlling factor in this. 

These are a few rather random thoughts that occurred to me. If 
they are intelligible to you, I would like to have some comments. 

Mr. Harrts. May I comment ? 

Mr. Ikarp. Yes. 

Mr, Harris. Since you have quoted something from the material 
which I have in the compendium, it is recognized that the industry 
vho might approach anyone for research’ would find no difference in 
the selection of whether this was done by a taxpaying laboratory or 
iy a nonprofit university. 

Mr. Ixarp. I didn’t mean to imply that. I meant to imply the 
tax consequences would be no different. 

Mr. Harris. Yes, that is right. 

The purpose of this entire series of panel discussions is to uncover 
ways to increase the tax base and to hopefully, ultimately, reduce 
the income tax. 

To do this, then, requires among other things a close examination 
of the tax-exempt status and the abuses which have developed there- 
from. 

One of these, in my opinion, and only one, I will admit, is the fact 
that the institutes do provide a business service, a professional busi- 
ness service, the results of which are not in the public interest, if they 
are retained for the individual sponsor. This is an area which should, 


inmy opinion, be t taxed. 
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This possibly in the overall picture would be a small added tay, 
but the mere fact that it is a small amount does not in any sense re. 
move it from the area where it should be taxed. So, on these bases 
I have made my comments and I firmly believe they are correct, 
Does that clarify any of the things that I have said? 
Mr. Ixarp. Yes, sir. 


Mr. Sugarman. Mr. Ikard, I would like to comment on the points§ Let m 
you made. First, 1 think it is necessary to clarify one matter. at the S} 

Mr. Harris started by indicating that he thought it was agreed § Institut 
assumed that there was no difference between the tax-exempt organ-§ The inc 
ization when a particular organization may go to it for research, § share of 1 
If he was referring to the fact that where the research is done at a § making 8 
tax-exempt organization, the fact that it is tax exempt makes nof The si 
difference in the cost, I would agree with him. Funds f 

But I think there is an important difference between the types of § ora] res 
organizations in terms of how they function and in terms of the serv- and 196 
ice that they perform for this country. I think that should be made profit 1 
clear. ended J 

The fact is that the research done in nonprofit institutions has filled J] wo 
a vital role in this country which has not been done and cannot be § gjence 
done by the taxable organizations today. I think this committee must § fseq] ye 
recognize that. At ta 

On your point of the question being is it in the public interest to § j958, 9 
tax what income there may be in a tax-exempt organization, I think expend 
we must recognize that what we are really talking about is whether the § peseare 
net earnings of such an organization, which is the statutory term that J The» 
is involved, whether the net earnings of such an organization, if any, } 67, 4 
should be taken by the Federal Government or should be permitted to J mately 
be retained by the organization to carry on its further work of scien- § g99.9(¢ 
tific research. The 

I feel that this question should be answered in the affirmative, based § the re} 
upon the record of performance of research in this country. That is, } fiscal 4 
so much has been done through the stimulus which these organizations tonon] 
have given to scientific research, the discoveries that they have made, | (Of t 


and so much more needs to be done, that it seems to me it is clearly 
in the public interest not only to permit them to, but to encourage 
them in that very direction. 


367,006 
spent 















: The 

I would merely like to add this one thought. I cannot help but | grate 
feel that over the many years, beginning when these institutions be- } made 
gan, back before 1913, with the founding, through Dr. Duncan in J contin 
1907, of the concept of research which could stimulate industry, and ] yr. 
through the formation of such organizations as the Mellon Research ] panel: 
Institute, and up to the present time, these organizations have pro- } means 
vided a necessary and vital scientific research in this country. but it 
They were granted exemption on the basis of the same type of op- § in the 
erations they are conducting today, although today they are con- Tf 
ducting more research for the Government than they were in the past, § then. 
due, of course, to the Government’s changes in programs. But with J tion o 
the tremendous contributions they have made, and our further need § there 
for scientific efforts in this country, it seems to me that it would be § whic] 
very poor policy for this country or this committee to take the posi- J thine 


tion that now it is in the public interest to tax them. for th 
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Mr. Dunnam. The question as to the importance of scientific re- 
garch to the Nation, and the contribution nonprofit scientific in- 
stitutions have made thereto has been under study for almost 20 years. 
There is a great deal of information in these studies demonstrating 
that scientific research institutes have made major contributions to 
the Nation’s scientific effort. 

Let me read a brief statement from Dr. Allen Waterman’s address 
it the symposium on basic research, held May 14 at the Rockefeller 
Institute. He said: 


The independent research institutes and laboratories account for the smallest 
share of the national expenditures for research and development. But they are 
making a significant contribution to the advancement of knowledge. 


The statistical report of the National Science Foundation, “Federal 
Funds for Science,” which has just been published, reflecting the Fed- 
eral research and development budget for the fiscal years 1958, 1959, 
ind 1960, discloses that 21 percent of the funds allocated to non- 
profit research institutes was used for basic research. For the year 
ended June 50, 1959, it is estimated that 32 percent will be so used. 

I would like to incorporate into the record the “Federal Funds for 
Science,” volume 8, “Federal Research and Development Budget,” 
fiscal years, 1958, 1959, and 1960. 

At table 7 on page 46 it gives total expenditures for the fiscal year 
1958, and the amount allocated to nonprofit institutes. The total 
expenditures was $5.542 billion. The amount allocated to nonprofit 
research groups was $95.065 million. 

The portion of that which was basic is set forth on table 8 at page 
67. Of the national budget, only $331 million was basic, or approx!- 
mately 6 percent of the budget. On the nonprofit research institutes, 
$29,906,000 was basic, or 31 percent of the budget. 

The estimated figures for 1959 are reflected in table 7, page 48 of 
the report, which shows the Federal budget of $7,232,700,000 for the 
fiscal year ended June 30, 1959, of which $125,351,000 is allocated 
tononprofit scientific organizations. 

Of this total as set forth on table 19, page 68 of the report, $40,- 
367,000 of the sum allocated to nonprofit research institutes was 
spent for basic research. This represents 32 percent of the total. 

The survey of the literature that is available, I think, will demon- 
strate conclusively that nonprofit scientific research institutes have 
made major contributions and they should be encouraged to make 
ontinuing major contributions to our national science effort. 

Mr. Harrrs. I go back to the original purpose for which these 
panels were set up, that to broaden the tax base or to investigate 
means whereby this can be done. All of this comment is very good, 
but it is defensive. The institutes were set up originally to function 
inthe public interest and for that reason were given exemption. 

If they are going to function in the public interest, their work, 
then, needs to be available for the public. If they are going to func- 
tion as professional business services, then they should be taxed, and 
there is no evidence to date to show that proper taxation of that 
which is not in the public interest would in any way impede the 
things which they do from a basic research nature or from research 
for the good of the public. 
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I contend that to broaden the tax base we need to tax these thing 
which are not in the public interest and that any effort on the othe 
side is simply a narrowing of the tax base, regardless of where j 
comes. 


utivitie 
nstance 




















Mr. Ixarp. I could agree generally with the statements you hay oa 
just made, Mr. Harr IS, but we come back again toa definition of the - ; 
words “public interest.” It would seem to me that I find myself mong!’ 
closely in line with the views expressed by Mr. Sugarman. shed t 

With — to the statement that science needs no further subsidy,§~ nt 
I can’t help but think of another section of the code tht lets the ord.” ee 
nary business corporation expense research and development. items a re 
That certainly, in a w ay, is to some degree a subsidy to scientific de. a 2 
velopment. I think it is necessary. But if we are to approach this a 7 
here, this problem, in this way, then it would seem to me that we must Mr. E 
do it across the board. Mir ( 

Mr. Harris. Sir, if I may comment briefly, we have many other.” 
services which are necessary to the conduct of our affairs, and which Nir 
are also in the same general area, for which there is no exemptior a 

The fact that science, as such, has been given this treatment is some- , aoe 
thing that may need careful examination. The fact that the services ire ( : Oa 
of science are a deductible expense is no different than the legal serv- a 9 
ices that might be exempted as an expense. This, I think, is a point.§) hie 

Mr. Ixarp. I do not want to take a lot of time on it, but I fail t My | 






follow your oitiae the one that ee previously made with respect 
to the patent lawyer and the others. I don’t follow that analogy. | 





vould 1 




























do not want to consume the time to discuss that point, but I do not - 
agree that they are the same, in my own mind. ed. T 
That is all, Mr. Chairman. Mr. ( 
The CuatrmMan. Mr. Baker? Se | 
Mr. Baker. Mr. Gilpin and Mr. Ely, my brief question will be di ili 
rected to you gentlemen. SS av. 
The CHarrman. I might call your attention to the fact that Mr. in 
Baker represents a district in Tennessee, Mr. Gilpin, and you have yy | 
referred to an operation there. the Pos 
Mr. Baxer. I feel the hour is too late to go into the merits and de-J pay y 
merits of public or private ownership. times. ¢ 
It is really too late to go into the constitutional question, except for} yy 
one observation that I drew. You are both excellent lawyers. I dofnondey 
not believe that the principles of the Dartmouth College case, in which fineoyyo 
is was said that the power to tax is the power to destroy, will be, or Biate ¢ 
has been overruled by the U.S. Supreme Court, regardless of recent J yy. | 
cases going slightly in that direction. hea use 
Mr. Gilpin expressly recommends that the Federal income tax be Pina py, 
imposed on agencies of the Federal, State, and municipal goverv- §y)i-}, 
ments and cooperatives engaged in the electric power business. the Fes 
To what other business enterprises of various governmental} pj, 
agencies would you extend this income tax? re tall 
Mr. Gitrrn. Mr. Baker, I have found that concerning myself with Bros. O} 
the problem of the taxing of the business of generating and trans: § | yc 
mitting and distributing electric power is one of such wide si ope # Mr. 
that I have confined myself strictly to that one. t thi 
Mr. Baxer. I know, but I am asking you now not to. You did con- ibrids 
fine yourself in an excellent manner to that one subject. What other Biato , 
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yctivities would you extend the same treatment to? Would you, for 
nstance, extend it to the New York City Transit System, the income 
from that ¢ 

Mr. Gitern. Well, I might say this, and I will apply it to the New 
York City Transit System since I am a resident of that city, that I 
think it is a matter of the Congress drawing a line. If it is estab- 
lished that the Congress does have the power to levy a tax on the busi- 
ess operations of a municipality or a State, then in that event it is 
for the Congress to draw a line and to decide how far it will go in levy- 
ng a tax on these business operations. 

[ think in the case of the New York City Transit, that we certainly 
ive at least one Supreme Court case that says that transportation 1s 
business function. 

Mr. Baker. Do they pay any income taxes? 

Mr. Gitprxn. No, New York City pays no income taxes as far as I 
sow. 

Mr. Baker. Not on the income of its transit system. 

Do you have any idea what the income of that transit system of the 
tyof New York is? 

Mr. Guprxn. No, I do not. I know at least according to the reports 
fthe transit authority it is very much in the red, and tha 
threatened with an increase in our fares. 

Mr. Baker. Well, if you raised the rate, it would not be 
rould it ? 

Mr. GiLPin. Sir! 

Mr. Baker. If you sufficiently raised the rate, it would not be in the 
rd. That is the main part of your argument. 

Mr. Gitex. That is right. 

Mr. Baker. The answer to that is “Yes,” if you raised the rate suf- 
iently it would be in the black and there would be 
)pay. 

Mr. Grtpin. Yes, sir. 

Mr. Baker. Let us get out of New York. 1 was going to bring up 
the Port of New York Authority, but I would leave New York. 

Between here and Baltimore is a bridge that I have crossed several 
mes, and you stil] pay $1.25 for one person to ride across that br idge. 
tmust have paid for itself many times atid the income must be tre- 
iadous. Would you extend Federal income tax treatment on the 
wome from that bridge over there that apparently belongs to the 
‘ate of Maryland ? 
Mr. 3 pin. Mr. Baker, 
rkeause I do not know that anyone can draw a distinct and definite 
ne between what constitutes a business operation of a State and 
thich is one of a governmental character that cannot be 


we are 


» in the red, 


aun Income tax 


I am not prepared to answer that question 


» reached by 


But I do say this, that to my mind, it is perfectly obvious that when 

etalk about the sale of electric power we are 

ess operation. 

I would like to confine myself to that particular problem. 

Mr. Baker. I do not want to confine it to that thought, and I do 
t think I am required to. A private industry could certainly build 


talking about a busi- 


ibridge across the Chesapeake and render that service instead of the 
‘ate of Maryland. Then, they would file a return and be subject to 
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Federal income, is that correct? Iam sure the answer to that is “Yes,” 

Mr. Gitpin. I say “Yes,” but I don’t know what the economics of 
that type of operation might be. 

Mr. Baker. Did you know that for many years in Cincinnati, 
the main bridge across the Ohio river from Covington to Cincinnati 
belonged to the Taft family? I have always understood the income 
was tremendous from it. So there have been people in the bridge 
business, bridge tolls, and many other bridge businesses. 

Mr. Gitrrn. Yes; lam aware of that. 

Mr. Baker. That is a generally known fact, though I do not know 
what the fact is now. It may be that the city owns it now in keep. 
ing, let us say, with modern trends, whether right or wrong. I do 
not want to go too far with it, but one of the big functions of a 
municipality 1s picking up garbage and garbage disposal. 

That could well be done by a private business concern and they 
would make a lot of money out of it if they had an exclusive right 
to do it. Would you extend Federal income tax treatment to a city 
doing business in that respect ¢ 

Mr. Givin. Again, Mr. Baker, with great respect, I must say to 
you that I think this is a matter for the Congress to decide in its 
wisdom. I am not qualified to say to you that this particular kind 
of business or that particular kind of business is one that should 
fall within the Federal taxing power because, of course, you can 
lead on and on and on. You can go to sewerage, you can go to the 
supply of water. 

Mr. Baker. Hospitalization ? 

Mr. Gitprn. Exactly. 

Mr. Baker. Sanitoriums? 

Mr. Ginrrn. Exactly. 

(The following material was received by the committee :) 
ReEIp & PRIEST, 


New York, N.Y., December 31, 1959. 
Leo H. Irwtn, Esq., 


Chief Counsel, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


Dear Mr. Irwin: Upon giving further consideration to my discussion with 
Representative Baker at the time of the Ways and Means Committee panel 
discussion on the afternoon of December 15, it has occurred to me that supple 
mentary information would be of interest and value to the committee in rela- 
tion to the subject matter of that discussion. Therefore, I have prepared a 


statement which is attached to the corrected transscript and, if agreeable, - 


I would be most grateful for insertion of the statement in the transscript at 
the point indicated on the statement. 
Sincerely yours, 
BE. R. GILPIN. 
PREPARED STATEMENT OF E. R. GILPIN 


The inquiry here is whether the Federal Government may constitutionally 
tax the States, municipalities, and agencies thereof engaged in the electric 
power business, and if so, how far may the Federal Government go con- 
stitutionally in taxing other activities of the States and municipalities? Water 
service, sewerage service, municipal transportation, toll bridges, hospitals and 
sanatoriums have been mentioned as specific examples. The answer, in My 
opinion, does not lie in a vague concept of whether the business is an essential 
service, nor is it to be found in a determination of whether the government 
business is competitive with similar privately conducted businesses. The an- 
swer has in fact been supplied by the Supreme Court of the United States 2 
the New York case. Six of the eight Justices who considered that case con- 
curred in the majority result. 
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Mr. Justice Frankfurter, announcing the judgment of the Court, delivered 
an opinion to the effect that the only limitation on the right of the Federal 
Government to tax States activities, governmental or proprietary, is that the 
tax may not discriminate against the State. Examples of such discrimination 
were a tax on State houses or a tax on the power to raise revenues by taxation. 
In the absence of the element of discrimination Mr. Justice Frankfurter holds 
that the Constitution leaves the Federal Government free to tax States in the 
same manner and to the same extent as it taxes others. The principle is well 
stated in one succinct statement in the Court’s opinion : 

“But so long as Congress generally taps a source of revenues by whomsoever 
earned and not uniquely capable of being earned only by a State, the Constitu- 
tion of the United States does not forbid it merely because its incidence falls 
also on a State.” 

Mr. Justice Rutledge concurred in the Court’s opinion and added a separate 
pinion of his own. He assented to the doctrine of discrimination formulated 
by Mr. Justice Frankfurter and further stated : 

“Too much is, or may be, at stake for the Nation to permit relieving the 
States of their duty to support it, financially as otherwise, when they take over 
increasingly the things men have been accustomed to carry on as private, and 
therefore taxable, enterprise. Competitive considerations unite with the neces- 
sity for securing the Federal revenue, in a time when the Federal burden grows 
heavier proportionately than that of the States, to forbid that they be free 
to undermine rather than obligated to sustain the Nation’s financial re- 
quirements.” 

Mr. Chief Justice Stone, concurring in the result, wrote a separate opinion 
in which he was joined by Justices Reed, Murphy, and Burton. While agreeing 
with Justice Frankfurter that a Federal tax discriminating against a State 
would be an unconstitutional exercise of the tax power, they were not disposed 
to go as far as Justice Frankfurter in holding that the Federal Government 
may impose a nondiscriminatory tax on every class of property and activities 
which individuals and States may own or in which they may engage. Summing 
up their views, these Justices were of the opinion that the State could not 
cdaim immunity since such immunity would withdraw from the taxing power 
of the Nation “a subject of taxation of a nature which has been traditionally 
within that power from the beginning.” 

Justices Douglas and Black dissented in a minority opinion in which they 
agreed that the instant case was controlled by the South Carolina case but felt 
that the latter decision should be overruled. 

Certainly all the business activities mentioned by Mr. Baker would fall within 
the class of those which the Federal Government may tax not only under the 
doctrine enunciated by Justice Frankfurter but also within the somewhat more 
limited rule stated by the other four Justices in their opinion concurring in the 
resnit. 

Furthermore, the doctrine expressed by the majority in the New York case 
is not a new and startling departure from prior holdings. Thirty-five years 
before the Supreme Court decided the New York case the Court in Flint v. 
Stone Tracy (220 U.S. 107), at page 172 cited the South Carolina case and 
stated : 

‘It is no part of the essential governmental functions of a State to provide 
means of transporation, supply artificial light, water, and the like.” 

Twenty-three years after the latter decision, the Court in Helvering v. Powers 
(298 U.S. 214), at page 227 stated: 

“We see no reason for putting the operation of a street railway in a differ- 
ent category from the sale of liquors. In each case, the State, with its own 
conception of public advantage, is undertaking a business enterprise of a sort 
that is normally within the reach of the Federal taxing power and is distinct 
from the usual governmental functions that are immune from Federal taxation 
inorder to safeguard the necessary independence of the State * * *.” 

The specific answer to Mr. Baker’s question, it seems to me, is that even 
if the limited rule stated by Justices Stone, Reed, Murphy, and Burton in the 
Yew York ease is applied the test is (as stated in their concurring opinion) : 

“* * * Not the extent to which a particular State engages in the activity, 
but the nature and extent of the activity by whomsoever performed is the 
Televant consideration.” 

The New York case stands as an all-important statement of the law of the land 
om this subject as it is to be construed today. The attorneys general of 45 
other States joined New York and were represented by argument and briefs 
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filed as amici curiae. The significance and importance of this participation wa 







































































































































recognized by the Court in the discussion in the opinion of the basic constity. Mr. | 
tional question. Mr. Northeutt Ely joined with others in filing a brief fo g#munc)] 
American Public Power Association, as amici curiae. Mr. Ely’s argument ther. [don’t k 
as his position here, was that the State should enjoy immunity on the ground ¢% \j]] inc 
rendering an essential governmental function. The Supreme Court rejected this On t 
argument. a 
If it be determined that the nature and extent of the activity is such as t) mpterest!!) 
be, as stated in the New York case, “a subject of taxation of a nature whig Bureau 
has been traditionally within that (Federal) power from the beginning” then ents | 
the Federal Government continues to retain such power as to such activity. but of 
Indeed under authority of the New York case there is strong support for th 

view that these State activities could now be taxed under existing law insofar B'eYe™™ 
as they fall within the scope of existing tax statutes; and although the fou $14 bill 
Justices in the New York case who joined in a concurring opinion expressed doub Of t 
whether the tax should be levied upon the State without explicit statutory ay from 1 
thority, they nevertheless upheld its validity even absent such specific statutory § uld 

direction. oo 
Thus, I repeat, there is no constitutional bar, and viewed even more restri Utility 
tively than is required by the New York decision, it remains only within the dis. iecord 
cretion of Congress as to the business activity to be taxed. It is here that con & yeeoun 
siderations of national interest and public policy may well play a part, but How 
insofar as the electric power business is concerned the taxing by the Federa 7 
Government of the revenues of that business by “whomsoever earned”’ is the spent 
diametric opposite of derogation of the national interest or of public policy. pay if 
revert 

Mr. Baker. To each of you gentlemen I have the next question: ls § * = 
be enc 

not this a game, using common terms, that certainly both sides could a 
»: ! 
play at most effectively and the Federal Government come out way "But 
behind ? , 
: : : . essen 

For instance, you literally quoted the language of the 16th amend. . 

. . , pins 

ment which I used a few days ago in one of the heari ings, “income from chick 
whieh 

whatever source derived.” Those were re that extended to the . 
Federal Government from the several States. I do not think anybody utility 
could dispute that, as a lawyer. That is, the fee did not grant to : 


esselic 


mish 





the Federal sovereign the exclusive right to impose income tax from 
whatever source derived. 






















































































Mr. Ely, can you conceive of many instances where the State, the "Me 
county, the city, the political subdivisions, would extend that same din 
treatment to activities of the Federal Government, which, in a great §).,,,. 
school of thought in this country, says that the Federal Government a 
has no business being in, and could not they constitutionally collect sation 
from the Federal Gove ‘rmment and its agencies, if the constitutional a 
question was resolved as Mr. Gilpin thinks it should be? odint 

Mr. Exy. I think you are correct, Mr. Baker. The immunity is’ as 
supposed to be reciprocal. If it fails in one scale of the balance, I 1] 
suppose it fails in the other. Those who disagree with me would fy, ; 
say that the supremacy clause might protect the Federal immunity, fF hort 
whereas there is no comparable clause to protect the State immunity, om 
assuming it does not rest on reciprocal bases. shou 

I see no difference between the various services you described. If  ,. | 
constitutionally the revenues of a State derived from one service cal oes 
be taxed, then the revenues derived from any service such as the It 
operation of a toll bridge or any other activities you mentioned, are 100 
in a similar case. Garbage disposal, for example, in many cases is J o¢ 4; 
farmed out to private enterprise and in others carried on by the § own 
municipality. abou 





Mr. Baxer. And hospitals, playgrounds, and so forth. 
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Mr. Evy. Yes; and as time has developed, these activities of the 
municipalities developed with them, such as municipal airports. We 
don’t know what will come in the future, but we know that the list 
will increase. 

On the point you were asking about, Mr. Baker, there is an in- 
teresting publication, “Governmental Finances, 1958,” by the Census 
Bureau. It shows that the revenues of the States and local govern- 
ments in 1958, from their own sources amounted to about $44 billion, 
but of this only about $30 billion came from taxes. Other sources of 
revenue were Incorpor: ated in their fiseal structure to the extent of 
$14 billion. 

Of these, there appear such items as a billion and a half dollars 
from motor vehicle and operators’ licenses. I suppose none of us 
ae say that this revenue is taxable by the Federal Government. 

(tility revenues of various kinds accounted for about $3 billion 
weording to this publication, but of that, electric power systems 
aeecounted for about $1 billion. 

However, it happened that these same local and State governments 
sent $1.26 billion on their utilities. To the extent that they could 
pay for capital outlays as well as utility debt service, out of current 
revenues, it is to the interest of the National Government that they 
be encouraged to do so. They were not able to. They had to raise 
9260 million by borrowing or by taxation. 

But I am unable to distinguish the power business from these other 
essential State and local revenue-producing activities. In Mr. Gil- 
pin’s points, he assimilates it to other fields of private enterprise 
vhich are, however, in all cases, save this, competitive enterprises. 

[ assimilate the power business to the other essential governmental 
tility functions which are not competitive but which are, in their 
essence, the exercise of governmental power. I am unable to distin- 
guish the electric power ‘business from the essential features of a com- 
munity’s existence. 

Mr. Baker. The interstate commerce provision of the Constitution 
probably would protect the Post Office Department. But one of the 
iggest enterprises in the United States today is the Post Office De- 
partment. Every year or so it is argued to this Congress by express 
companies and otherwise, that they are in direct competition with 
parcel post, and no one can deny that being a fact, from the stand- 
point of simply a competitive basis. They would say that the same 
irgument would apply there and could easily be reflected. 

I have one final observation. I was not going to mention this but 
Mr. Gilpin brought the TVA into it. It is not a question, but a very 
short statement. 

In the act passed this year the Congress provided that the TVA 
should levy rates sufficient not only to pay principal and interest on 
iny bonds issued, but to repay the Government power investment with 
iterest at the long-term average Government rate. 

It seems to me that. on business principles, that would be recovered 
10 percent rather than the cor porate 52 percent, Over a longer period 
if time, perhaps, and the Government of the United States would still 
own the corporation, and also that the U.S. Government, itself, buys 
bout 50 percent of the electric power output of the TVA, so it would 
ie paying 50 percent of the tax; that is the other side of that. 
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I will yield the floor, Mr. Chairman. 




































Mr. Gitrry. May I make just a very short response to Mr. Baker's That 
remark ? : * Bf ing to g 
Mr. Baker. Yes, sir. Power ¢ 
Mr. Gitpin. I am aware of the amendment to the TVA Act which = 
was made effective this year. There has been one thing that has on 
puzzled me in my study of this subject, and it is this, that the Internal = 
Revenue Code provides in section 501 (a) and (c) (1), that corpora. Mr. 1 
tions organized under acts of Congress, if such corporations are instru. § °°: 
mentalities of the United States, and if under such act as amended and § Ys.” 
supplemented, such corporations are exempt from income taxes. This pete 
is an exemption provided by the code. around 
We have very carefully gone through the TVA Act and we find no pth 
provision in there to exempt the TV A, a corporation organized under that 1¢ 
an act of Congress, from the Federal income tax. They 
Now, as to repayments made by the TVA or to be made by TVA to 1958. 
the Federal Government, of appropriations made for that purpos, § * what 
the computation of the taxable income is a statutory concept. It wees & 
consists of gross income, less specified deductions, including taxes— § °° of 
Mr. Baxer. The reason I am smiling is that we have been hearing The 
it for 5 weeks. fore ar 
Mr. Girrin. Well, the point I would like to make is that payments tothe ] 
to the United States in return of the capital which the United States Mr. 
has invested and which the Comptroller General has referred to as the apply 
equity of the United States in the Tennessee Valley Corporation are Mr. 
not deductible from gross income in arriving at taxable income. _ Mr. 
Mr. Baxer. Well, simply because the earlier section of the code § wh 
excludes it from gross income, the one that Mr. Ely referred to, 115. They 
Mr. Exy. That is the exemption section. Section 115 (a) is the one = 
which says gross income does not include income derived from any § \*' 
public utility. ~ | met 
Mr. Giirrn. By a State, I believe it says. Mr. 
Mr. Ety. That is right, a State, territory, or any political subdivi- alread 
sion thereof, or the District of Columbia. ; to lev 
Mr. Giuptn. Well, the United States is not a State. _— 
Mr. Ety. If that is the point, Mr. Baker, I suggest that, if Mr. Gil J 
pin is correct, not being confronted by any exclusion section, the ‘ty 
United States could go right ahead and tax the income of the TVA, belon; 
but I do not know just what pocket it would look for it in, because all J °"S 
of the revenues of the TVA either come to the U.S. Treasury or they J °°® 
are invested in plants owned by the United States. whicl 
I don’t know how the Internal Revenue Service would go about WI 
collecting, except to take a cab to another Treasury office and say, § © ™ 
“Have you got it here? If so, we will take it back with us.” Every- § 0" 
thing the TVA has is owned by the United States. You cannot have Mr 
more than 100 percent in your collection. the 1 
Mr. Baxer. You do not have a constitutional question there. I am erate 
not arguing that. Certainly, the TVA is a creature of the Congress. § °°" 
The constitutional question applies to the agency of the other side. the F 
Mr. Ely says it applies. About the only way I know the Congress, by b M 
statute, could levy an income tax against the TVA would say for it to J (7 
charge sufficient rates to produce sufficient income, the rates comparable Zz 








to the neighbors of five or six States. M 
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That is the only way I know you can do it because they are not go- 
ing to go into the ratemaking business or put them under the Federal 
Power Commission. 

Mr. Guterxn. The Federal Power Commission has no jurisdiction 
over the TVA rates. 

Mr. Baxer. That is what I said. 

Mr. Gitprn. What you suggest is exactly what I think should hap- 
pen. The Federal income tax is, of course, a cost of rendering power 
grvice, and it should be included in rates and the people who buy that 
srvice Should pay for it. As far as collecting the money and going 
around from door to door with hat in hand, so to speak, I don’t know. 
[have not seen the latest balance sheet of TVA, but I venture to say 
that it has a few dollars in the till. 

They had net power income of almost $55 million for fiscal year 
1958. A tax on that figure at 52 percent is $28 million. That, I think, 
is what the TVA should pay into the United States as taxes. If they 
want to collect it from their ratepayers, as they should, as part of the 
cost of service, this should be done. 

The TVA rate of return for the 12 months ended June 30, 1958, be- 
fore any taxes are taken into account at all, there were no taxes paid 
tothe Federal Government, was 3.59 percent. 

Mr. Baxer. You would not limit it just to the TVA, would you, 
applying Federal income taxes ? 

Mr. Gitern. No; I would not. 

Mr. Baker. You would lend it to everything where the Government 
is, what you call, in business, for instance, an Army canteen store. 
They would have to charge enough for the things they sell in these 
canteen stores, to make a profit and, therefore, pay a Federal income 
tax? Would it not be just as logical when they have a big store down 
here to impose it there? 

Mr. Gitern. We were talking at this point about the fact that there 
already is enabling legislation right on the statute books right now 
to levy a tax against the TVA which for some reason or other, just 
isnot being enforced. 

Mr. Ery. The concept of the income tax is that you have a taxable 
entity to collect from. If all of the income from the TVA already 
belongs to the United States, it is a little difficult to find where you are 
going to increase the rate above 100 percent. It is all taken now under 
one guise or another. It reaches the Treasury or it is invested in plants 
which the United States owns. 

What is really involved here is the question whether you are going 
to increase the TVA rates under the guise of increasing them high 
enough to take more taxes for the Federal Treasury. 

Mr. Baker. On that point, the last figure I saw was that last year 
the U.S. Government bought 56 percent of all electric energy gen- 
erated by the TVA. If you raise the rate sufficient to pay a Federal 
income tax, would it not be simple arithmetic that if that continues 
the Federal Government would lose money on that particular agency ? 

Mr. Ey. I would suppose so. If you raise the rate so that there is, 
by some bookkeeping legerdemain, a taxable income of the TVA, 
the tax, I suppose would be 52 percent. Who gets the other 48 per- 
cent ? 


Mr. Baxer. The 52 percent, I think. 
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Mr. Ery. Who would get the other 48 percent # 

Mr. Baker. If the Government pays 52 percent of the increase jp 
rate, they lose money on it. The big question is it is a field that if 
we go into it, you cannot limit it just to electric power companies 

with any fairness or equities, I assume. It has to work all around, 

The Cuarrman. Mr. Alger? 

Mr. Acer. It looks like we have a standoff, Mr. Chairman, in two 
fields, the power field and the research field. I have never seen such 
conflicting sides. 

To stay right on the same subject, Mr. Gilpin, and correct me if 
I am wrong, when you presented the paper both in the compendium 
and what you gave us today, you claim there is tax erosion for several 
re: asons, and I want to restate it as I understand it. 

First of all, public power has grown from about 5 to 25 percent 
so that one-fourth of the total power now is a Federal matter and it 
is not subject to tax, which you call erosion. 

Mr. Gitrvin. That is correct. 

Mr. Anger. Secondly, that over 30 years or so, whatever period 


you used, some 190 prope rties belonging to private power have been 
taken 7c by tax exempt organizations. 
Mr. Giuprn. That is correct, sir 


Mr. Arcrr. Third, that thinking in terms of two points you men- 
tioned, uniform or equal tax treatment and uniform payment of elec- 
tricity rates which operated in this field, you felt that erosion could 


be seen because of the fact that some people pay in their electricity 
bill 13 cents on the dollar in a Federal tax and an overall tax in their 
electrical dollar payment of about 23 cents, is that correct ! 

Mr. Giuptn. That is correct, ine Juding State tax. 

Mr. Acer. Those getting public power do not pay any of that and 
that is tax erosion of the base ’ 

Mr. Gitrrx. That is correct, sir, except one slight correction. There 
are some State taxes pai d by the so-called tax-free agencies, but not 
in the amount that normally is paid by the investor-owned companies. 

Mr. Arcer. I see. Then there are a couple of other things, the 
matter of advertising campaigns by tax-exempt org ranizations, which 
you mentioned in relation to public power, and also whatever taxation 
there is to take over or to duplic ate existing power fac ilities. 

I think I brought out some of these on the floor of the House, ina 
document, about taking over some of the private investor-owned com- 
panies. In any event, you call this tax erosion. 

Mr. Ely, would you like to just comment on those several points, 
what Mr. Gilpin calls erosion of the tax base? Would you call it 
that? 

Mr. Exy. No, sir. It has never been a portion of the Federal tax 
base. I-would say an extension of the Federal tax to reach revenues 0 
the States would be an encroachment on the power of the States. 
With reference to the statistics, in Mr. Gilpin’s paper, he made the 
point that the ratio of power available from these Federal plants 
to non-Federal users, that is, to private companies, has diminished 
over the years. 

The fact is that in 1948, the earlier of the two dates he states, the 
State, municipal and rural co-ops, that is, the preference agencies, took 
34.3 percent of all the Federal power produced, and in the last year 
for which statistics are available, 1957, they took only 34.9 percent. 
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It is a fact that the share of Federal power taken by privately 
owned companies did diminish, In 1946 it was 56.4 percent. In 
1957 it had diminished to 31.6 percent. But the decrease is due to the 
fact that the Federal Government, itself, for the atomic energy instal- 
lations and elsewhere, was taking a higher percentage of the power 
produced. 

There has been no diminution of the availability of power from 
Federal sources for the privately owned power industry in consequence 
of any encroachments upon their share by locally owned power systems. 

With respect to the statistics you mentioned, it was stated that 13 
percent of the rates paid by the customer at the privately owned utility 
goto pay Federal income tax. It is statistically correct that the con- 
sumer pays about 13 percent, but it is not statistically correct that the 
power company pays that 13 percent over to the United States in Fed- 
eral taxes. It pays a little over 10 percent. It has retained some- 
thing over 2.5 percent, closer to 3 percent in recent years, for its own 
use. 

That, primarily, is a consequence of rapid tax amortization cer- 
tificates accorded to the private power industry under section 168 of the 
code and in consequence of the relaxation of the depreciation provi- 
sion contained in section 167. 

While section 168 was repealed in 1957, its effect was to permit the 
privately owned power utilities to take advantage of the fast tax write- 
offs in such a way as to accumulate a Federal subsidy, and I use that 
word advisedly, of billions of dollars, and to pass that on to their 
stockholders, not to their ratepayers, and frequently in the form of 
tax-free dividends. 

In fact, publications are available to show the extents to which cer- 
tain named companies have taken advantage of that situation so as to 
pass on as much as 75 to 89 percent of their dividends in tax-free 
form in consequence of these overcollections from their consumers. 

If there is a subsidy involved in the present tax Jaws which requires 
scrutiny and revision, it is not the asserted subsidy to public power. 
It is the accomplis hed subsidy to private power companies in conse- 
quence of the depreciation provisions of the existing tax law. 

While it is true that in 1957 the fast tax writeoff allowed by section 
168 was repealed, the liberalized provisions of section 167 are still 
operating and there is still an accumulation of this advantage to the 
private companies and it is reflected in dividends to stockholders not 
in reductions to taxpayers. Consequently, the private companies 
are upon rather unsafe ground when they raise the } issue of subsidy as 
of this date. It is an old and tired horse. The advantage of the 
tax laws is at the moment operating in favor of the private segments 
of the power industry. They collect 13 cents from the rate payer to 
pay Federal taxes, but pay out only 10. 

I do not come here to say that in criticism. I come here to say that 
that disqualifies the private power companies from attacking, wpon 
policy grounds, what we regard as a constitutional immunity in favor 
ef public power. 

Mr. Areer. It looks like either way we can call it tax erosion. 

Mr. Exy. If there is an erosion, the sand is w: ashing out from under 
the private power companies’ subsidy argument against public power 
in comparison with their own Federal subsidies. 
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Mr. Arcrr. Would you like to comment ? Mr. 4 
Mr. Gitrry. Yes. If Mr. Ely’s characterization of the result of do, quit 
— amoritization and liberalized depreciation has the effect of 9 & 20 year 
subsidy, then I submit that all industry has been granted a subsidy, & to all 
I have not talked about subsidies here this afternoon that I veal to all 1 
I have urged that the sale of electric power be taxed; that is, the in- § and bot 
come therefrom. making 
The temporary reduction of tax as a result of the rapid amortiza. Mr. | 
tion lasts for but 5 years. Then there takes place an increase in tax § availab 
which must be taken into account for over the next 25 or 30 years, Mr. : 
depending upon the rate of depreciation involved. If that is a sub- Mr. | 
sidy, then I submit I do not know what kind of astronomical figure Mr. 
we would have if we figured the same sort of thing in respect of the § us, ples 
presently untaxed, tax-free, business operations of the States, muni- Mr. - 
cipalities, and even the Federal Government. Mr. 
Mr. Ery. I think the statistics speak for themselves. They have § year | 
been developed before committees of Congress by the Federal Power § amoun 
Commission, and the Secretary of the Treasury. proxin 
Mr. Arcer. I am not trying to influence the matter either way, but Mr. 
I think it is a very interesting subject. To see two such fine men at J you sei 
loggerheads and not having gotten further than we have today, I Mr. 
think it woul deertainly be worthy of study. Mr. 
Let me ask a couple of other questions. If it is possible on the same Mr. 
subject, to have such different papers, I have not seen any, any more Mr. 
contrary during these hearings than the other three together, Mr. The 
Harris, Mr. Sugarman, and Mr. Dunham. point. 
This is what I think is a healthy thing to talk about, this one point, Mr. 
when the American people are supposed to do the right thing. When The 
you talk about this matter of a rate of growth and of nonprofit, Mr. expla 
Dunham gave us some figures a moment ago, and I did some mathe- Mr. 
matics. He mentioned $123 million out of $7 billion going to non- to the 
profits. Is that the ultimate that is worrying you ? The 
Tell me, percentagewise, has nonprofit grown to where you are (M 
really fearful, Mr. Harris? -. 
Mr. Harris. Sir, nonprofits have not only grown to a point where to be 3 
they are a serious problem, but they have all the earmarks of con- § attach 
tinuing this rapid expansion at the expense of the taxpayer. With- “To 
out taxation they can purchase equipment and then use the argument = 
that they have equipment that the privately owned taxpaying or- Unites 
ganization cannot supply. ; volum 
They have the advantage in that they do not have to depreciate “Th 
the equipment over any particular period of time. It is immediately py 
depreciable. This is not true in the taxpaying organization. perces 
Mr. Aucer. Just a minute. You said rapid expansion. I want to § porte 
keep up with you. What do you mean by “rapid expansion”? What in 195 
has been the percentage growth of nonprofits compared to all research’ on 
Mr. Harrts. I have these figures in the compendium. sm 
Mr. Acer. I do not recall them, but I thought you would. What HN 
is the percentage of growth of nonprofit to all research ? their 
Mr. Harris. This I do not have a figure on in comparison to all re- jen 
search. But I would say that the nonprofits themselves have grown § (i: 
by tenfold in the last 15 years. “Tt 
supp! 


plete. 
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Mr. Auvcer. That is not the point. Here is what I am trying to 
do, quickly, to get to the heart of the matter by a pure figure. If, 
0 years ago, there was a certain percentage of nonprofit compared 
to all research, what is that percentage today of nonprofit compared 
to all research, so we can see here whether it is growing by leaps 
and bounds and is jeopardizing, as you claim in your paper, the profit- 
making research that we do not want to jeopardize. ee 

Mr. Harris. This is a figure I do not have. I can obtain it. It is 
available, but I do not have this type of figure available. 

Mr. Aucer. Do either of you gentlemen have it? 

Mr. Dunnam. I have it for 1958 and 1959. 

Mr. Avcer. I am sure we would want that, if you will give it to 
us, please. 

Mr. Dunham, do you have it? 

Mr. Dunnam. For the fiscal years 1958 and 1959. For the fiscal 
year 1958, the total Federal expenditure was $5,542,000 and the 
amount going to nonprofit research was $95 million. That is ap- 
proximately 1.8 percent of the total. 

Mr. Avcer. Would you have the figures of a few years ago? Surely 
you see what I am getting at. 

Mr. Dunnam. Yes. 

Mr. Arcrr. Can we get those figures ? 

Mr. Dunnam. Yes. 

Mr. Auger. Mr. Chairman, can we have those for the record ? 

The CHamrman. Without objection, they will be included at this 
point. 

Mr. Harris. May this be submitted as a supplemental statement? 

The Cuatrrman. He is asking for certain figures. If there is any 
explanation of the figures, that should be included. 

Mr. Harris. These will be submitted to the office as supplemental 
tothe statement ? 

The CuarrmMan. That is right. 

(Mr. Harris submitted the following data for the record :) 


Mr. Bruce Alger had requested additional data and the following is submitted 
to be placed in the transcript at a point about the bottom of page 2617 of the 
attached transcript copy: 

“To the best of my knowledge and as result of limited studies which have been 
possible in this short time, I doubt that any completely reliable figures are 
available to show the relative increase in dollar volume of all research in the 
United States in the past 10 years as compared to relative increases in dollar 
volume of business reported by the so-called nonprofit research institutes. 

“The National Science Foundation has reported that all research and develop- 
ment expenditures in United States totaled approximately $5 million in 1953 
and in excess of $10 million in 1958, or an increase of slightly more than 200 
percent, based on 1953 volume. In contrast, Stanford Research Institute re- 
ported a sales volume of approximately $6,500,000 in 1953 and over $18 million 
in 1958, or an increase of about 300 percent. 

“Another survey has estimated that institutes and related organizations con- 
ducted about $100 million of research and testing business in 1953 and this was 
increased to $250 million by 1959, or an increase of 250 percent. 

“‘Nonprofit’ research institutes had their most spectacular expansion during 
their first few years. For example, in 1953 Armour Research Foundation had a 
business volume of over $10 million in 1953 which represented a 25-percent in- 
crease over 1952 and was 250 times the volume in 1936. Midwest Research In- 
Stitute had total sales of $600,000 in 1950 and $2 million in 1954. 

“It is believed that additional data of this type can be developed and could be 


supplied to the committee at a later time if this summary is not sufficiently com- 
plete.” 
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(Mr. Dunham submitted the following data:) 


In response to Mr. Alger’s request I agreed to submit a statement showing 
total expenditures for research and development in the United States for severa| 
years, the portion thereof representing revenue of nonprofit scientific research 
organizations, and the ratio of research and development performed by such 
nonprofit research institutes to total research and development expenditures jn 
the United States by years for the period. 

Accurate information is not available relating to the volume of research and 
development done by all nonprofit scientific research institutes by years for the 
period from 1951 to 1959. Data are available relating to the volume of research 
performed by nine leading nonprofit research institutes for the period from 1951 
to and including 1959. These nine representative research institutes includ 
the following: 






Armour Research 
Battelle Memorial Institute 
Cornell Aeronautical Laboratories 
Franklin Research Institute 
Mellon Institute 


Foundation Midwest Research 
Southern Research 
Southwest Research 
Stanford Research 





Institute 

Institute 
Institute 

Institute 
















The enclosed summary reflects the following information by years for each 
of the years 1951 to 1959, both inclusive: 
1. Revenue from 


research and development of the nine nonprofit research 
institutes ; 






2. Total expenditures for research and development in the United States, and 
3. The ratio of research and development performed by the nine nonprofit 
search institutes to the total research and development in the United States 
The volume of work performed by the nine leading nonprofit research insti- 
tutes discloses that growth of these institutes has not kept pace with the increase 
in research and development expenditures in the United States. The growth 
and expansion of these institutes during the period 1951 to 1959, both inclusive, 
has been necessary to meet the increased demand for scientific research services. 

The enclosed charts to the record, Chart 1 reflects billions of 
dollars of research and development in the United States by years for each of 
the years 1951 to 1959, inclusive. Chart 2 reflects the millions of dollars of 
research and development by years for each of the years 1951 to 1959, both 
inclusive. Chart 3 reflects the percent of total research and development in the 
United States performed by the nine nonprofit research institutes for each of 
the years 1951 to 1959, both inclusive. 

The trend line in chart 3 graphically discloses that the rate of growth of the 
nine nonprofit research institutes has not kept pace with the growth of expendi- 
tures for research and development in the United States during the years 1954 
to 1959, both inclusive. 

It will be a pleasure to amplify this presentation if any additional information 
is desired. 

Research institutes included in the following tables: 





r 







ar wmntial 
are essentiai 

























Armour Research Foundation 
Battelle Memorial Institute 
Cornell Aeronautical Labor 
Franklin Research Institute 
Mellon Institute 


Midwest Research 
Southern Research 
Southwest Research 
Stanford Research 


Institute 

Institute 
Institute 

Institute 


tories 












Expenditures for research and development 


[Millions of dollars] 








| 1959 | 1958 | 1957 | 1956 | 1955 | 1954 1953 1952 | 1951 
| | | ‘ 
| | fs Senet f 
9 research institutes, tal | | ae 
revenue from R. & D.- 93. 04 85.9 82. 4 75.7 64.9] 58.7 55. 36 44. 23 | 39. 84 
Total expenditures for | 5 oa 
R. & D. in Unit tes {112,000 | 10,230 | 8,200 | 6,500] 5,400} 4,140] 4,000] 3,750 3, 360 
Ratio 0.0077 | 0.0084 | 0.010 | 0.0117 | 0.012 | 0.014] 0.018 | 0.012 | 0 olls 
| | | 





1 Estimated. 


Note.—Total revenue from R. & D. for research institutes is for years ending in the late summer or fal! 

Total expenditures for R. & D. in United States obtained from Department of Defense publication, “The 
Growth of Scientific Research and Development, 1953’; and Department of Commerce, “Statistical 
Abstract of the United States, 1959’ (unpublished data from the Department of Defense). 
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Mr. Acer. Let me hurry, please. re 
Mr. Harris, you mentioned a number of times ressearch and testing distinc 
Are not those two vastly different things? Later we separated then, Dr. | 
and in your last two pages, of your paper, you spoke of research, the Na 
Why did you put researe h and test ing together? Is there a reason! to basi 
Mr. Harris. Yes; there is a reason, I am glad you brought it up. lusior 
There are those who will ar gue it is difficult in certain limited areas “urAacy 
to know which is which. The so-called nonprofit research institutes cared 
and universities claim to be doing research, but many of them ar If a 
doing testing work and actively soliciting this work. They are dif. allocat 
ferent. resear 
Mr. Acer. Do you mean the research groups are soliciting test term 
work ? Sete 
Mr. Harris. Yes. aa 
Mr. Acer. And they are taking a tax exemption ? “Mr 
Mr. Harris. The tax-exempt organizations do solicit testing work, send, 
some of them. haake 
Mr. Acer. Are they getting it? tion} 
Mr. Harris. Yes; they bid on Government bids. Mr 
Mr. SuGgarMAn, Mr. Alger, I feel I would have to differ on that foxev 
point. I do not think there is evidence that there is any substantial term 
amount of routine testing being done by the nonprofit research jn- He 
stitutes, at least the t type that I am talking about and I think Mr. has | 
Harris is talking about. There may be situations in which some test- 9 
ing work has been done. For the most part, I am satisfied the type for 1 





of test work that has been done has been involved with processes 
which are part of the overall research project. 





















The type of testing work that Mr. Harris’ company does is not the im 
type of testing work that these organizations regularly do. I think f 
we could satisfy you on the point that in fact, “these organizations § ing] 
refer requests received by them to do testing work to companies M 
that are members of Mr. Harris’ organization. sour 

To some extent, this may be a matter of definition, but I think that J yiq 
the record can be substantiated that such routine testing is not part By 
of their function. I would add that to the extent any of it may be Breer 
done, the present law would be adequate to tax that type of activity. ( 

I do not think it requires any change of the law in that area. 

Mr. Harris. I can supply documentation to show that a large nun- 
ber of the nonprofit tax-exempt research institutes are doing pure, B Hon 
routine, testing of a variety which is done by all of the so-c: alled com- Hon 
mercial laboratories. I can show copies of Government bids where — Wa 
they have bid in competition with such laboratories on the most D 
simple, routine types of testing. This is a matter which is well = 
documented. I am willing and glad to supply these, if it will be help- B gio 
ful to the committee. com 

Mr. Avcer. Mr. Chairman, I certainly won’t pursue this further. J Po 
I have reason to believe that our staff will probably examine the fF ™* 
statements of these gentlemen, and at the time the chairman calls a 
further attention to this subject, we will have benefited by their state- tut 
7 and the difference in viewpoints. 

I do not presume myself, today, gentlemen, in respect to all of you, - 
to assume that we have done justice to your statements and where - 
they differ. There are many differences to your statements that we fr 








have not explored to my satisfaction, at least. 
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Mr. DunHam. May I take issue with Mr. Harris on one point? 
He stated that no one except those who had an ax to grind made a 
distinction between basic and applied research. 

Dr. Charles B. Kidd, Chief of the Research Planning Division of 
the National Institutes of Health, made a detailed survey relating 
to basic research and applied research, and he arrived at the con- 
clusion that basic research could not be defined with sufficient ac- 
curacy to enable him to determine expenditures made for basic re- 
arch and for applied research. 

If an official of the Government who is charged with making an 
allocation or compiling statistics relating to expenditures for basic 
research and expenditures for applied research cannot apply the 
term, I think that that is conclusive proof of the fact that i is a 
sincere use of the term on our part and that it is not being made be- 
cause of the fact that we have an ax to grind. 

Mr. Harris, May I also comment that there are several) Govern- 
ment agencies which have clearly set forth a definition for both 
basic and applied research, including the National Science Founda- 
tion in some of its publications? F 

Mr. Sucarman. Mr. Alger, on that point I suspect we could go on 
forever with differences of opinion in terms of who can define the 
term, and the many different possible definitions. 

However, I would like to point out that the Treasury Department 
has gone into this subject, I believe, quite thoroughly. As far as 
Ican tell, it has finally decided that it would be highly inappropriate 
for revenue agents to be armed with the authority to decide what is 
basic research and what is applied research. 

Mr. Auger, Thank you, Mr. Chairman. 

The Cuamrman. Certainly, I want to thank you gentlemen again 
for a most enlightening discussion today. We appreciate your be- 
ing here, 

Mr. Aucer, Mr. Chairman, Mr. Curtis, the gentleman from Mis- 
souri, and I, wish to submit for the record a statement. concerning 
Midwest Research Institute. 

The Cramman. Without objection, it will be included in the 
record. 

(The document referred to follows :) 

MIpWEST RESEARCH INSTITUTE, 
Kansas City, Mo., November 27, 1959. 
Hon. THomas B. Curtis 
House of Representatives 
Washington, D.C. 

Dear CONGRESSMAN CuRTIS: In the course of the hearings which the Ways 
and Means Committee is conducting upon the subject of broadening the tax 
base, there will be presented to the committee on December 15 a panel discus 
sion on the subject of tax-exempt organigations. The papers on this subject, 
commencing at page 2067, volume 3, of the compendium, show that a substantial 
portion of the discussion will center upon the exempt status of scientific organi- 
zations, such as Midwest Research Institute, and they reveal a misconception. 
perhaps in some cases even misstatements, of the origin and purposes, and the 
accomplishments in the public interest, of the nonprofit scientific research insti- 
tutions. 

I refer in particular to the arguments of Lewis E. Harris that the nonprofit 
research institutes have departed from their original purposes, that they do not 
operate for the public good, and that they create a serious competitive problem ; 
and to the suggestion of Harry K. Mansfield of “denying exemption to income 
from research unless the results are produced in written form and made avail- 
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able upon some satisfactory basis to the public generally,” which, he believes 
“would dampen the desire of some business corporations to employ education 
or scientific organizations as supplementary laboratories or to furnish researe 
funds to them.” 

As an executive officer of Midwest Research Institute, I feel keenly the m 
sponsibility to safeguard an institution which the people of Missouri regard gs 
one of the leading resources of this State and of the Midwest region, as is ey. 
emplified by the remarks of President Elmer Ellis, of the University of Missouri, 
in a letter which he recently wrote to Under Secretary of Treasury, Fred 6. 
Scribner, a copy of which is enclosed. I am therefore taking the liberty of set. 
ting forth at some length data in refutation of these inaccurate and ill-advisaj 
statements. 

At the beginning of this century, Dr. Robert Kennedy Duncan, then a profes. 
sor at the University of Kansas, saw that the problems which could be solved 
by the layman in science had practically disappeared and that the continued 
flow of the material blessings of civilization in this country depended not only 
upon the increase in scientific knowledge, but also upon the increase of useful 
knowledge put to use by industry. (See Duncan: “Temporary Industrial Fé. 
lowships,” North American Review, vol. 185 (1907)). Accordingly, he instituted 
at the University of Kansas a system of industrially sponsored scholarships by 
which industrial concerns financed scientific research by graduate students at 
the university. 

The evolution of this principle of promoting research led directly to the for- 
mation in 1913 of the Mellon Institute, of which Dr. Duncan became the first 
director. It thus was the first organiaztion wholly dedicated to the task of 
teaching American industry the necessity of more active support of research as 
a means to keep the wheels of progress turning. The reasons for its creation 
were stated by Andrew Mellon as follows: 

“As a result of my reading and observation, it seemed to me that improvement 
in the standard of living of the human race could come about in the future only 
by reason of new discoveries and inventions, just as, in the past, the steam 
engine and other inventions had been responsible for many improvements in the 
standard of living enjoyed by the average man today. It was these things, and 
not governmental or political action, that had increased production, lowered 
costs, raised wages, elevated the standard of living, and so had brought about 
a greater participation of the human race in these benefits. 

“It seemed to me that an institution based on Dr. Duncan’s ideas could help 
in this advance movement; and as my brother (Richard B. Mellon) was keenly 
interested in the project, we lost no time in persuading Dr. Duncan to come to 
Pittsburgh and organize for us here at our university this institute of research.” 

Mellon Institute was followed by Battelle Memorial Institute which was es 
tablished in 1925 under a bequest in the will of Gordon Battelle for the purpose 
of promoting the well-being of the people of the United States through the es- 
tablishment of a research center available to any person for research in all sci- 
ences, arts, and technology. 

Likewise in 1925 Franklin Institute turned its primary attention to research 
sponsored by industry and Government as the best means to continue Franklin’s 
work in the discovery of physical and natural laws and for their application to 
the well-being and comfort of mankind. 

Then followed the organization of Armour Research Institute in 1936 through 
the philanthropy of the Armour family. In 1941 Southern Research Institute 
was created to fill the need for a technological research facility in the Southern 
States to aid in the industrial development of that area and to arrest the deca- 
dence resulting from the declining markets for the agricultural products of the 
South. 

Next to be formed was Midwest Research Institute in 1944, to be followed in 
1946 by Stanford Research Institute and in 1947 by Southwest Research Insti- 
tute, each of which, like Southern Research Institute, was the result of the de 
sire of the people of an area to eliminate a scientific vacuum and to improve 
their lot by means of the benefits which can be produced by scientific research 
and the progressive atmosphere of a science-minded area. 

The exigencies of World War II brought a temporarl influx of industry into 
the Midwest beyond anything ever dreamed of in an area devoted predominantly 
to agriculture. A group of farsighted civic leaders in the region clearly saw the 
benefits of this industrialization, and realized that to retain and extend the in- 
dustrial development of the Midwest into postwar years would require the cre 
ation of facilities for scientific research readily accessible within the area. 
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Accordingly, in 1944 Midwest Research Institute was organized under a char- 
ter which stated its purposes to be: 

(a) to promote pure and applied science; 

(b) to improve and assist industry, agriculture and livestock production 
by the application of science ; 

(c) to conduct scientific investigations and industrial research for in- 
dustry and agriculture; 

(d) to foster the exchange of technical experience and research results 
among producers, manufacturers, agriculturalists, and all others who may 
be benefited by the application of pure science ; 

(e) to assist manufacturers, farmers, and all others in the development of 
more efficient and scientific methods of production ; 

(f) by the application of science and research to advance the use of 
natural resources ; 

(g) to grant scholarships and studentships and otherwise aid in the ad- 
yancement of scientific education ; 

(h) to carry out and perform experiments, economic and scientific re- 
search, and do any and all other things which may be necessary or ad- 
visable in carrying out the general purposes hereinbefore mentioned, in- 
cluding the acquisition and dissemination of knowledge in relation thereto; 

(i) to assist the universities and educational institutions in the States 
of Arkansas, Iowa, Kansas, Missouri, Nebraska, Oklahoma, and in other 
States, in the coordination and development of experimental scientific and 
industrial research ; and 

(j) in connection with universities and educational institutions as well 
as independently thereof to foster and encourage education and learning in 
science, agriculture and mechanic arts, and to promote the liberal and prac- 
tical education of the industrial classes in the several pursuits and pro- 
fessions of life. 

In anticipation of the solicitation of public support of the institute there was 
requested from the Internal Revenue Service an advance ruling that the institute 
would be exempt from Federal income tax and that contributions to it would be 
deductible. In connection with that application there was submitted to the 
Service a brochure which had been prepared as a prospectus for use in the 
solicitation of funds. That brochure contained the following explanations of 
the proposed activity of the institute: 

“The experience of similar institutes and the inquiries that have already been 
received from business enterprises interested in this section of the country in- 
dicate that the institute will have numerous opportunities to lend its services 
to industrially and agriculturally sponsored projects. Again the experience of 
other similar organizations demonstrates that the public interest is often served 
best by an institute’s collaborating in such sponsored projects. It is therefore 
contemplated that the institute will, in collaboration with sponsors, undertake 
such scientifie studies and research as the board of governors shall believe to 
be in the ultimate interest of the public as a whole and charge the cost of the 
work involved to the sponsor. To obtain finances from this source, it will of 
course be necessary that the immediate benefit of any sponsored projects inure 
to the sponsor in the form of secret formulas, patents, et cetera, if such are 
available. However, in all instances the goal of the institute will be the ad- 
vancement of the common welfare of the Midwest.” 

The ruling was granted, and as a consequence over 600 people in the six-State 
community have contributed over $2 million to provide what they regard as one 
of the principal assets and one of the outstanding public institutions of the 
Middle West. In 1946, on the occasion of the second annual meeting of the 
institute trustees, the Governors of the States of Arkansas, Iowa, Kansas, 
Missouri, Nebraska, and Oklahoma jointly issued the following proclamation: 

“All over the Midwest, towns and cities have been awakened and encouraged 
through the recent development of industry, and with it, have come greater in- 
comes and a higher standard of living. This new-found prosperity is now being 
threatened. 

“It is essential to the well-being of the Midwestern States that this new in- 
dustrial growth be maintained by making use of the abundant natural resources 
found right here in our own home States. The Midwest Research Institute, a 
honprofit organization, has established as its aim the development and en- 
couragement of industry in fhis general area through research in agriculture, 
hinerals, and industrial processes. 
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“We, the Governors of these six Midwestern States comprising the gy. 
graphical center of our Nation, sincerely support such a program. We look ty 
































scientific research as a means toward full employment, continuing prosperity Hof the 
and a higher standard of living for all with a resulting increased population,” [RimperceP! 
In 1953 the Kansas City Star stated editorially of the institute: impair th 
“There is no comparable collection of diversified scientific talent nearer tha This 
Chicago or the two coasts. Past the growing pains and trial-by-error stage & le reduct 
Midwest has become one of the eight major centers of its kind in the Nation, previous 








a tragic 


“Production means prosperity. A new process worked out by the pool of ot t 
mig ye 


scientists may start a plant in Texas, or add payrolls to Kansas City. The re 



































turns have been incalculable. It once was computed that a private industry, to & a susse> 
set up a similar research laboratory of its own, would be required to do ay § md o tl 
annual business of $60 to $70 million, and it still would have to invest in a half. You h 
million dollars of equipment. Midwest is available to all, large and small. from th 

“There is a close tieup between research and education. One of the corollary J sub dis 
results of Midwest's growth has been its contribution toward Kansas City’s § rout ™ 
development as a center of science. Add to this the Linda Hall Scientific by the § 
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Library, the establishment of four major engineering firms here, and the be 
ginning of postgraduate courses in engineering offered by the University of 
Kansas at the K. U. Medical Center, and the future of this city as the area's 
capital of science looks bright.” 

This historical review shows that the genesis of the nonprofit research in- 
stitutes is traced to the apathy of American industry in scientific research and 
that for over 45 years nonprofit research institutes have been operated for the 
purpose of furthering the enormous public benefits which flow from scientific 
research and development, including “more jobs, higher wages, shorter hours, 























































































































more abundant crops, more leisure for recreation, for study, and learning how 48 thé 
to live without the deadening drudgery which has been the burden of the com- of coul 
mon man for ages past” (Dr. Vannevar Bush: “Science, the Endless Frontier”) out va 
It is equally clear that these organizations were created not merely for the pur- the oe 
pose of doing so-called basic research (if that term is used in the sense of non @ * todé 
purposive scientific research) but rather to stimulate interest in scientific re urge 
search and to provide the otherwise lacking facilities and scientific staffs to § t P™ 
implement the increased awareness of the necessity for technological advance. the su 

This review also demonstrates that Mr. Harris’ statements that the scientific plicath 
institutes have departed from their original purposes and that they do not op means 
erate in the public good are contrary to the fact. somn 

His charges of unfair competition are equally unfounded. At the time Mel- The 
lon Institute was formed there were virtually no commercial laboratories in by th 
existence. A few of the large corporations:were then creating their own re wate 
search facilities, but scientific research was in its infancy. That was in fact, dustr 
the reason that an endowed institution was necessary. Private commercial or- Ir 
ganizations were similarly lacking when Battelle, Franklin, and Armour came a 
into being. World War II gave a tremendous impetus to research, and with a ) 
it came an insurgence of commercial research laboratories. But of these, the bell 
great majority are testing laboratories, and the few commercial organizations 1 
Which seek to do scientific research are largely concentrated on the coasts. 

In our nrea the realization by industry of its responsibility to seek new 
scientific knowledge has barely awakened. Progress has been made, but much 
remains to be done to stimulate scientific research, accelerate our industrializa- 
tion, attract science-based industry, and find new uses for the natural re Hon. 
sources of the area. If the program of this institute.were to depend on com- Und 
mercial laboratories, this area would rapidly revert to its pre-World War II D: 
status. The next decade should see marked improvement in the area’s scientific of tl 
consciousness, but, as some of the panelists have forcefully brought out, it cer- the 
tainly is not within the spirit of the public policy which encourages the crea- sibl: 
tion of charitable and scientific organizations by means of public contributions T 
or private philanthropy to permit them to retain their tax-exempt status only 





until others can see possibilities of profit in pursuing similar activities. 


























At a recently held “Symposium on Basic Research” sponsored by the Na- ren 
tional Academy of Sciences, the American Association for the Advancement ent 
of Science, and the Alfred P. Sloan Foundation, Dr. Alan T. Waterman, Diree- of : 
tor of the National Science Foundation, stated that the nonprofit research in- the 
stitutes “account for the smallest share of national expenditures for research ma 
and development but they are making a major contribution to the advancement 









of knowledge” and at the same meeting, Dr. Paul E. Klopsteg, of the Founda- 
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tion, advised the group that the institutes “have demonstrated their indispen- 
sability to acceleration of progress in science.” The influence of the institutes 
upon this acceleration of progress in science far outweighs the dollar volume 
f the research they perform. Their total destruction would have a “arly 
imperceptible effect upon the commercial laboratories but it would ceseamaie 
impair the progress of science. 

This brings us to Mr. Mansfield’s suggestion that all exempt research should 
ye reduced to written form and made available to the public generally. Ata 
previous meeting 1 was privileged to have with you I stated that it would be 
4 tragic disservice to scientists to flood the literature with material which 
might be placed there for tax exemption purposes. More fundamentally, such 
a suggestion shows a lack of understanding of the nature of scientific research, 
and of the only way in which it can contribute to the well-being of the public. 

You have undoubtedly heard research described as a continuum, ranging 
fom the discovery of new scientific principles to the specific application of 
sich discoveries. Nearly all of the scientific research conducted by the non- 
profit research institutes involves problems which cannot be solved merely 
by the application of known scientific principles, but requires the exploratio1 
f unknown phenomena, which, when understood, can be applied to specific 
ues. Inevitably, new scientific principles are immediately in the public do- 
main, because they become part of the working tools of the staff of the research 
nstitution. Further, they are disseminated in publications, symposia, and 
through consultation with and work for any other person to whose problems 
sich knowledge would be pertinent. But it is erroneous to extend to research 
with a purposive objective the concept that such research is in the public in- 
terest only if all the results are in the public domain. Such a view would 
rest upon the false premise that the public welfare is best served by discourag- 
ing the commercial exploitation of new scientific principles. The converse is, 
of course, true. To discover new truths is of vital importance, but it is with 
ot value to the public unless there are trained minds to interpret and apply 
the new knowledge. As we have seen, through the years it has been, and 
s today, one of the principal functions of the nonprofit research institutes to 
urge and facilitate more widespread industrial acceptance of the responsibility 
to put the advances in science to practical use, but no sponsor is likely to risk 
the substantial sums required to finance the research necessary for such ap 
plication, or to provide the plant and equipment that are the most effective 
means of making the results of the research available to the public, unless it 
is assured of the rights of those results exclusively. 

The cost of science cannot be met by philanthropy. It must be borne either 
by the Government or by industry, and it is generally conceded that the later 
method is preferable. Accordingly, rather than to “dampen the desire” of in- 
dustry to furnish research funds, every effort should be made to stimulate it 

I respectfully submit that you will perform a great service to the advance- 
ment of science in this country, and in particular to the continued economie 
and social improvement of the Midwest, if you will judge the credibility of 
the panelists’ statements in the light of the fa¢ts which I have presented 
herein. 

Sincerely yours, 
CHARLES N. KIMBALL. 


UNIVERSITY OF MISSOURI, 
Columbia, May 19, 195: 
Hon. Frep G. ScrIBNER, 
Under Secretary of the Treasury, Washington, D.C. 

Dear Mr. Scrrpner: As a trustee of Midwest Research Institute and president 
of the University of Missouri, I am writing to tell you how disturbed I am at 
the inferences I draw from the suggested Treasury regulations which could pos- 
sibly remove Midwest Research Institute from its tax-exempt status. 

This part of the country, the economy of which has been based historically 
on agriculture, is just starting to make appreciable changes in its attitudes with 
respect to the economic effects of research and development. The institute has 
been a major motivating force behind these changes in attitudes throughout the 
entire region. It serves as a focal point of research and development for hundreds 
of area companies, many of which would not be doing research in the absence of 
the institute. Additionally, it conducts many public benefit projects, as well as 
Many conferences on research and its economic and social implications. 
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There is no question in the minds of the principal citizens of this State that 
Midwest Research Institute constitutes one of the leading resources we POSSE, 
Its influence on scientific education in this part of the country has been of gy, 
preciable benefit to the many schools located here. Its many programs » 
upgrade our future economy have been directed toward the public interest, ], 
motivations and purposes have the fullest approval of the citizens and organizy. 
tions throughout the midcontinent area. 

The implication that Midwest Research Institute is not one of our truly publ 
institutions would have very serious consequences. The scores of influentig) 
citizens whose support is so essential to this movement would no longer retaiy 
their interest. The close cooperation which exists between the institute and the 
universities would no longer be practiced. We would again return to the pr 
war days, when this area had no such organization with the capability of scientify 
interpretation, nor the willingness to carry on a broad educational program mr 
lated to the industrial benefits of science. 

I express the hope of the university and of myself that you will reconside 
the proposed regulations. 

Sincerely yours, 


















ELMER ELLts, President. 
(The following letter was received by the committee :) 










PEAT, MARWICK, MITCHELL & Co., 
CERTIFIED PuBLIC ACCOUNTANTS, 


Chicago, Ill., January 8, 1960. 
Hon. Wirsvur D. MILs, 


Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


Dear Mr. Mrris: At the conclusion of the panel discussions on December 15, 
1959, pertaining to taxation of insurance companies, in which I had the privi- 
lege of participating you were kind enough to give me permission to submit: 
supplemental statement giving my views on H.R. 7671 and H.R. 7672 on which! 
did not have an opportunity to comment. In the following I submit my views 
on these bills, and I will greatly appreciate it if this letter is incorporated in 


the proceedings as a part of the record and as a supplement to my statement 
previously submitted. 














H.R. 





7671 AND H.R. 7672 





H.R. 7671 and H.R. 7672 are bills entitled “To equalize the taxation of insur- 
ance companies (other than life insurance companies) and to provide revenue.” 
The effect of these bills is to subject mutual insurance companies and reciprocal 
exchanges to taxation under the same sections of the Revenue Code under which 
stock insurance companies are now taxed and eliminate all distinction currently 
made between stock, mutual, and reciprocal fire and casualty insurance 
companies. 

The reasoning which led to the introduction of these bills is that insurance 
companies, regardless of their form of organization, earn income from under- 
writing and investments which should be made subject to taxation on the same 
basis. It is the contention of those who support this proposed legislation that 
it is unfair not to tax the underwriting income of mutual insurance companies, 
including reciprocal or interinsurance exchanges. It has been stated that all 
insurance companies are competing against each other and that because of this 
discrimination in favor of mutual insurance companies in the matter of taxa- 
tion, mutual companies gain some advantage in competing for insurance busi- 
ness. Therefore, the special treatment of mutual insurance companies should be 
eliminated and all insurance companies should be taxed alike. 

















DISTINCTION BETWEEN 





STOCK, MUTUAL, AND RECIPROCAL INSURANCE COMPANIES 


Statements of the panelists and the discussions during the meeting with the 
members of the House Ways and Means Committee on December 15, 1959, have 
brought out clearly the distinction between stock, mutual, and reciprocal insur- 
ance organizations by pointing out the following salient features of each type: 

(1) Stock insurance companies are corporations organized for profit in 
the same manner as other business corporations. They have access to the 
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capital market for the accumulation of required surplus funds and they 
retain for the benefit of their shareholders any and all profits earned. 

(2) Mutual insurance companies and reciprocal exchanges are not organ- 
ized for profit but for the purpose of furnishing insurance at cost, or as 
near cost as is possible of determination, to their members or subscribers on 
a cooperative basis. They have no access to the capital market and, there- 
fore, have to accumulate the necessary surplus and reserve funds out of the 
premium deposits made by their members or subscribers. ‘They refund to 
their members or subscribers the unused portion of the premiums and their 
surplus accumulations out of premiums are retained only as long as neces- 
sary for the protection of the members or subscribers. 

It was also brought out, without, however, appropriate emphasis, that there is 
a similarity between mutual insurance companies and reciprocal exchanges and 
mutual savings institutions. These latter depend upon the deposits of their 
members who act as cooperators with each other for the mutual benefit of all 
members just as mutual insurance companies depend upon premiums which 
form the insurance indemnity funds for large groups of policyholders on a 
cooperative basis; or as in reciprocal interinsurance exchanges which consist of 
a group of subscribers who exchange contracts of insurance on the reciprocal 
plan by depositing each year with their attorney in fact a stated sum of money 
in return for the guarantee of indemnity in the event of loss. Neither mutual 
savings institutions nor mutual or reciprocal insurance companies operate for a 
profit. Most of the earnings of mutual savings organizations are distributed to 
their depositors and the balance is added to reserves to protect the depositors 
from future losses. Similarly, in mutual and reciprocal insurance organizations 
the unused portion of the premiums is either refunded to the policyholders or 
added to reserves and surplus for the protection of the policyholders or 
subscribers. 

DISTINCTION RECOGNIZED BY CONGRESS 


Congress had recognized this distinction between proprietary and mutual sav- 
ings institutions in its revenue statutes by permitting mutual savings institu- 
tions to make deductible reserve provisions not available to commercial banks 
doing a similar savings business. In making such distinction, however, Congress 
provided for a limitation on such deductions by restricting them to a maximum 
of 12 percent of deposit liabilities. Congress also recognized the distinction 
between proprietary and mutual life insurance organizations in the new life 
insurance tax law enacted in 1959 by exempting one-half of the underwriting 
income of all life insurance companies but making this half taxable to stock life 
insurance companies when it becomes available to the prioprietary interests 
(stockholders). H.R. 7671 and H.R. 7672 would eliminate this distinction from 
the insurance field only, and then only with respect to fire and casualty insur- 
ance companies, without in any way affecting the distinction made for the same 
reason in the case of similar organizations such as mutual savings institutions 
and mutual life insurance companies. 


EFFECT OF H.R. 7671 AND H.R. 7672 ON MUTUAL INSURANCE BUSINESS 


Insofar as the objective of H.R. 7671 and H.R. 7672 to remove any unfair com- 
petitive advantage from the mutual insurance business as against stock insurance 
companies, these bills will actually operate to effectively throttle or perhaps 
even destroy the mutual insurance business. It is inconceivable that it would 
be the intent of the Congress to accomplish such a purpose. On the contrary, it 
always has been the apparent objective of all State and Federal legislation to 
permit cooperative effort of consumers unable otherwise to obtain goods or serv- 
ices at a reasonable cost in ordinary trade. Consumer cooperative action has 
always served a useful purpose in the economy of the country by stimulating 
rather than hindering competition. The elimination or the throttling of this 
cooperative consumer activity in the insurance field, in the long run would be a 
serious blow to the economy of the country and will no doubt tend to eliminate 
rather than promote competition. 
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ELIMINATION OF LOOPHOLES 


To assure that the tax distinction made between the mutual and stock insur. 
ance companies does not create a tax loophole, existing legislation should be 
amended to include a proper provision to eliminate such possibility. This amend- 
ment should place a limitation on reserve or surplus accumulation out of pre 
miums so as to prevent the unreasonable accumulation of untaxed funds beyond 
the point necessary for the protection of the policyholders of the mutual or recip- 
rocal insurance organizations. To determine the amount of reserve or surplus 
accumulation which would be reasonable, it will be necessary to make a compre- 
hensive study of the published material pertaining to the surplus and other funds 
maintained by insurance companies and to calculate the point at which the rela- 
tionship between the volume of business transacted by the companies and the 
accumulated surpluses provides reasonable security of the policyholders’ indem- 
nity funds. This limitation could then be expressed as a percentage of the pre 
miums in the same manner as it has been expressed in the case of mutual savings 
institutions as a percentage of deposit liabilities. 

Sincerely yours, 


S. ALEXANDER BELL, Partner. 
The CHatrmMan. We will now recess until 10 o’clock tomorrow 
morning. 
(Whereupon, at 5 p.m., the hearing in the above-entitled matter was 
recessed, to be reconvened at 10 a.m., Wednesday, December 16, 1959.) 
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SPECIAL PROBLEMS IN CORPORATE TAXATION— 
TAXATION OF INCOME FROM FOREIGN INVESTMENTS 


WEDNESDAY, DECEMBER 16, 1959 


House or REPRESENTATIVES, 
COMMITTEE ON Ways AND MEANS, 
Washington, D.C. 


The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The Cuairman. The committee will please be in order. 

This morning we look to the taxation of income from foreign in- 
vestment. We are pleased to have as panelists Roy Blough, professor 
of international business at Columbia; Raphael Sherfy, an attorney 
of Washington, D.C.; Ira T. W ender, an attorney of Chicago; Mr. 
Donald Gleason, Corn Products Refining Co.; and Mr. William A. 
Patty, an attorney of New York. 

Gentlemen, we appreciate the papers that you prepared for us, 


which are now part of the compendium. We appreciate your being 
here this morning for the purpose of summarizing briefly the high- 


lights of your papers. 
We will start with Mr. Blough. 


STATEMENT OF ROY BLOUGH, PROFESSOR OF INTERNATIONAL 
BUSINESS, COLUMBIA UNIVERSITY 


Mr. Bioueu. Thank you, Mr. Chairman. It is a pleasure to be 
asked to join in this panel discussion. I have always enjoyed my 
relations with this committee. 

The CuHamman. We recall those associations in the past when you 
were in the Treasury Department, Mr. Blough, and we always wel- 
come you back to the committee. 

Mr. Bioven. Thank you very much. 

I would rather not read the statement which has been distributed. 

The Cuatrman. Let us proceed on that basis, then, with the under- 
standing that your entire statement will be made a part of this record. 

Mr. Biovcu. This subject of taxation of income from foreign 
sources has been talked about a great deal and written about a great 
deal. Most of this speaking and writing has been devoted to de- 
veloping arguments in favor of reducing taxes of U.S. taxpayers, 
on their income from foreign sources. 

There have been two major lines of thought: First, that tax fair- 
ness or equity requires such a tax reduction, and second, that the 
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economic and political interests of the United States call for special 
concessions to reduce taxes below the levels which equity would 
require. 

We should keep these two types of argument carefully separated 
since they are contradictory in philosophy. While both arguments 
may be used to support tax reduction, the goal in one case is equality 
and in the other case, discrimination. 

In the paper which was printed in the compendium I discussed both 
the equity aspect and the tax-concession aspect. There is time here 
only for a few comments on equity. The general rule of tax equity 
underlying the Federal income tax is that taxes should be uniform on 
income from whatever source derived. The many exceptions to this 
rule, apparent or real, reflect the importance of considerations other 
than equity, as well as differences of opinion on what tax equity 
really 1s. 

If we think of equity in taxes not as an attempt to reward people 
for their past behavior, which leads to endless debate, but as a guide 
for future behavior, the best measure of equity, I believe, is neutrality. 

A tax is neutral in its effect, when it does not cause one line of eco- 
nomic activity to be followed more than another—that is, when it does 
not interfere with the operation of the market. 

If we take neutrality as the goal, it seems to me that the rule of 
taxing all income uniformly, from whatever source derived, is prob- 
ably the best rule that we can feasibly apply. Certainly its applica- 
tion has helped us avoid a great many errors and has been a protection 
against the claims of many particular taxpayer groups. 

On the other hand, I don’t think the rule really achieves true 
neutrality. The case of income from foreign sources pretty well 
points up some respects in which it does not give true neutrality. 

One aspect is the question of public services received. 'To be neu- 
tral, taxation ought to have some relation to public services received, 
since paying for public services is the central purpose of taxation. 

In the United States the Federal public services are reasonably 
uniform for taxpayers wherever they are located. The public services 
of the different States are not uniform, so we do have that problem 
within the country to some extent. 

When we take foreign taxes, however—that part of total taxes which 
is paid to foreign governments—the business may not in some cases 
get very much public service. This may be reflected in a low rate of 
foreign taxation. We make no adjustments for differences in public 
services under our foreign tax credit system. This may lead to dis- 
crimination against the income derived in countries where little public 
service is rendered and where the corporation, itself, must do a great 
deal of what government does in the United States and in the other 
more industrially advanced countries. 

The second way in which the standard test of equity is not entirely 
neutral relates to competition. In the United States, since generally 
speaking the Federal tax laws are the same for all businesses, com- 
petitors are subject to at least pretty much the same taxes. Again 
there are differences among competitors because of State taxation. 

With respect to U.S. business operating abroad, they and their 
competitors are subject to all varieties and rates of taxation, some very 
high and some very low. The U.S. tax may have different effects on 
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the decisions of business to go abroad, depending on the taxes paid by 
domestic and foreign competitors. Since our taxes are not adjusted to 
the taxes on competitors there may bea lack of neutrality. 

In the third place, risk is involved. If the tax laws provide for the 
complete offset of losses against income, the risk factor is much less 
important than otherwise. But it may still be important, for a highly 
risky source of income must offer the prospect of enough profit not 
only to provide the usual return on capital but also to make provision 
against the possible loss of the capital. High taxes cut down the abil- 
ity to make that Sy ision and thus may constitute an inducement to 
engage in safe rather than risky investment. 

Some risks that businesses may take do not concern the public in- 
terest, but other risks do. I know of no way to adjust the tax system 
to risk, aside from full loss offsets and av eraging—which are a help 
but not a cure—but I think if we could find a way “to impose somewhat 
lighter taxes on really enterprising risky operations, we would have 
a more neutral tax system than we do at the present time. 

Business risks vary widely both at home and abroad, and political 
risks vary widely among foreign countries. All of these factors apply 
particularly to foreign income ‘because there is much greater variation 
among foreign countries than within the United States with respect 
to public services, variation in taxes on competitors, and the amount 
of risk, particularly political risk. 

But I see no practical method of modifying our present rule of fair- 
ness to take thera into account. 

What I think we can do is to bear in mind when we are considering 
tax concessions to carry out certain U.S. policies and programs, that 
it is in the newer and less-developed countries where the lack of neu- 
trality in our income tax system may be of subst: anti: al importance, 
because those are the countries where the public services are likely to 
be the most inadequate, where the taxes on competitors may well be 
imposed at the lowest rates, and where both business and political 
risks are likely to be the greatest. 

(Mr. Blough’s prepared statement follows :) 


STATEMENT OF Roy BLOUGH, PROFESSOR OF INTERNATIONAL BUSINESS, GRADUATE 
ScHOOL OF BUSINESS, COLUMBIA UNIVERSITY, NEW York, N.Y. 


WHAT IS EQUITY IN THE TAXATION OF INCOME FROM FOREIGN SOURCES? 


Over the past half-dozen years some millions of words have been printed about 
the U.S. taxation of income from foreign sources. Probably nine-tenths or more 
of this material has been designed to demonstrate that the United States should 
in one way or another, and for one reason or another, reduce its taxation of 
such income. There have been two major lines of thought: first, that tax fair- 
ness or equity requires such tax reduction, and second, that the economic and 
political interests of the United States call for special concessions to reduce 
taxes below the levels required for equity. We should keep these two types of 
argument carefully separate, as they are contradictory in philosophy if not in 
result. 

For the purpose of my opening remarks I would like to concentrate on the 
first line of argument, which involves the question of what is equitable in the 
taxation of income from foreign sources. Equity is a highly subjective matter. 
To me the most objective and useful concept of equity is that of neutrality. 
Taxes are imposed equitably when they do not encourage one kind of economic 
activity while discouraging other types. 

I believe it would be agreed that the present underlying standard of our in- 
come tax system, despite the many exceptions, is that taxes on income should 
be uniform regardless of the source of the income. 
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My question, then is: Does the U.S. system of equalizing the total combing 
foreign and domestic taxation applying to income from foreign sources and jp. 
come from domestic sources meet the general test of equity in the sense of 
neutrality? Or do the special circumstances of business abroad place income 
from foreign sources in a special category apart from income from domestic 
sources? 

I suggest that the general answer is that the accepted test of what is nev. 
trality is not a fully satisfactory one, but is better than the alternatives that 
have been proposed. 

The test is not a fully satisfactory one with respect to income from foreign 
sources for the same reason that it is not a fully satisfactory one for domestic 
income, the difference being that the situation is accentuated in the case of 
income from foreign sources. Among other possible difficulties I would like to 
mention three, 

First, this standard of neutrality does not take into account the extent and 
quality of public services received. Within the United States the standards are 
about the same throughout the country although there are some variations 
among the States and even in the distribution of Federal benefits. On the other 
hand, the public services supplied by foreign governments differ very widely 
indeed. 

In the second place, domestic competitors are subject to approximately the 
same kinds and rates of taxation, since all are subject to the Federal income 
tax. There are some variations in the tax burdens of the different States. Such 
variations are accentuated with respect to income from foreign sources, since 
foreign competitors are subject to a wide variety of methods and levels of 
taxation. 

A third factor is that of risk. Income from a risky venture is taxed the same 
as income from a safe venture. Not all risks are of public benefit but if it were 
feasible to vary U.S. income taxes to take into account risks that are of public 
benefit, I believe the equity and neutrality of the system would be improved. 
The variation in risks abroad is perhaps no greater than the variation within 
the country. Risks do vary to an extreme degree, however, from virtually no 
more risk in Canada than in the United States to the other extreme where risks 
from both economic and political factors are very great. 

As I indicated above, I consider these to be defects in our standards for tax- 
ing domestic income. Unfortunately, they do not seem to be capable of being 
corrected for domestic income and I suggest that efforts to correct them with 
respect to income from foreign sources may well result in creating more inequity 
than they achieve. 

In this connection, let me mention briefly seyeral principles of tax equity that 
have been proposed for taxation of income from foreign sources. 

The first of these argues that the United States has no moral justification 
for imposing corporate income taxation on profits which according to our defini- 
tion are derived from sources outside the United States. I suggest that this 
argument completely overlooks the contribution which the United States makes 
to the earning of income from sources which we call sources outside the United 
States. The contribution of the United States shows up in such factors as its 
military strength, its international prestige and economic power, its availability 
to U.S. companies as a profitable home base for operation, and in the education 
and methods which U.S. businessmen have learned here. These contributions do 
not justify imposing as high a tax as is imposed on domestic income but it must 
be remembered that under our system the United States does not impose as 
heavy taxes on income from foreign sources as it does on income from domestic 
sources. 

Another principle that is argued is that total taxes on income earned abroad 
should be lower than on income earned at home because the foreign competition 
of U.S. businesses is taxed less. In fact, the tax level imposed by countries 
on their businesses operating abroad differs widely from country to country. It 
would not be feasible to base a system of taxation on such a principle, since in 
some cases the tax would be too high and in other cases the tax would be too 
low. 

Likewise the argument is made that the risks run abroad are greater and that 
taxes should be lower for this reason. As I have indicated, the same problem is 
present in domestic taxation. The great difficulty is that risks vary widely 
from industry to industry, from country to country, and from time to time. To 
assume that all foreign business operations are more risky than domestic busi- 









ness OP 
not. 
The | 
extent | 
js not 
that its 
from f 
thus a] 
where 
law ta> 
Sine 
ness @ 
reason 
the ex 
agains 
should 
earne 
to be 
taxes 
and p< 
Th 


the « 





























pose 
Inco 
cred 
all | 

D 
of t 
elin 
and 
tax 
the 
for 

( 
for 
as ( 
















col 
its 
du 
on 
th 
co 
























INCOME TAX REVISION 1149 


ness operations, to a substantial degree, is incorrect. Some are and some are 
not. 

The gist of my remarks is that I believe that our system of taxation, to the 
extent that it is based on equal taxation of income from whatever source derived, 
is not fully satisfactory either inside the country or outside the country, and 
that its defects are probably greater on balance with respect to income earned 
from foreign sources. I believe that on balance the effect of our tax system 
thus applied is to some extent to discourage investment in some foreign countries 
where public services are very inadequate, where foreign competitors pay very 
law taxes, and where risks are very high. 

Since on balance perhaps our tax system should give encouragement to busi- 
ness at home as compared to business abroad except where well-established 
reasons can be presented to the contrary, I am not particularly worried about 
the extent to which the present tax provisions may encourage domestic as 
against foreign business activity. I do think, however, that the lack of neutrality 
should be borne in mind when we are considering tax incentives for income 
earned in the newer and less developed countries. In general, these are likely 
to be the ones where the public services are the most inadequate, where the 
taxes on competitors are imposed at the lowest rates, and where both business 
and political risks are the greatest. 

The CHarman. Mr. Sherfy, we are pleased to have you back before 
the committee this morning. We recall your former connections 
with the Treasury. We are pleased to have you with us today, sir. 

You are recognized. 


STATEMENT OF RAPHAEL SHERFY, ATTORNEY, WASHINGTON, D.C. 


Mr. Suerry. Thank you, Mr. Chairman. It seems rather strange 
to come down here without the Treasury Department staff sitting 
around me. It iscertainly a pleasure to come back. 

In the course of these discussions if I refer to “we” would you please 
substitute “Treasury Department” ? 

Over the past years, many proposals have been made for changes in 
the U.S. tax treatment of individuals and corporations carrying on 
business abroad or deriving income from foreign sources. These pro- 
posals have gone from the one extreme of recommending that foreign 
income be taxed in full without the allowance of any foreign tax 
credit to the other extreme of proposing complete tax exemption for 
all kinds and types of foreign incomes. 

During this period, neither the Congress nor the executive branch 
of the U.S. Government has adopted either extreme position. The 
elimination of the foreign tax credit would result in very inequitable 
and harsh double taxation. Its elimination would result in a total 
tax burden in excess of the rates in either country. In my opinion, 
the foreign tax credit is essential to fair and equitable taxation of 
foreign income. 

On the other hand, the adoption of a sweeping exemption of all 
foreign income would grant unjustifiable benefits to some taxpayers 
as compared to others in similar circumstances. 

The U.S, tax system as it applies to earnings and profits derived by 
corporations from foreign business and investment 1s not uniform in 
its application. Both the total tax burden and the time the tax is 
due vary with the type of organization. The tax burden, for example 
on foreign income from a foreign corporation usually will be less than 
the tax burden on foreign profits of a domestic corporation unless, of 
course, the domestic corporation is a Western Hemisphere corporation. 

In addition, the tax in the case of a foreign corporation is not due 
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until a dividend is declared while the tax in the case of a domestic 
corporation must be paid at the time the income is earned. 

I believe these variations in tax and also in time of payment stem- 
ming from the type of organization used should insofar as possible be 
minimized. In part, this would be accomplished by the proposal, 
which has been much discussed recently, to permit tax deferral with 
respect to foreign income in the case of domestically incorporated 
foreign business corporations. 

Under this proposal, the tax on the foreign income would, in general 
be deferred until the income is distributed or brought back to the 
United States for use other than that involving foreign operations, 
This permits the deferral of tax on foreign income where the funds 
are transferred from one foreign country to another. 

It is my own personal view that the adoption of a deferment pro- 
vision is desirable from the standpoint of providing equality of treat- 
ment between the foreign subsidiary and the domestic corporation. 
However, in addition, I believe that deferment of tax in the case of 
domestic corporations operating abroad is desirable on the grounds 
that it will encourage reinvestment abroad of foreign earnings and 
thus aid in increasing private investment abroad. 

Closely connected with this proposal of tax deferment are the sug- 
gestions made with respect to section 367 of the code. This section 
provides that a tax-free transfer of assets to or from a foreign cor- 
poration is to be allowed only where the Commissioner is satisfied 
that tax avoidance is not a principal objective. 

The complaint has been that the Internal Revenue Service will not 
permit tax-free transfers designed to set up a foreign holding com- 
pany. The basis of the Service for not allowing tax-free transfers of 
this type appears to be that the establishment of an organizational 
structure to defer tax on future earnings represents tax avoidance. 

Thus, established businesses cannot change their organizational 
structures without the imposition of a capital gains tax on the appre- 
ciation in value of the assets transferred. I am in favor of some 
liberalization of the application of section 367, but it will have to be 
done with attention given not only to transfers to foreign corpora- 
tions but also transfers from them. 

The Ways and Means Committee indicated in the press release of 
August 19, 1959, that it had added a new provision to H.R. 5, to re- 
vise the computation of the foreign tax credit in connection with 
receipt of dividends from a foreign corporation, so as to require a 
grossing up. This change appears to have been adopted in order to 
place the foreign subsidiary on a comparable basis with the branch 
of a domestic corporation. 

The action tentatively taken by the committee is necessary to place 
the computation of the foreign tax credit in this situation on a theoret- 
ically sound basis, and to eliminate this source of difference in the 
tax burden depending upon the type of organization chosen. 

I have wondered, however, whether it is intended that this legisla- 
tive change in the computation of the credit will apply to cases falling 
under a tax treaty which calls for the allowance of a credit as pro- 
vided in the law at the time the treaty was negotiated. 

I believe that at least one other change in this credit would be de- 
sirable. I am referring to the substitution of the so-called overall 
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limitation for the per country limitation. In determining the tax 
paid with respect to foreign operations which is to be allowed as a 
credit against U.S. tax, I believe that it is preferable to consider the 
income and taxes from all foreign countries together and not try to 
compartmentalize them country by country. 

Secondly, I believe the adoption of the overall limitation as a sub- 
stitute for the per country limitation is desirable because, in effect, this 
limitation is already available in the case of foreign subsidiaries. 

Under section 902-1(c) of the Treasury Regulations foreign income 
taxes paid by a foreign corporation are treated as if they were foreign 
taxes paid to the country in which the foreign corporation is incor- 
porated. 

In my view, it would be better to make an overall limitation avail- 
able for everyone. The United States should be as liberal as possible 
in permitting credit for income taxes paid abroad so long as the credit 
does not offset U.S. tax on income from sources within the United 
States. 

The Cuarrman. Thank you, Mr. Sherfy. 

Mr. Wender, we are pleased to have you with the committee today, 
sir. 


STATEMENT OF IRA T. WENDER, ATTORNEY, CHICAGO, ILL. 


The CHamman. Mr. Wender, you are recognized. 

Mr. Wenver. Thank you. My name is Ira T. Wender. I am a 
partner in Baker, McKenzie & Hightower, of Chicago, Ill. 

In this summary statement I shall deal briefly with two major 
limitations on U.S. taxation of foreign income and foreign transac- 


tions involving corporations. These are: the classification of corpo- 
rations as foreign or domestic and the definition of the geographic 
source of income. The importance of these limitations stems from the 
restricted tax jurisdiction asserted by the United States in the case 
of foreign corporations. All income of domestic corporations is sub- 
ject to tax no matter what its geographic source, but only the U.S.- 
source income of a foreign corporation 1s taxed. 


CLASSIFICATION OF CORPORATIONS 


A corporation is foreign if organized under the laws of a foreign 
country and is domestic if organized under the laws of the United 
States or of any State or Territory. Thus, by the act of foreign in- 
corporation, income from non-U.S. sources is insulated from U.S. tax. 

In some situations the breadth of U.S. tax jurisdiction may be 
criticized, while in others the tax base may be challenged as unduly 
restricted. The taxation of all income of domestic corporations with 
substantial foreign operations may impose an economic disadvantage 
upon U.S. corporations competing with comparable Canadian, Dutch, 
Italian, and Swiss corporations which are not subject to tax in their 
home countries on dividends from foreign subsidiaries. 

On the other hand, there are situations in which the U.S. tax base 
may be too limited. For example, Canadian investment companies 
which have become popular in the last 4 or 5 years are effective de- 
vices for tax minimization. Relying on their exemption as foreign 
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corporations from U.S. tax on non-U.S. income and on the absence 
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of tax on dividends and on long- and short-term capital gains jp 
Canada, these companies permit. a U.S. investor to avoid tax on 
dividends and capital gains until he disposes of his shares in the 


investment company. Ultimately, the only U.S. tax collected is q 
capital gains tax. 








The ability to organize a foreign corporation to conduct: entirely 
within the United States a business whose income is derived from 
foreign sources has also been criticized. No. U.S. tax will be im- 
posed until the income of a foreign corporation is distributed to a 
U.S. shareholder. 

The definition of a domestic corpor ation for tax purposes has created 
problems in other countries. England and most of the Common. 
wealth countries follow the rule that a corporation is domestic to the 
country where its central control and management is exercised. This 
is generally the place the board of directors meets. England was 
forced to impose criminal sanctions against the transfer of manage- 
ment and control outside the United Kingdom to prevent the flight 
of corporations from English tax jurisdiction. 

Theoretically, the United States could perhaps treat any foreign 
corporation controlled by U.S. shareholders as a domestic corpora- 
one It is questionable, however, whether such a rule is desirable. 

I doubt that it would increase tax revenue. Instead, it would un: 
doubtedly drive U.S. investment abroad to operate on a joint basis 
with foreign capital. 
A more practical expansion of the base would be to adopt a rule 
like that in Australia. Australia treats as domestic corporations the 
following: 

(1) Corpor: ations organized under Australian law; 

(2) Corporations organized under foreign law the manage- 
ment and control of which is exercised in Australia; and 

(3) Corporations organized under foreign law which engage 


in business in Aust ralia and the voting control of which is held 
by Australians. 





























FOREIGN INCOME 






If a country recognizes any limit to its power to tax foreign entities, 
it must have rules to determine the income of a foreign entity which 
will be taxed. Two general approaches have evolv ed. The United 
States has rules under which income is classified as foreign or do- 
mestic. Only domestic income of a foreign entity is taxed. The 
alternative is to tax income allocable to a domestic branch of a foreign 
entity. 

Since the United States looks solely to the source of the income, 
many business activities may be conducted within the United States 
by a foreign entity without creating taxable income. Thus, a foreign 
entity may froma branch in the U nited States import and export 
goods, operate foreign-flag vessels, trade in foreign securities and in 
U ‘S. securities on foreign exchanges, license patents, and render serv- 
ices outside the United States without U.S. tax being imposed on the 
resulting income. 

Countries following the branch approach would generally impose 
some tax on the income derived from these activities. Thus, that ap- 
proach does in some respects broaden the tax base. On the other hand, 
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the branch approach creates many problems. The determination of 
domestic income becomes an accounting problem of ascertaining the 
income properly allocable tothe branch. It is difficult to develop rules 
which provide certainty as to the proper computation of branch in- 
‘ome. 

Moreover, the branch approach is not easily integrated in the tax 
system of a country like the United States that taxes all income of 
domestic entities. In order to avoid international double taxation, 
credits must be allowed for foreign income taxes. Limits must be 
established on the amount of credit allowed to prevent foreign in- 
come taxes from reducing domestic taxes on domestic income. ‘These 
limitations require source of income rules. Asa result, the law would 
become extremely complex requiring different definitions of foreign 
and domestic income for different purposes. 

Perhaps the most controversial of our source rules is that for de- 
termining the source of income from the purchase of goods within 
and sale without the United States. The court enunciated test which 
isnow being challenged by the Internal Revenue Service is that the 
income is derived from the place where title to the goods passes from 
the seller to the buyer. The objection to the title passage test is that 
it has little economic importance outside the tax field and, hence, is 
arranged to suit the tax advantage of the exporter. 

The principal arguments advanced in favor of the title passage 
rule are its certainty and the lack of workable alternatives. I think 
the present litigation over title passage will illustrate that there is 
substantially less certainty to the rule than has generally been as- 
sumed. 

Among the alternatives suggested are a destination rule, a substance 
rule and a permanent establishment test of the type contained in the 
committee print of H.R. 5. The American Law Institute at one time 
suggested a destination test, but dropped the test from its redraft 
of the code on the grounds that it unduly complicated the law to have 
one rule for exports and a second rule for imports which would, under 
a destination test, always give rise to domestic income. A substance 
test is difficult to apply and would in practice, no doubt, evolve into 
a rule-of-thumb like the English test of the place of acceptance of 
the contract of sale. Such a rule is subject to as much manipulation 
as the title passage rule. The permanent establishment test under 
which only export sales made through a permanent establishment 
outside the United States would be considered foreign has the disad- 
vantage that it discriminates against small corporations which can- 
not afford to maintain a foreign branch. 

It is doubtful that any rule with respect to export income can be 
evolved which will both protect the revenue and satisfy the demands 
of business. However, much of the strain created by the title pas- 
sage rule would be removed if the United States were to adopt a yeh 
nition of a domestic corporation for tax purposes similar to that used 
in Australia. In that event, full U.S. taxes would be imposed when a 
foreign corporation controlled by U.S. shareholders exported goods 
from a U.S. office. Except in this limited area I am doubtful that 
the tax base with respect to foreign income can or should be broadened. 
If H.R. 5 is adopted, the practice of postponing U.S. tax on foreign 
source income will be recognized and its use controlled to effectuate 
the objectives of our foreign economic policy. 
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The Cuarrman. Mr. Gleason, we are pleased to have you with us 
this morning. You are recognized. 











STATEMENT OF DONALD GLEASON, CORN PRODUCTS CO. 


Mr. Guieason. Tax rates, and I refer in particular to individual 
surtax rates, should be lowered if economic progress in the United 
States is to continue. Savings, the only source of risk capital, are 
































drying up and the ability to save has to a great extent been sterilized § Furt! 
That rate reform must, or even could depend on the elimination of § probler 
some, or even more than a few of the special deductions, exemptions, f ucts 01 
and exclusions, I strongly doubt. relativ 

Most of the special provisions were enacted after long and careful § the or 
study by the Congress. Most are well grounded and have pretty well § agains 
stood the test of time in their operation. Our economic way of life § turing 
has been greatly influenced by and has adapted itself to them and any Cert 
wholesale changes would certainly create great confusion in aJl areas § Amer’ 
and some unjustified economic hardship in many areas. And finally, § foreig 
while high surtaxes have been responsible for many of the special § eign ¢ 
deductions, their elimination will not answer the rate problem. best € 

The Herlong-Baker approach to rate reduction has great appeal to Fin 


callec 
Augu 


me. Were rate reductions of the type contemplated therein insti- 
tuted, there would be a great deal less pressure to preserve provisions 





whose justification is perhaps open to question. Further, there would Ta 
be less inducement for new special provisions to handle the high § can « 
surtax problem. and 
The provisions concerning foreign source income clearly don’t fall § tax : 
into the suspect class as do some of the others that have been ex- coun 
tensively discussed at these hearings. Their desirability would not tries 
perhaps be so absolute were U.S. and foreign rates at the lower levels actin 
in effect in the 1920’s and the 1930’s, when, it should be noted, most I 
of the provisions were introduced and developed. pan 
That American business operations 9 are now of the utmost T 
importance from economic and international political standpoints N 
cannot be questioned. Not only are we facing the Russian threat, but 
also the competition with the revived economies of Western Europe §T 
and Japan. This competition is certain to become more intense. 
Without the foreign tax credit system and its mitigation of the impact } 
of multiple taxation on foreign source income, many U.S. businesses ] 
abroad would sooner or later have to be liquidated. pli 
The other provisions, the Western Hemisphere trade provision, the an 
earned income exclusion—which is important because American busi- tho 
nessmen would not go abroad without it—and the others perhaps not im 
so important in this context, have pretty well stood the test of time. ad 


The changes indicated in this area are those contemplated by H.R. 5 


of 1959. th 

The establishment of the U.S. counterpart to the foreign base 
company form with its attendant greater mobility for capital and iW 
profits accumulated abroad seem highly desirable, as do its provisions a 
which would amend the reorganization provisions which would afford b 
opportunity to new and old investments. Cc 


The overall tax credit limitation provision, the tax sparing pro- 
vision, and the provision concerning insurance proceeds from losses of 


INCOME TAX REVISION 1155 


foreign subsidiaries, though perhaps less important, are also 
desirable. 

I believe that fears that passage of this legislation would tend to 
materially increase the problems that we have in the balance of pay- 
ments area have been greatly exaggerated. I recently learned for 
example that the total of imports of foreign capital and repatriated 
earnings of present U.S. foreign business operations are now running 
ahead of U.S. business capital exports. 

Further, the subject matter of the bill doesn’t really touch on the 
problem of the increasing competition of foreign imports with prod- 
ucts of domestic manufacture, since this problem is a product of 
relative manufacturing costs. Moreover, suggested amendments to 
the original version of H.R. 5 would provide adequate safeguards 
against such competition arising from the product of U.S. manufac- 
turing abroad. 

Certainly it is to our international political advantage to place 
American Neuinens capital in a position to effectively compete in the 
foreign business world. History clearly demonstrates that the for- 
eign countries in which we make our greatest investments become our 
best customers. 

Finally, I strongly feel that the proposed correction to the so- 
called deemed credit set forth in the committee’s press release of 
August 19, would be a mistake. 

Tax neutrality, the underlying theoretical basis of the credit system, 
can only be approximated because of differences between foreign tax 
and accounting concepts and our own. The amendment would hit 
tax credits hardest where income flows from low tax rate foreign 
countries. These countries generally are the underdeveloped coun- 
tries, the countries into which it is most desirable that U.S. business 
activities be directed. 

I greatly appreciate the honor of being asked to participate in these 
panel discussions. 

The Cuarrman. Thank you, Mr. Gleason. 

Mr. Patty, we are pleased to have you with us today. 


STATEMENT OF WILLIAM PATTY, ATTORNEY, NEW YORK, N.Y. 


Mr. Parry. Thank you, Mr. Chairman. It is an honor to be here. 

For the past month, this committee has been considering the ap- 
plication of our tax laws to transactions occurring in the United States 
and carried out in dollars. Today your attention turns to transac- 
tions and business conducted wholly or partly abroad. This super- 
imposes upon all the difficult problems you have been considering the 
additional step of converting income earned in a foreign currency 
into dollars. Where the foreign currency has remained stable 
throughout the year vis-a-vis the dollar, this is a simple process. 

The income in terms of the foreign currency is simply converted 
into dollars at the year end rate of exchange. Where there has been 
a substantial devaluation relative to the dollar, however, the problem 
becomes most complex. In South America, for example, the curren- 
cies of three of the most important countries have declined by ap- 
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As a simple illustration, assume that the foreign branch of a US, 























































































































company begins operations on January 1 with $1,000 which is con. s 
verts into 10,000 pesos, at 10 cents per peso, and with the 10,000 peso § \” da 
buys an item of inventory. On December 31 it sells the inventor eo de 
item for 11,000 pesos, but in the meantime the peso has fallen from 1) = ae 
cents to 5 cents. in 
Although the branch has 1,000 more pesos than at the beginning of Tl = 
the year, and each peso is worth 5 cents, it does not have a $50 profit § . 
Instead, it has a $450 loss, for the 11,000 pesos received December 31 aoe 
were worth only $550, whereas the inventory item sold cost 10,000 ae 
pesos worth $1,000. A foreign branch operation is simply hundreds § 5: 
or thousands of such transactions, and it would be impossible to at- da ol 
tempt to convert each transaction into dollars for the purpose of com- § of 
puting U.S. tax. Accordingly, to cope with the devaluation problem, § * (7) 
two rulings were issued in 1920 which require the taxpayer to pre- 
pare balance sheets in the foreign currency as of the beginning and 
end of the year, in accordance with ordinary tax rules, The balance The 
sheets are then converted into dollars applying the rates of exchange § 4, de: 
in effect as of the beginning and end of the year. If the result isan § these 
increase in dollar net worth at the end of the year, the increase repre § is pa! 
sents taxable income for U.S. tax purposes. If a comparison of the = 
two balance sheets shows a decline in dollar net worth, there is a loss. § pow 
This method of computing the income of a foreign branch for U.S. § none 
tax purposes is known as the balance sheet method. It would bea § 4 P2 
simple and practicable one if the principle had been applied to all a 
foreign currency items in the balance sheets. Unfortunately, how- § ¢ mi 
ever, not all items of the balance sheet -were treated the same, Thus § net 





one of the rulings converts only the current, assets and liabilities 





























(A.R.R. 15). The other converts all assets and liabilities except fixed J Sy 
assets (O.D. 489). “7p 
The problem has been dealt with squarely by a court in only one § The 
case (Frederick Vietor & Achelis v. Salt’s Textile Mfq. Co., 25 F. 2d re 
249 (D.C, Conn. 1928)). In that case the court approved a version of “7 
the balance sheet method advanced by the taxpayer which converts fro 
all the assets except fixed assets, but only the current liabilities, and the 
includes the fixed assets at a frozen dollar cost for comparison pur- lef 
poses, - 
The courts have referred to two additional versions by way of dic- pa 
tum. One converts the current assets and all liabilities, and includes pe 

the fixed assets at a frozen dollar cost (Anderson, Clayton & Co. Vv. 
U.S., 168 F. Supp. 542 (Ct. C1, 1958)). The fifth version, the “net ‘ 
worth method” converts the entire balance sheet and compares the W 
dollar net worth at the beginning and end of the year (American Pad tt 
& Textile Co. v. Commissioner, 16 T.C. 1304 (1951) (Acq.)). This, tl 
in my opinion, is the correct method. 3 ' 
In my paper I have applied the conversion formulas of the five ver- Q 
sions of the balance sheet method set forth in the above cases and 
I 





rulings to a — branch operation and they result in five different 


computations of gain or loss, varying from a loss of $950,000 to 
profit of $1.3 million as follows: 
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Profit or (loss) 

Verston jor the year 
Salt’s Textile $950, 000 
Net Worth : ae 450, 000 
I a ee aie aa : 200, 000 
OD. . 550,000 
Anderson, Clay y 300, 000 


What has happened is that the service and the courts have adopted 
formulas acceptable in particular situations, but have never formu- 
lated a rule capable of general application. Any one of the versions 
may do justice in a particular case. Where the branch has noncur- 
rent assets and liabilities, however, all but the net worth method can 
produce gross distortions of income. 

I will not go into the details of why the various versions distort in- 
ome, but the table at the top of page 3 of my statement shows the 
hart with the offact of con 1parin io the balance ‘sheet at the beginning 
indend of the year. If any of the foreign currency assets are omitted 
from the balance sheet or gross even at a historical rate of exc hange, 
the effect is to reduce economic losses, or actually to create a phantom 
profit on a devaluation. 

(The remainder of Mr. Patty’s prepared statement follows:) 


CURRENT VERSUS NONCURRENT PAYABLES AND RECEIVABLES 


The exclusion from the balance sheet of a noncurrent receivable distorts income 
by deferring the loss. Thus, if the branch has a 1-year note receivable, some of 
these cases and rulings would defer the devaluation adjustment until the note 
is paid, rather than when the devaluation occurs. In the case of a noncurrent 
liability, the gain is sometimes deferred until the obligation is paid. 

These principles are illustrated in the chart on the opposite page. It shows 
how failure to recognize the effects of devaluation upon a particular class of 
noncurrent assets Can reduce or eliminate a true economic loss, or actually create 
a phantom profit, and in the case of a noncurrent liability, can create an arti- 
ficial loss. 

The second pair of bars under example 1 represents the yearend balance sheet. 
8 million pesos of liabilities, and thus a net foreign currency balance or branch 
net worth of 2 million pesos. The first pair of bars under example 1 converts 
this balance sheet into dollars at 10 cents to the peso at the beginning of the 
year. The assets are $1 million, the liabilities $800,000, and the net worth 
$200,000. 

The second pair of bars under example 1 represents the year end balance sheet. 
The peso has fallen to 5 cents, and although there is an operating profit of 
1 million pesos, or $50,000, the original $200,000 net worth has shrunk to $100,000, 
so that there is an actual loss for the year of $50,000. 

Example 2 shows the result of exciuding 2 million pesos of noncurrent assets 
from the balance sheet. The devaluation loss is eliminated. Example 3 shows 
that the same result is reached if the 2 million pesos of noncurrent assets are 
left in the balance sheet, but are “frozen” at the beginning of year rate of 10 
cents. Example 4 shows that if the frozen assets amount to 3 million pesos 
as compared with a net foreign currency balance of 2 million pesos, a phantom 
paper profit of $50,000 is created. Example 5 shows that freezing 4 million 
pesos of noncurrent liabilities creates an artificial loss of $300,000. 

Postponing the reflection of the effects of devaluation upon noncurrent assets 
and liabilities has been defended on the ground that there has been no realiza- 
tion of the gain or loss. But the tax law recognizes a number of situations 
where technical rules of realization by closed transactions must give way to 
the realities of the situation. For example, the recognition of obsolescence, 
the partial worthlessness of debts, and the valuation of inventories carried at 
market or the lower of cost or market. The same principle should be applicable 
here. A substantial and permanent devaluation is easily identifiable so that no 
administrative burdens are: involved in reflecting its effects, and a failure to 
reflect its effects upon all payables and receivables, whether current or noncur- 
rent, necessarily results in distortion of income. 
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FIXED ASSETS 


The same principles apply with respect to fixed assets. All of the balance 
sheet versions except the “net worth method” exclude fixed assets from the 
conversion formula, or freeze fixed assets at a dollar cost based upon the con- 
yersion rate of the foreign currency at the time of their acquisition. The effect 
of this is to ralize gain on liabilities, but to ignore the loss on the fixed assets. 

It is apparently assumed that the fixed assets increase in value in terms of the 
foreign currency in inverse proportion to the devaluation of the currency, and 
thus maintain a relatively stable dollar value. This is not the case. This is 
demonstrated by the following table, based upon a real estate index for one 
of the principal South American cities. It shows that during a period when the 
dollar value of the foreign currency declined 450 percent, the value of land 
rose only 71 percent. The result was that the land did not hold its own in 
terms of dollars. On the contrary, $1,000 invested in land fell to $380. 


Index of Value of Value of $1,000 of local land 
Local cur- decline in | 20,000 local Local land 
rency units | value of local currency index 
to the dollar currency units in In local In dollars 
units dollars currency 





1, 000 20, 000 1, 000 
500 23, 200 580 
267 27, 800 371 
286 23, 600 337 
286 26, 600 380 
222 34, 200 380 


If gain is to be realized with respect to liabilities on a devaluation, offsetting 
losses On assets must be taken into account. This was recognized by the Su- 
preme Court in Bowers v. Kerbaugh-Empire Co. (271 U.S. 170 (1926)), which 
held that no gain was realized on the repayment of a loan in a foreign currency 
following devaluation where the proceeds of the loan had been lost in the 
business. 

Furthermore, even if the foreign fixed assets were to appreciate in value in 
inverse proportion to the decline of the currency on a devaluation, there is the 
question of ability to pay. Even where there is concededly income from reduc- 
tion of indebtedness, Congress has refused to tax such paper profits. Thus, 
under sections 108 and 1017 of the Internal Revenue Code a taxpayer is per- 
mitted to exclude income resulting from cancellation of indebtedness upon an 
appropriate reduction of the basis of other property. 

Although not controlling for tax purposes, the accounting principles applicable 
in such a situation are relevant. The American Institute of Certified Public 
Accountants has adopted a rule to the effect that where there is a gain resulting 
from a devaluation of liabilities, it is appropriate to restate fixed assets acquired 
with funds obtained in the foreign country to the extent of the reduction of 
the related debt. 

The net-worth version is the only one of the balance-sheet methods that 
applies the principles of the Kerbaugh-Empire case, sections 108 and 1017, and 
the accounting rule, and it should be recognized in the code as a permissible 
accounting method for the reflection of the earnings of a foreign branch. 


CONCLUSION 


Although the United States has become a leader in international trade, the 
Internal Revenue Code is completely silent on the subject of converting foreign 
currency income into dollars. As a result our tax policy with respect to devalu- 
ation losses, developed largely administratively, hinders rather than encourages 
capital outlays in underdeveloped and critical areas where our growing foreign 
Operations are of such political as well as economic importance. While there 
are no statutory impediments to administrative solution of the problems, there 
is an obvious vacuum in the Internal Revenue Code with respect to the con- 
version of income from foreign operations into dollars, and, in the interests of 
speedy correction of the present unfair and inconsistent rules, legislative guid- 
ance is indicated. 

The devaluation of the entire foreign currency position under the net-worth 
method is a fairer approach than the various other methods adopted by the 
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Internal Revenue Service and the 
devaluation loss where there 
also prevents the creation of 


courts, which disallow a portion of the 
noncurrent assets. The net-worth method 
phantom paper profits on devaluation because of 
the ownership of noncurrent assets, where there is in fact no real economic gain, 


The CHarrMAn. 


are 


Gentlemen, again let me thank you for being with 
us this morning and for your summary of highlights of your papers 
filed in the compendium. 

Mr. Boggs will begin the interrogation. 


Mr. Boces. Mr. Chairman, I shall only ask a few questions. | 
think this n 


natter was rather thoroughly explored by the committee 


earlier this year in connection with the hearings that we held on 
H.R. 5. 
I would like to ask one or two questions, however. 


I might direct 
Gleason ‘ 


the first question to Mr. and ask the other members of the 


panel to comment on it. 
Mr. Gleason mentioned a matter 


in his paper which he presented 
this morning. 


That is the question about whether or not these invest- 
ments abroad stimulate additional trade between our 


country 
1 ° ad . 
the recipient count! ¥. 


and 


I remember in our hearings, I think it was Dr. Solomon, of Chic AZO, 
who gave us a breakdown showing that there was almost a direct 


ratio between such investments and the amount of trade carried on 
between the United Stat es and other countries. 

Would you mind elaborating on that a little bit ? 

Mr. GuEason. Without going into a great many statistics, and I do 
not have them here, although [ am sure they are av: uilable, I think 


it is pretty well subject to historical proof that we make most exports 
to the countries in which we hav 


Canada could be the 


ve the largest investments. 
first example. I am sorry I can’t give you 


statistics but I thing i is a pretty well-demonstrated fact. I also 
would like to add that while the amount of risk capital available is 
very tight, 1 don’t think ae at at the moment it is so tight that, given, 
let us say, preferential 


present treatment for foreign source income, 


H.R. 5, available c apital would. 20 to the foreign 
field to the disadvantage of our economy. 


lL sort of wandered around there and maybe 
oo 

Mr. Boces. I wonder if some of the other members of the panel 
would be willing to comment on the same question. 

Mr. Suerry. Mr. Boggs, it has always been my opinion that 
throughout the years increase In investment abroad tarided to increase 
our exports to the very countries to which the investment goes. 

In looking back over a few notes I had over the past years, the point 


5 program in 1950 had the State Department, as I recall, making that 
claim. 


or even extended by 


I did not answer your 


In the hearings before the main committee which I have just re 
cently reviewed, I cannot say the word un: mimously, but almost every 
body had that opinion. 

Mr. Boces. As a matter of fact, you can almost start with the chart 
which begins with Canada and goes down to the countries in Africa 


where we have the least investment to show that trade invariably 
follows those dollars. 


Mr. Suerry. The hearing »efore your committee in the middle of 


this summer had the Commerce Department pointing out that that 
was the case over all the past years, I think. 
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Mr. Wenver. The other thing that is interesting is that the major 
flow of U.S. investment has been into Western Europe and Western 
Europe has recently removed most of their quota restrictions on U.S. 
goods, whereas the countries that have the lower investments are still 
maintaining restrictions against U.S. imports. 

Mr. Gurason. To add to that. somebody asked recently about 
Western Germany. I noticed in the New York Times on Sunday an 
article about the expected tremendous increase in exports of certain 
farm commodities to Western Germany which are going to start 
because the West German Government has recently removed certain 
controls. 

Mr. Biroucu. May I comment on your question, please ? 

Mr. Bocas. Yes. 

Mr. Bioven. I think the situation is a good deal more complicated 
than may appear on the surface. Obviously, U.S. investment abroad 
sets up commercial ties and cultural ties which do encourage further 
relationships in the sale of parts, in the followup of technicians, and 
in other ways. In this respect there is a stimulation of exports to 
those countries. 

There are, however, other effects which, if I may take a moment, 
ought to be mentioned. 

Mr. Bocas. If I may interrupt you, you are talking about build- 
ing a factory or something now, I suppose. 

Mr. Brovanu. | am talking about the effects of U.S. investment in 
ther countries on the exports of the United States to those countries. 

Mr. Boaes. You are talking about direct or indirect effects? If an 
American power company invests in Argentina and makes it pos- 
sible to electrify the country, then it becomes a market for refrig- 
erators, television sets, electrical appliances, generators, and so on. 

What are you talking about ? 

Mr. Bioven. I am talking about the whole area here, because there 
is more to it than that. 

Mr. Boces. Your approach seemed to me to be quite limited. You 
were talking about technicians and parts. 

Mr. Bioucn. I am sorry. I shall try to look at the whole matter. 
At the time the investment made abroad, at the time 

Mr. Boces. What kind of investment ? 

Mr. Brovan. The U.S. investment which is made abroad, let us 
say in a factory or in a powerplant—whatever form you would choose 
to have it made in—a powerplant would be an excellent example. A 
manufacturing establishment would be another type which these 
countries are very much interested in getting. 

Now at the time that the investment is made there undoubtedly 
will be U.S. a going out, and there will be an increase in 
exports from the United States. The amount will probably, in most 
cases, be considerably less than the amount of dollars which go out 
from the United States in the investment. 

A lot of those dollars are spent on local currency items, and then 
the dollars are available to purchase goods in Europe or anyplace else. 
So at the time the investment is made, obviously, direct exports are 
increased, but commonly less than the amount of dollars that go 
abroad. 
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The second stage is after this investment has helped develop a 
country economically. Then the country is going to import more of 
some things and less of other things, in all probability. If this invest. 
ment has gone into power it probably will import more of almost 
everything, except the industries which the power helps develop. If 
it has gone into a textile plant, they probably will import less textiles, 
If it goes into other types of manufacturing, the country will import 
less of those products. 

Many countries, for example, Chile, have had a policy of substitut- 
ing local production for foreign production of consumer goods. But 
as the national income rises, I think you are quite right that the im- 
ports tend to rise at a somewhat more rapid rate than the income 
rises, and the country has more, not less trade. 

Whether that trade will go to the United States or not depends en- 
tirely on the competitive position of U.S. business. Assuming the 
trade does come to us, there will probably be a shift in the kind of 
exports we make to the country. 

ixports of some kinds of goods will fall off and our industries pro- 
ducing them will be injured, while other kinds of exports will increase. 

This is a very complicated subject. I do not believe it is safe to 
make sweeping generalizations about it. 

Mr. Boees. I find that all subjects today are rather complex. 

I want to follow through, if I may. 

Professor Solomon was here last year and he presented some rather 
convincing charts in this field. What I am driving at is if investments 
stimulate exports, investments generally, then, as a matter of policy 
insofar as the balance-of-payments discussions which are now going 
on, such policy should be encouraged, should it not? 

I will direct that question to Mr. Gleason. 

Mr. Guxason. I certainly think so. It seems to me that the real 
nub of the balance-of-payments question, now, is direct Government 
grants in aid of various kind. You take them out and the balance-of- 
payments situation looks beautiful. 


I am not suggesting for a moment that they should not continue. 
I want to make that clear. 

Mr. Boaes. The breakdowns that I have seen published coming from 
the Treasury Department, that where the deficits occur are in foreign 


aid and military expenditures abroad, and that the pluses are in the 
exports abroad. 


Mr. Guxason. Absolutely. 


Mr. Boces. We still have a considerable favorable balance of trade, 
although we allegedly have an imbalance of balance of payments. If 
we do something that discourages exports, then the balance-of-pay- 
ments situation is not going to be improved. But it will be further 
complicated. Is thata fair assumption ? 

Mr. Greason. I entirely agree with you that it is a fair assumption. 

Mr. Parry. I have seen some figures published recently indicating 
that the balance of current receipts from foreign investments made in 
the past over foreign investments being made currently is almost 
equal to the present balance of exports over imports. In other words, 
these past investment are now paying us back in the form of interest 
and dividends in excess of our current outlays. Such investments 


have paid good returns in the past, and it seems to me that we can 
assume that this will also be true in the future. 
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I analogize the sitaution to our own personal family budget. When 
it gets out of balance because of unexpected expenses or reduced in- 
come, there are some expenditures that you just cannot afford to stop. 
You cannot stop paying the premium on the fire insurance on your 
house, for example. 

I think the question is whether these foreign investments are not so 
important in view of the international situation, particularly in the 
underdeveloped countries, that we cannot afford ‘to reduce them. 

Mr. Broven. Mr. Boggs, I would say very briefly, I think at the 
time the foreign investment is made it hurts our balance of payments 
and that the investments of the same amounts at home would help us 
to better exporters, but that in later years the foreign investment will 
help our balance of payments, at the time the economic development 
is taking place and the profits begin to return. 

Mr. Bocas. Would any other member of the panel like to comment ? 

Mr. Gieason. On this balance of payment question, I have some 
os here which were taken from a statement made at the hearings 
last July, which show from 1956 through the first half of 1959, the 
direct foreign private investments abroad totaled $5.6 billion. 

The income received from prior foreign investments and possibly 
the last year or so from some of the ones that were made in 1956, 
totaled $7.6 billion. So there is an excess of income received over the 
outgo of capital of $1.9 billion during that period. 

Mr. Boces. Is it not also—well, the word “complex” has been used 
here—is it not also an oversimplication to say that if you made this 
investment in the United States rather than in the Commonwealth 
countries or Latin America, that you would have acquired a new 
export Q 

Many instances come to my mind. For instance, Sears, Roebuck & 
Co., the stores they have built in Latin America, Mexico, Peru, Brazil, 
and there are others, of course. I am reasonably certain that these 
markets would never have come to Sears, Roebuck & Co. unless they 
had had these stores in the given countries. Would that be a fair 
assumption ? 

Mr. Gieason. I would think so; yes. 

Mr. Boaes. It seems to me that this alleged loss of export as a re- 
sult of investments is kind of a mythical thing, i in many instances. 

Mr. Gixason. I think we can agree, probably, that the market or 
the types of oui would tend to shift, but in total, they would not 
tend to decrease. ‘They would tend to increase over a period of time. 

Mr. Boces. In connection, again, with the balance of payments, does 
anyone have any breakdown on the inflow, dollarwise, from invest- 
ments abroad? By this, I mean a repatriation of funds and dividend 
declarations and so on. 

Mr. Grixason. The figures that I quoted a minute ago indicate that 
between the beginning of 1956 through the first half “of 1959 income 
received from direct forei ‘ign private investment, that is, repatriated, 
was $7.6 billion. 

Mr. Boaas. Over how long a period ? 

Mr. Gieason. From the beginning of 1956 through the first half 
of 1959. 

Mr. Boggs. $7 billion. How much was invested in that period ? 

Mr. Gueason. $5.650 billion. 
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Mr. Boggs. So, in this period of time you had a net of $2 billion 
in inflow ? 


Mr. Guieason. Very nearly; yes. 


Mr. Bocas. This almost leads to another generalization, that such 


investments actually increase the balance of payments, again, not on 
the export side, but the inflow side. 


Mr. Gueason. The figures seem to indicate that, yes, sir. 

Mr. Wenver. They are only income figures. They do not show, 
for example, the amount of indebtedness repaid during that 3% 
year period. If you were to include such items so as to t ake 
of payments figure, the total might be $2 or $3 billion greater. 

Mr. Boaes. This leads to a third question, and then I would like 
to generalize a litle more. I think this is the crux of whether or not 
Congress passes H.R. 5. 

The aid figures, of course, are minus in the balance of payments. Is 
that right ? 

Mr. Gieason. Yes. 

Mr. Boaes. They are all minus. 

If we cut back on private investment, would it not be logical to 
assume that there would be more pressure for more aid? I know that 
this is a bit beyond your realm, but I would be very happy to have 
whatever comments you would like to make on that. 

Mr. Gieason. That is one of the arguments, and I think it is well 
grounded, that has been used by various people who have testified in 
favor of H.R. 5, that there will be some tendency, certainly, for 
private investment abroad to supplant the need. How much time lag 
there is in this, I can’t say. 

Mr. Boaes. Can it be the policy of this Government to discourage 
pea investment abroad rather than to encourage it ? 

Mr. Greason. I think we can simply say that there would be a lot 
of foreign businesses that would fold up and that would change the 
balance for a short time. But after that, I should think we would 
be in pretty bad shape. 

Mr. Boaes. Would you care to comment on it, Mr. Wender? 

Mr. Wrenner. No, only I subscribe to what Mr 

Mr. Boges. Mr. Blough ? 

Mr. Bioucu. The aid figures appear as a minus item on the balance 
of payments. But payment of the aid finances purchases from the 
United States and this stimulates our exports. Only the part not so 
spent constitutes the negative effect of aid on the balance of payments. 

The effect of the aid on the balance of payments—— 

Mr. Bocas. I do not like to interrupt you, but I think the Treasury 
figures are met. I think they deducted what was spent in the United 
States. 

Mr. Biouen. If I understand the figures correctly, what the Treas- 
ury has deducted are the military items representing goods sent over- 
seas, but not aid where the dollars are sent overseas. 

But if we take only that aid which is in the form of monetary grants, 


by far the largest part of it is spent directly or indirectly on U.S. 
goods and, therefore, stimulates U.S. export 


If you cut off the aid, you would cut off U. S. exports. 
is not the slightest doubt about that. 


Mr. Bocas. I think that is a fair statement. 
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Mr. Broven. With respect to private investment, much of the same 
thing happens. Most of the private investment, if it is in terms of 
dollars, will come back in the form of purchases here directly or in- 
directly, so that at the time the investment is made the effect. on the 
balance of payments is relatively small. 

To the extent that we are talking not about the balance of payments 
of a country but about the eco! nomic development of the country, I 
think private investment certainly reduces, to some extent, the pres- 
sures for public aid. If private investment in developing countries 
were discouraged, it would undoubtedly stimulate demand for public 
aid, although I do not consider these two nearly as substitutable as 
many persons apparently do. 

Mr. Boaes. No, certainly not immediately. It is a long-range 
proposition. 

Mr. Bioven. The aid which has gone into such things as roads, edu- 
cation, health services, and other so-called social overhead and into 
technical assistance—those kinds of aid pave the way for private in- 
vestment. A country is much more attractive for a company to go 
into when there is pure water, good highways, an educated population, 
health services, electric power and so on. 

So I don’t consider that the two are competing in any substantial 
degree. I think the public aid has made it more attractive for private 
business to invest abroad. 

Mr. Boces. I did not want to give that impression either, Mr. 
Blough. The only point I am trying to make is that in this break- 
down that I have seen from the Treasury Department, aid, military 
expenditures and foreign investment, are listed as minuses. Plusses 
are the inflow from the investments and the balance of trade. 

If we suddenly change our policy or refuse to liberalize our policy, 
in this field, it seems oo me that rather than helping the situation, if it 
needs helping, we will hinder the situation. That is the only gener- 
alization I am trying to come to. 

As a matter of fact, one might generalize, in connection with aid, 
that as a result of our program m Europe, we have so stabilized 
Western Europe that the nations of Western Europe, such as Ger- 
many, France, England, are in a position now to participate in a joint- 
aid program of the underdeveloped countries. 

Mr. Broven. May I say that while I might not agree with all of the 
reasoning, I certainly do agree with your general conclusion, n: umely, 
that the balance-of- payments situation really ought not to enter in 
any substantial degree into this subject that we are talking about. 

I do not believe that it is nearly as relevant as many people do. 

Mr. Boces. Thank you very much, Mr. Blough. I appreciate your 
saying that. I have been somewhat forelorn by statements that I 
have seen in the press and elsewhere which try to draw a very close 
association between the two. 

This leads me to one or two other questions and then I will stop 
I have seen the figure that if we stopped investing abroad, that all of 
a sudden we would have tremendous new investments in the United 
States, and we would employ 1 or 2 million more people in domestic 
industries. 

Is there any evidence to show that because of our investing policies 
abroad we are not investing sufficiently at home and w ; are thereby 
depriving American people of jobs that would otherwise be provided ? 
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I would like some comments. 
Mr. Guxrason. As I said before, I don’t think the competition for 
risk capital is really as tight as that. This is, of course, assuming 
a proper set of tax facts. If something looks like a good investment 
for the managers of some company to go into some other country, 
I don’t care what the situation is, if the tax situation will let them 
do it, they will scrape up the capital somehow, possibly borrowing 
locally. 

If they do not do it, certainly the West Germans will, or the French 
or the Japanese—somebody is going to do it. Suppose you cut off all 
of this foreign investment and brought everything that is abroad 
home. I think that probably within 5 years you would have a de- 
pression that would knock your eyes out. 

Mr. Wenover. The figures that Mr. Gleason read show that the in- 
come from foreign investment returning to the United States exceeds 
the amount of capital flowing out. As a result, there is no net loss 
to business in terms of its funds available for investment in the United 
States. If companies were to stop investing abroad, there would be a 
quick termination to that inflow figure. 

Mr. Boces. My last question is a more technical one. 

Mr. Brovueu. May I speak to that very briefly ? 

Mr. Boges. Certainly. 

Mr. Bioven. It seems to me the question is really one of what is 
the economic condition in the United States? If you have very high 
money rates and inflationary pressures here, which are indications 
that the funds and resources are not available for the investments 
that people want to make, then I would think that at such a time there 
would be a substitution of domestic for foreign investment. 

In other phases of the business cycle, foreign investment stimulates 
domestic investment through increasing the demand for American 
machinery, for example. So I don’t think it is correct to generalize 
one way or the other. 

But over the lond period, if the profits are brought home, there will 
then be funds available to replace here at home the capital that we 
have sent abroad. But at the time we make the investment abroad, 
it is quite conceivable that it will be in place of investment that could 
be made at home, depending upon the economic situation. 

Mr. Bocas. There has been some reference in the papers this morn- 
ing to the so-called grossing-up amendment tentatively adopted by 
the committee last August. 

Would you mind commenting a bit further on that, any effect you 
think it might have on such an investment? 

Mr. Gieason. There have been a number of statements made and 
papers written on this subject in the last 3 or 4 years before various 
hearings of this committee. The theory of the tax credit, of course, is 
to afford a tax neutrality. Theoretically, foreign source income pays 
the same rate of tax, both foreign and domestic, that the same type 
of income would pay if it were entirely from domestic sources. 

It is a compromise in that while the United States does not forego 
its power to tax foreign-source income, they forego part of the tax. 
The idea is that taxes, per se, should not be a factor in directing where 
money is invested. This equality, however, as a practical matter, has 
only been and can only be approximately approached. 
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In the first place, the way taxes are collected, the way they are 
accounted for in all of the different countries, vary from one to 
another. An exact equality, cannot be reached. The crux of this 
particular amendment which has been suggested would be to reduce 
the credits for foreign taxes, which are actually paid by a foreign 
subsidiary, on dividends flowing up to a figure which is less than the 
tax allocable to the income that is received. 

It would equate it, perhaps, a bit, to how the tax credit works in 
a branch operation. In the accounting for branch profits the whole 
profits are immediately accruable for tax purposes here. In the case of 
a foreign subsidiary, we only look to the dividend. 

To say that they should be equated to me does not make any sense 
because they are different kinds of animals. 

Another point; the effect of this is that as the foreign tax rate is 
lower, the Saad benefit increases; and if this correction were made 
it would tend to penalize tax credits in respect of income flowing from 
the low-foreign-tax-rate countries. 

These generally are the underdeveloped countries. We have heard 
a great deal of testimony to the effect that it is in these countries that 
it is most desirable for new foreign investments of ours to be made. 
The amendment just does not make very much sense to me, sir. 

Mr. Suerry. May I speak to the point, Congressman Boggs? 

Mr. Boces. Surely. 

Mr. Suerry. I have always felt that at the appropriate time the 
foreign tax credit permitted by the tax clause for taxes paid by 
foreign subsidiaries should be corrected to accord more closely with 
the branch. The reason I have felt that is that in the first place, the 
credit is a rather strange type of credit, at the rate of 26 percent, the 
foreign rate, higher than any other place, and it shades off as the 
rate goes lower in the foreign countries and higher in the foreign coun- 
tries. 

Ihave felt that if a foreign subsidiary is considered sufficiently close 
toa branch operation to have granted credit in 1918, then it is logical 
that the credit should be computed more closely and just like a branch. 
I realize, Congressman Boggs, that this has been in the law a long 
time, and commitments may have been made, perhaps may have been 
made, plans may have been made with that in view. However, I do 
feel that theoretically it is a correct change. 

Mr. Gieason. Might I make one other comment? If we are going 
to treat them all the same, the logical conclusion would be that we 
should tax the foreign income of all foreign subsidiaries as it accrues 
and not as it is paid out. Take the depletion deduction. Suppose a 
foreign subsidiary is in the mineral extracting business. Suppose 
perhaps, then, if we are going to absolutely equate the two 
forms, maybe we should allow some reduction in the amount of the 
reported dividend by some formula for a depletion deduction. What 
[ wish to say is that I don’t think that the two forms can be equated. 
There have been some attempts at a greater equation in the provisions 
under 903, the so-called “in lieu of” credit. We talked back in 1954 
of possibly helping this situation out by the substitution of an election 
to have the principal tax allowed as a credit rather than the income 
tax, since all of these foreign tax systems are different from ours. I 
don’t think they can be equated, and I think at this time this suggested 
amendment is untimely to say the least. 
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Mr. Bocas. 

Thank you. 

The Cuamman. Mr. Mason. 

Mr. Mason. It seems to me that the pros and cons of this problem 
of foreign investments, both of them, oversimplify and make general- 

izations that have no basis in fact. I think 1 
extremes on that. 

For instance, I have said more than once, I guess I have said it on 
this committee, that if I invest a dollar abroad, that is a dollar less 
to invest here. If I invest dollars to provide a ‘job abroad, those are 
dollars less to provide a job for American workers. 

Well, that is an oversimplific ation and an overgeneralization. 

[ think most of the panelists will agree, because we have had a lot 
of testimony along that line, that there is a tightness in the investment 
dollars available in the U nited States today. Well, if there isa short- 
age of investment dollars in the United States today, and I invest a 
dollar abroad, that is a dollar less to invest here. But if there is a 
plentiful supply of investment dollars here, as there was perhaps 
10 years ago, we will say, then I am not cutting down the number of 
dollars to invest here when I invest a dollar abroad. So we have to 
take all of these things into consideration when we try to simplify 
and generalize on these things. 

Mr. Blough, I thought, stressed that idea, that this is more of a 
complicated thing than on the surface we seem to think. We have 
to take in many factors when we draw conclusions. 

Mr. Blough, you said that this neutrality business and the lack of 
public service in a foreign country is not taken into account in our 
tax problem. 

If I have a factory in Spain and do not get very much public serv- 
ice from the Spanish Government, yet I pay the Spanish tax, I am 
paying for more than I am really getting. That, perhaps, is some- 
thing that we should take into consideration. But probably I know 
that when I invest in the Spanish factory and I take that risk into 
account, and all of those things, in my profits. 

I was particularly interested, Mr. Patty, in your balance sheet idea. 
That is an idea that is worth considering. 

You say th: at dollars on your balance sheet at the beginning of 
the year In Brazil, or whatever it is, and the dollars on the balance 
sheet at the iad of the year, not pesos or anything else but the dollars, 
should be compared, and then if there is a surplus we tax it and if it is 
a deficit we allow for it. That is your idea, isn’t it ? 

Mr. Parry. That is it in substance, yes. 

Mr. Mason. Very well. Suppose we apply that to investments 
here in America, in ‘ iew of our inflation? I bought E bonds 10 years 
ago and paid $75. I draw them out now and t get $100. But my 
SI00 will only buy $50 worth, compared to the $75 I put in. So I 
actually lose. $25, or have lost it. So the Government says I have to 
pay a tax on $25 because I am $25 better off. So that bal: ance sheet 
maybe ought to be corrected as the foreign balance sheet , don’t you 
think ? 

Mr. Parry. I think this is a very serious problem. As I recall, 
one of the prior panelists in discussing accouting methods in taxa- 
tion did go into this field. I think, however, th: at taxation has to be 


That is all, Mr. Chairman. 
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ractical. To attempt to apply any kind of an index to compute 
income taxes would just confound their complexity. 

Furthermore, in the situation I described, the drastic decline I 
referred to is over and above any evaluation of the dollar. Compared 
with the currencies I was speaking about, the dollar is stable. I was 
dealing with a problem in addition to the one you describe, for the 
currencies I referred to have declined 90 percent in 10 years even in 
terms of our dollar. 

Mr. Mason. Then our investments abroad have the inflation prob- 
lem to an exaggerated degree compared to investments in the United 
States, but the principle remains the same, does it not ? 

Mr. Parry. I would say so. 

Mr. Mason. So if we have to make allowance for the inflation 
abroad, it seems to me in order to treat our own people on the same 
basis, we have to make allowance for inflation here. Yeu say that is 
not practical. 

Mr. Parry. I don’t believe that follows, The taxpayers I was re- 
ferring to are suffering the same devaluation in the dollar that you 
refer to. The devaluation I am concerned about is one over and 
above that of the dollar. 

We are all suffering, worldwide, from the decline of currency in 
terms of goods. The proposal I am making simply put two taxpayers 
who are not now treated similarly in the same position. 

Mr. Mason. Your balance sheet takes dollars at the beginning and 
at the end of the year, and that is the basis. Those dollars, of course, 
are not the same. 

Mr. Parry. That is correct. 

Mr. Mason. That is all, Mr. Chairman. 

The Cuatrman. Mr. Baker will inquire. 

Mr. Baxer. Mr. Wender, I understood you a few minutes ago to 
say that the bulk of our U.S. investment abroad has been in Western 
Europe, which I think is undoubtedly true. Then I understood you 
to say that the Western European countries are rapidly removing 
all quotas. Did you gothat far with your statement ? 

Mr. Wenper. Well, I don’t believe in total dollar volume the bulk 
is Western Europe, but certainly in recent years that has been the 
main area of investment. If investment in natural resources is ex- 
cluded, I suspect it may be the largest. I did say that the Western 
European countries, with some pressure by our State Department, are 
removing restrictions on American goods. 

Mr. Baxer. A great deal of the Western European investment has 
been in West Germany, has it not? 

Mr. Wenper. Yes, sir. 

Mr. Baxer. I read in the paper not long ago where West Germany 
recently imposed an import duty or tax—import tax, I think they 
called 1t—on coal of about $4 a ton, which is about as much as coal 
sells for in most sections of this country—bituminous coal. Is that 
true? 

Mr. Wenoer. I was not aware of that, but I would not be surprised. 
They have a coal surplus and are doubtless trying to protect a domes- 
tic industry, as we do in many areas. 

Mr. Baxer. Mr. Sherfy, would you comment on that? 

Mr. Suerry. I do not know that to be a fact. 
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Mr. Baker. The figure was either $3.50 or $4 a ton. 

I have only one other line of inquiry and any member of the panel 
may comment on it. It is this question of confiscation. 

There was a headline on the front page of U.S. News & 
World Report a few days ago entitled “Steal of U.S. Property 
Abroad.” We read what is happening in Cuba. One of my con- 
cerns about H.R. 5, and I have been somewhat favorable to it, 1s how 
can we protect against those things. There is a provision, of course 
for reimbursement, to some extent, when a U.S. investment abroad 
is seized or taken by eminent domain, or the national interests, or 
stolen, whatever you want to call it. There are many signs right 
now that that may become much more widespread. If the United 
States is to reimburse for that, could that not run into tremendous 
sums of money ? 

I am speaking as one rather friendly to the principles of H.R. 5. 

Mr. Gleason, what would you say ? 

Mr. Gueason. Expropriation or nationalization of any investment 
is one of the inherent risks in investing abroad. The businessmen 
that do make such investments certainly take it under consideration. 
I wouldn’t suggest for a minute that we put into the statute as a 
possible assistance by the Government, if you will, the war loss pro- 
vision which we had during World War II. I don’t think it is indi- 
cated. My feeling is that it is just one of the risks that we have to 
accept. 

Mr. Baker. That does not quite answer my question. Maybe I 
should ask this question: What is existing law on the subject? Let 
us take a concrete case. Suppose Sears Roebuck, which Mr. Bog 
referred to, establishes a million-dollar store in Havana, and Wr 
Castro’s economic people decide they would like to nationalize that 
store, so they nationalize it, and make some sort of token payment on 
their idea of value. There is some existing law that developed in our 
hearings on H.R. 5 that this country reimburses. What is existing 
law on the subject? Does anybody want to answer? 

Mr. Wenpver. There is insurance in some situations. The example 
you picked, they do not have, I am sure, expropriation insurance. 

Mr. Biovenu. They have an agreement. 

The publication, the so-called Straus report, lists countries with 
which the ICA investment agreements were in force as of December 
31, 1958, and Cuba is one of those countries. This would apply to 
new investments. 

Mr. Wenper. But still, there are two steps to it. One, there must 
be an agreement in force between the United States and the foreign 
country. Secondly, the investor must have gone to the ICA and ob- 
tained the insurance. As a precondition to that, there must be an 
agreement between the United States and the foreign country. Cuba 
is a country in which one might have obtained insurance for a new 
investment insurance. 

Mr. Bioucu. So if Sears, Roebuck had done this and got their 
insurance—— 

Mr. Wenper. I think they opened their store in the early 1940’s, so 
there wasn’t any insurance. But if a company had insurance, there 
would be a reimbursement for expropriation and the company would 
have paid insurance premiums for that protection. I don’t know 
what the balance of the insurance funds are or would be. 
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I think Mr. Baker asked what the treatment would be in the ordi- 
nary case of say an expropriation. The consequences would depend 
a little on the form the expropriation took. If it were an outright 
expropriation without payment, there would be an ordinary loss from 
the worthlessness of a wholly owned subsidiary corporation. 

Mr. Baxer. Are you talking about a tax loss? 

Mr. Wenper. Yes. 

Mr. Baxer. I am not talking about that. I am talking about the 
future operation of H.R. 5. 

Mr. Wenper. Well, H.R. 5, I think, is very directly related to this 
problem. What the bill does is to offer business an opportunity to 
develop its own capital for investment abroad. This should tend to 
decrease the need for things like ICA insurance against expropriation. 
Under the bill, the Government would considerably ease many invest- 
ors’ problems in obtaining the capital for a particular investment. 

Another aspect of the problem is that H.R. 5 is not selective. The 
benefit of the bill would apply wherever a company invested in the 
world. It might be appropriate as an additional policy measure to 
use guarantees with respect to those countries in which we, as a na- 
tion, are especially interested in having investments and in which the 
risks are very great in the minds of the businessman who must make 
the investment decision. But guarantees are a selective incentive. 
They can be granted where you will, according to the type and place 
of investment. But what H.R. 5 does is to ease the problem of ac- 
cumulating the capital to make an investment. 

Mr. Baxer. That still does not get to my fundamental concern. 
Maybe Mr. Blough would like to respond. I would like to speak 
prospectively. If any plant goes into a foreign country and under 
this insurance provision of ICA, as I understand it—and I want in- 
formation—this foreign country expropriates, issues its own bonds, 
I suppose, which may or may not have any value, most likely very 
little dollar value, in payment of their idea of value, under what we 
would call eminent domain, I suppose, in this country, or 
nationalization. 

Then does the insurance feature of ICA come into effect, and this 
company is reimbursed for the amount of their loss? 

Mr. Biovexu. Congressman Baker, it is my understanding that if 
the U.S. Government and the country in question have a treaty in 
which the country and the United States enter into an agreement 
about this expropriation matter, and if a business making new in- 
vestments, not old investments but new investments, applies for ex- 
propriation insurance, pays the premiums and so on, and then expro- 
priation takes place, the U.S. Government will reimburse to the extent 
that reimbursement is not secured from the foreign government. It 
is my understanding that that is the situation. 

Mr. Baxer. Does anybody have any idea how much has been paid 
out under that insurance? 

_Mr. Biovuen. I doubt if anything has been paid out. It is a rela- 
tively new provision. Expropriation is very much Jess common than 
people believe. Prospectively, we don’t know, of course, but retro- 
spectively, aside from the Communist expropriations, which nobody 
has ever managed to get anything back on, and certain others which 
have never been reversed, much of the expropriation that has taken 
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place has been followed in later years by a change of heart on the 
part of the Government, and negotiat ion of the situation, a partial 
restoration in some cases, or complete restoration. 

While it is a very worrisome thing, _ might be more worrisome 
for the future than the past, to be sure, I don’t think this is as major 
a factor as we may feel at the moment because we have the Cuban 
situation so clearly and presently before us. 

Mr. Baxer. It is not entirely limited to Cuba. Just last week one 
of the Mideast countries, Iran, I believe, said they were going to 
insist on raising the royalty on oil from 50 to 75 percent. 

Is that right? That was in the paper. Move that a little further 
and it would be expropriation. It would not take but 25 percent 
more or 15 percent more to actually take it over. 

Mr. Bioven. Congressman, as far as I know, the expropriation 
guarantees and insurance do not apply to harassment on the part of 
a government. 

Mr. Baxer. I am afraid not, either. It would have to be an actual 

nationalization or expropriation. 

Mr. Bioveu. That is my understanding. 

Mr. Baxer. You don’t think, then, prospectively, that is anything 
much for the Congress to worry about, to look into this insurance 
part of ICA? 

Mr. Bioven. I certainly would think it is well worth while looking 
into. My own belief is that the more investment that takes place, the 
more economic development that takes place, the greater will be the 
longrun economic and political stability. It is one of the things which 
will help to reduce the amount of expropriation that takes place. 

I would not say that this is necessarily true over the next 10 or 20 
years, because economic development is a very disturbing influence on 
a country in the early stages. 

Mr. Baxer. I have one final question. Would that subject be a 
proper inquiry in connection with enactment of H.R. 5? 

Mr. Brover. Congressman, any inquiry which this committee 
wishes to initiate would, in my opinion, be a pertinent one. 

Mr. Mason. Would H. R. 5 yaggravate that situation ? 

Mr. Baxer. In H.R. 5 we are encouraging investments abroad. We 
have a moral obligation as a nation to perhaps see to it that our citi- 
zens do not have that completely taken away from them. Should we 
explore further this insurance feature as to what effect it might have 
prospectively? I think probably the answer is “Yes.” 

Mr. Broven. I doubt if it has a great deal to do with this particular 


act. It certainly seems to me to be an important matter that deserves 
very careful attention. 


Mr. Baxer. Thank you. 

The Cuatrman. Mr. Alger will inquire. 

Mr. Arcer. Gentlemen, I don’t really propose to ask : any questions. 
I want to make a brief statement based on the statements you made. 
I am ready to leave you with the thought of at least one member, 


speaking for myself alone, that you have been very helpful about H.R. 


5. Certainly I am for tax relief for everybody. I want to give you 


what seems to me to be an inconsistency or contradiction, which leads 
me to think you should study this further. 
foreign aid. We cannot go into that. 
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means high taxes for everybody. High taxes kill incentive both at 
home and abroad. That has been pointed out. If we pass H.R. 5 and 
if H.R. 5 cuts taxes abroad, and we don’t reduce Government spend- 
ing, then we have to reduce taxes at home, which means that the do- 
mestic industry aon pick up the tab and domestic citizens for the 
help g given overseas. Then if we go further and have a deficit, which 
is borrowing money to give it away, even though there are fine pur- 
poses for giving it away, then we e nd: anger the value of our currency 
and further kill incentive. I am not saying that H.R. 5 would do 
these things. I am merely relating the fact that H.R. 5, if you bring 
in foreign aid—maybe I am saying it another way. Shouldn’t we 
consider legislation directly on this subject rather than the indirect 
legislation we are doing in this committee through a tax policy ? 

To me, I think it offers some suggestions for study. Constructively 
my thought is this, that we could reduce foreign aid, certainly stay 
within a balanced budge t, no deficit, and we could cut the tax rates 
both abroad and at home without any strings attached. Then there 
is this matter of whether we should directly consider legislation which 
is in the nature of a subsidy rather than the indirect effect through 
taxation which we are doing here. 

That is all, Mr. Chairman. I have covered a world of ground, but 
I feel better for saying it. 

Gentlemen, I wanted you to know how I feel, and maybe you can 
enlighten me further in future years, if I am here. 

The CiuarrmMan. Does anyone wish to respond ? 

Mr. Wenper. On the average, any revenue estimate which has been 
made under the Boggs bill—— 

Mr. Auerr. Any what? 

Mr. Wenper. The revenue estimates that have been made of the cost 
of the Boggs bill are based on a residual U.S. tax. The U.S. tax col- 
lected on foreign income is not 52 percent. Because of the foreign 
tax credit probs ably not more than a 10-percent tax is actually collected 
on foreign income. Thus, the U.S. tax that would be postponed under 
the Boggs bill, H.R. 5, is 10 percent. Every dollar that is privately 
invested abroad under that bill would only cost the t taxpayer 10 cents, 
which is all the United States would have collected on it. 

Mr. Aucrer. You understand, I am not talking about tax cut. Iam 
not talking about deferment. 

Mr. Wenper. I am talking about the Boggs bill in relation to the 
question of foreign aid. Every dollar privately invested abroad un- 
der the stimulus of H.R. 5 would only cost the taxpayer an average of 
10 cents in tax revenue, whereas every dollar of foreign aid uses a full 
dollar of tax revenue. Hence, if there is even a one-tenth substitution 
of private investment for foreign aid as a result of H.R. 5, the Boggs 
bill has cost us nothing as a nation. If the bill stimulates more than 
a 10-percent substitution, we will be saving money by it. 

Mr. Atcer. I appreciate that point. I am going to study it further. 

Mr. Greason. Could I make a comment? I would also like to say 
that some of us, a good many of us, feel that this foreign investment 
does tend to increase exports. 

It does increase the manufacture of goods for export, and certainly 
the business activity which is stimulated is taxed here. The revenue 
loss estimates on foreign source income—we have heard quite a bit 
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last summer about what they would be by passage of this bill—don' 
generally take into account any plus factor of the taxes collected on 
increased exports. 

The suggestion that the bill will tend to reduce the revenue I am 
inclined to think is not valid. 

Mr. Suerry. I happen to think that the passage of the Boggs bill 
adopts two basic principles which I have always felt desirable for 
many years. Therefore, I think that the tax principles adopted better 
the tax system. For years I have felt that the overall limitation was 
beter than just having it country by country. I think exclusively 
the overall limitation reaches the right result. I think compart- 
mentalization of income and activities in each separate country is not 
as desirable as treating all foreign activities as one. Secondly, I like 
the foreign business corporation because it postpones tax on foreign 
income comparable to foreign subsidiaries, which is today’s law, and 
therefore removes some of the differences in tax treatment based upon 
organizational structure. I think the reason that the Boggs bill and 
the foreign business corporations is better than previous proposals in 
the past, with respect to which I have been previously closely asso- 
ciated with in 1950, is just that, that you can transfer funds from one 
country to another and you get the overall limitation, and the money 
comes back in U.S. taxes. I like that principle. 

Mr. Arcer. I was not only directing my thought to that. I was 
more concerned with the tax cut feature. That is what was troubling 
me, 

Thank you very much. 

The Cuarrman. Mr. Ikard will inquire. 

Mr. Ixanp. I have just one question. A suggestion was made in 
the compendium that a subsidiary, an export subsidiary, could con- 
ceivably operate wholly within the United States and not pay any tax 
at all. That was posed, I believe, as a question. I would like to have 
Mr. Gleason or Mr. Wender, whoever made the statement, present 
their comments on that and develop it further. 

Mr. Gieason. Do you mean how it is possible? 

Mr. Ixarp. Yes, sir. 

Mr. Gieason. Well, it is possible in this way. Under our rules of 
source of income, in a purchase and sales transaction the income is 
presumed to be derived from the country of sale. Let’s say a Swiss 
company comes in and buys goods in the United States and takes them 
out and, let’s say, sells them in France, Spain, or somewhere else. 
There isn’t any U.S. source income under our rules for that. Now 
let’s say that this Swiss company is owned by some Americans who 
may be sitting in St. Louis. When the profits are brought back in the 
form of dividends, they will pay a nice, big, fat tax on the dividends, 
with no foreign tax credit. 

Mr. Ixarp. But I have reference to page 2173. It is my under- 
standing from the second paragraph on that page that the question 
posed there. compares the situation of an export subsidiary with 
that of a subsidiary operating wholly within the United States. 

Mr. Wenper. I am afraid you are holding Mr. Gleason responsible 
and it is my statement. 

Mr. Ixarp. I know it is your statement. 
Mr. WenpveER. Do you mean it is possible? 
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Mr. Ixarp. As I read your statement, you do not make it as a posi- 
tivestatement. You raise that question. 

Mr. Wenver. The only reason it is not completely positive is that 
this is an issue which is now being litigated. But insofar as the 
existing law goes, as enunciated by the courts, the statement is true. 
It theoretically would be possible, as Mr. Gleason suggested, to in- 
corporate, say, 2 Panamanian corporation, whose only office was in 
St. Louis, and which conducted its business in St. Louis; to avoid 
having any United States income; and, hence to pay no United States 
tax until such time as the Panamanian corporation distributed its 
earnings as a dividend. 

Mr. Harrison. On its sales abroad, do you mean? 

Mr. WeNpber. Yes, on its sales outside the United States. 

Mr. Ixarp. And the parent company would not be liable, in your 
opinion, under the present law, for the profits of this subsidiary, ex- 
cept as a stockholder receiving dividends? 

Mr. Wenper. Yes, unless the law is changed by the current 
litigation. 

Mr. Gieason. Could I add one comment ? 

Mr. Ikarp. Yes, sir. 

Mr. Gieason. If this foreign corporation used as a vehicle for ex- 
porting, such as I suggested here, is affiliated by ownership with the 
company that manufactures the goods which are being exported, there 
is section 482. 

Mr. Ixarp. That is the situation I had more in mind, that type of 
situation. 

Mr. Gueason. Well, of course, it is a tremendous administrative 
problem—what intercorporate pricing should be in various types 
of business. The Revenue Service is looking very closely at this, and 
they limit, insofar as possible, the actual profit allowed to be held, so 
to speak, for tax purposes, in this foreign company to only the ele- 
ment which is allocable to the exporting, itself. They will not allow 
manufacturing profits. It is a fairly tight line. It is one that is ad- 
ministratively difficult to handle. There are other areas, incidentally, 
where the same problem arises. 

Mr. Suerry. Mr. Ikard, this problem was discussed by Mr. Glass- 
man, of the Treasury Department, at a recent tax institute, and he 
has indicated that the Service is taking a hard look at this. The nub 
of the problem is this. Whether the rule that establishes that again 
ona sale of a product depends upon where title passes, whether title 
actually passes, or whether title is going to be ignored. For years— 
and I think Mr. Wender will agree with me—we have always thought 
that where title passed the sale occurred and the profit occurred at 
that point. Several cases, such as East Coast Oil, Ron Rico, Balanof- 
sky, and one other recent case I forget in the Tax Court, showed 
that. However, I think the Tax Court is looking into it to see if title 
is passed abroad to get out of taxes. It happened to have some strange 
functioning, too. The very purpose of Western Hemisphere, for 
example, and the very rule of foreign corporations, is that the income 
is either at a reduced rate or at no rate, if it is foreign income. Is it 
then tax avoidance to arrange a transaction so that those rules apply ? 
It is a difficult problem. 

The Cuarrman. Mr. Gleason, before we get to the specific subject 
before the committee this morning, I am stimulated to ask of you a 
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few questions, raised by your remarks preliminary to your discussion 
of the specific subject, because I read in your statement some of the 
fears that are in my own mind, 

We are told that with respect to our economic growth over the next 
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tion of domination, that we might well lose our opportunities for 
security in the decade ahead if we do not do more in the direction of 
creating a climate here at home more conducive to a higher rate of 
growth here at home. 

Perhaps I have attached too much significance to this, and maybe 
you in your statement attach too much significance—I don’t know— 
but I say you have expressed the fear that I have in my own mind, that 





































the crux of this thing may well be in our rate structure of taxation on ! hav 
individuals, and I will add corporations, though you did not. The easy pe"! 
way to bring about reduction in rate of taxation, the simple way, is J 2" © 
to be able to reduce spending so as to justify a reduction in rates, [ ™pose 
I am sure you agree with that. growth 
Mr. Guxrason. Absolutely. Mr. | 
The Carman. I do not know whether you are as pessimistic as] J YU V4 
am about the possibilities of such reduction in Government spending t's 2° 
as to permit the type and kind of rate reduction, taxwise, that I would ff mistic, 
feel would be offering us better possibilities of growth in this decade § M¢reas 
ahead. But I have been somewhat pessimistic about it. rate re 
Have you had that same pessimism to some extent ? a ry. 
Mr. Guieason. Well, certainly on performance we have not been § £0" 
very good about reducing expenditures. I do not see any particular The 
reason to hope that things are going to get very much better. a tax | 
The Cnamman. The record does not indicate much hope, I must Mr. 
admit. That is the reason why I have this pessimism about it. compl 
We have talked in terms that it might be possible for us to reduce § *4 S« 
rates of taxation and maintain a balanced budget. True, the develop- § ‘here: 
ment from economic growth of additional revenues to the Government § Stic 
under our present rate structure is at a faster rate than expenditures think 
rise. I donot know whether you have made a study of this particular § $2 
point or not. I have looked at the figures, and almost invariably we our be 
find, as we had a rate of growth to produce more revenue to Govern- Th 
ment, that spending by Government has risen by comparable levels. of spr 
So I have very little confidence, as we go into the future, without — % Te 
control of spending on the one side, that we will find it possible to that 
develop revenues faster than spending may rise as a result of economic about 
growth. I am somewhat pessimistic about that approach. will : 
It has been pointed out to me and to many others that since this § (7° 
matter is so critical, that maybe there is some possibility, through trol 1 
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our laws, our tax laws, if we are to have a climate more conducive to 
that type of economic srowth that may well be required of us in the 
jecade ahead. 

[hope you feel the importance of that. 

Mr. Gueason. I do, sir. 

The CuarrMAN. No one has ever thought, and certainly I have 
never thought, that it would be possible to accomplish this objective 
by removing from the law all exemptions or all deductions, or all ex- 
lusions. That might be, theoretically, and from the point of view 
of even practical sense, in the long run, as we look backward, the 
gund thing to do. But I would think it would be very nearly impos- 
ble of accomplishment. I do not know as a result of the studies we 
have made of these particular provisions just how much opportu- 
nity does exist. This is what we are trying to find out. That is, 
for taking the third approach to rate reduction. 

I have been concerned that the development and continuation in 
peacetime of a system of taxation which was conceived in wartime 
when economic growth was not an important consideration, might 
impose very serious obstacles in peacetime to the desired rate of 
orowth we have 7 have. Asa businessmen, do you feel that way # 

Mr. Gueason. I do, sir. It isa question, it seems to me, of how 
you want to spend, so to speak, the tax dollars which are inherent in 
this normal growth that we have. You have suggested, being pessi- 
nistic, about being able to hold the line on expe inditures to permit the 
increase in tax collections under the present structure, to be applied to 
rate revision. I hope that that can be done. I think we should give it 
atry. If it does work, the stimulation afforded by the tax reduction 
is going to increase the tax, because we are going to get more business. 

The Cuarrman. In my mind, there is no question about that, that 
\ tax reduction would be a stimul: a 

Mr. Gieason. My thinking about it, sir, is perhaps as simple and un- 
complicated as that. Cert ainly there are some deductions and credits 
and so on that, on the basis of equity or need I agree should not be 
there. But I don’t think that there are enough of them to afford 
sufficient tax dollars to be applied to the surtax rate reductions. I 
think probably the only real chance that we have, without completely 
going to a gross sales tax are, let us say, a gross income tax. I think 
our best chance lies in the Herlong- Baker bill. 

The CuHatrmMan. If we could just have some assurance that our rate 
of spending would not go up, and that we could stabilize it where it is, 
or reduce it some, there might be some justification for thinking 
that we could have balanced budgets during this period and bring 
about reductions. But I just have a thought that we cannot or we 
will not control the rise in spending to the extent that would be re- 
quired to accomplish that result. I hope we can. I hope we can con- 
trol it. 

Mr. Gieason. I certainly hope we can. 

The Cramman. But the conclusion that I have reached about our 
tate structure is that we might well describe our present system as 
being something less than a tax rate system with a conscience. 

Apparently In your next sentence you have reached about the 
same conclusion, because you go a little further than I might go, 
when you say that savings, the only source of risk capital, are drying 
up, and the ability to save has to a great extent been sterilized. 
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I don’t know that I would go as far as you have in saying that they § The C1 
are drying up, but my concern is that there may not be under our tar Mr. Gi 
system enough savings left to bring about the growth in productive ff jyeign ¢ 
capacity that is essential in this decade ahead. You may be a litte The C 
stronger than that, even, because you say that in some instances it has Jf porting) 
been, to a great extent, sterilized. If it has, that presents for the fu. poment: 
ture a very grievous problem, does it not? Mr. G: 

Mr. Gieason. It does, sir. Mr. W 

The Cuarrman. Let me ask you this, then, which brings us downto — The C 
a discussion of the subject matter before us, and some of the concem % Now, 
that I have for it. Agreeing generally with your thought that under & psultin; 
existing law our savings are not sufficient in this period, are we, in J soods. 
connection with any proposal for improved tax treatment of foreign § pore. 
investment income, creating opportunities wherein those savings will & the flow 
to a great extent have been sterilized; those savings that are not sufi- B Isn't t 
cient will be directed into use overseas rather than into use here at § Mr. ¢ 
home where the bulwark of our growth must lie? have in¢ 

Mr. Greason. My feeling is, sir, that the sort of thing that we would J The ¢ 
do here in the foreign-income area will tend to produce an economic § Mr. ¢ 
activity which otherwise just will not exist. The | 

The CHamman. Let me ask you whether it will or will not exist. Mr. ( 

Lay aside for the moment the situation in the so-called under. The § 
developed countries, and I have never been able to properly define in § ing for 
my own mind, in general, let alone for purposes of taxation, just what Mr. | 
an underdeveloped country is. Is there evidence to lead us to believe The | 
that investment of American dollars outside of underdeveloped coun- Mr. 
tries is at such a pace under existing provisions of law that there needs The | 
to be further inducement and further incentive to the investment of Mr. | 
American dollars in those areas? The 

Mr. Gieason. Well, I think there is, sir. Mr. 

The Cuarrman. How do you reach that conclusion? I am in- § militar 
terested in your conclusion. I am interested in how you reach it. § substa 
How do you reach it in the light of all the information that is given § investt 
to this committee when it considers another subject. with regard to the § trade | 
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balance in the flow of American dollars? Remarkable progress has 
been made in Western Europe in the investment of American dollars 
under provision of existing law. How do you reach your conclu- 
sion and why? 

Mr. Girason. I reach it in this way: We have to go back, briefly 




















and generally, to the comparisons of increases in foreign trade; that The 
is, exports to countries in which we have investments. They tend to § furth 
increase as investments increase. I think we are then ahead on it. § Euroy 

The Cuamman. Let me ask you this: How are we net ahead if § devel 
continued claims against our gold are on the rise, possibly this year J ot all 
to the extent of $4 or $414 billion. This causes us to be very mindful § that « 
now of the fact. that we are the world’s banker, and that how we per- ul 
form in the field of maintenance of the value of the dollar is more Mr 
important than ever before because of the possibility of a run on us § “me 
us the world’s bank ? other 

Mr. Gieason. That possibility does exist, I suppose. But it does § Short 
not seem to me that it is this current business investment, if you will, § . Th 
plus the returns that we get from stimulated businesses, that is cree § “™ 
ating this imbalance. It is one of the plus factors in our favor. + aa 


That 
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The CuarrmaNn. What is creating it, then? 

Mr. Gueason. It is mostly the Sant Government grants-in-aid to 
foreign countries. 

The CuarrMAN. That is only a part of it. Actually, are we im- 
porting more in total of goods than we are exporting in goods at the 
moment ? 

Mr. Greason. I am sorry, I cannot tell you that. 

Mr. Wenver. We are not, Mr. Chairman. 

The Cuamrman. That is right. 

Now, the imbalance in the flow of our gold or of our dollars is not 
resulting from a greater amount of imports of goods than exports of 
woods. It must be resulting from at least two things, and perhaps 
more. These dollar grants in aid that the country is extending, plus 
the flow of American dollars overseas seeking investments. 

Isn’t that what is creating this imbalance? 

Mr. Gueason. That is one element in the total, but the figures 1] 
have indicate it is a very small element. 

The Cuarrman. What is the main element, then ? 

Mr. Gieason. I think the direct grants-in-aid is the main element. 

The Cuairman. I included that. 

Mr. Gieason. That is the main element, sir. 

The Cuatrman. Then can we reverse this flow by merely eliminat- 
ing foreign aid ? 

Mr. Gieason. We certainly would. 

The CHatrMAN. Do you think that is the way to reverse it ? 

Mr. Greason. I think it would, yes. 

The Cuatrman. Do you agree with that, Mr. Blough? 

Mr. Bioven. No, sir; I do not. 

The Cuarrman. I do not either. Tell me why. 

Mr. Brouen. The amount of foreign aid, aside from transfers of 
military goods that do not affect the balance of payments has decreased 
substantially over the past decade while the net outflow of private 
investment has increased substantially. Our favorable balance of 
trade has been less in the 1950’s than in the 1940’s. It is the change 
in the situation with respect to our position in trade that is chiefly 
troubling me, and not the impact of either the foreign aid or the 
foreign investment. Of course, as I stated previously, not all the aid 
or investment dollars are spent directly in the United States and 
there is some adverse effect on the balance of payments. 

The Cuatrman. We have looked at the question of whether or not 
further inducements are needed to attract foreign investments in 
Europe, say, and Canada, or in some other country that is not an under- 
developed country. Do we do this, and create this different treatment 
or allow for this different treatment of foreign income, on the ground 
that any reduction as is involved in the annual tax consequences is 
— in the interest of fairness and equity under existing law? 
_Mr. Grnason. I think I would answer this way, that in a very short 
time there will be earnings from these investments which would not 
otherwise exist. I don’t believe that over a period of a comparatively 
short time that you do have a net decrease in the tax. 

_ The Cnatraan. I know, but we are doing this apparently because it 
is in the national interest. to attract American Gino to investments 
overseas. Those American dollars go overseas and find investments. 
That is a continuing drain, if this provision would accomplish what 
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you have in mind for it. But there is nothing that is going to com 






















































































































































ack from that investment except as the taxpayer desires to bring i MY °" 
back. ‘BE bill relat: 
Does that help to improve the balance of payments, the flow 1° ; 
dollars, or does it further increase the imbalance ? Bander ot 
Mr. Gueason. The earnings on these investments tend to and d sterilized 
flow back. oversea 
The Cuarmman. But only when the taxpayer wants to bring then provide | 
back; yes. ' Mr. P 
Mr. Gieason. But they still come back, sir. The ¢ 
The CuarmrMan. Sometimes. Would they come back, though, « that lea 
they now come back ? should 
Mr. Gurason. They would, sir. —_ 
The Cuarrman. You still think they would? Mr. J 
Mr. Gieason. Yes; I certainly do, sir, if for only to service divi: underst: 
dend requirements of the corporate businesses here. produce 
The Cuarrman. If they are going to come back as they do nov, approx: 
what is the purpose of going through all of this? ' exports 
Mr. Gurason. Because income by these investments which other § U0" 
wise wouldn’t exist is created, or at least it is owned by Americans and thi 
and American firms. ‘This 
_ Mr. Mason. But those dollars wouldn't lie idle here if we did not abroad 
invest them there. They would be invested here and bring in the ate prs 
income. EXCESS | 
The Cuarrman. Mr. Blough, do you have any comment ? past, t 
Mr. Sherfy, have you a comment? f mport 
Feel free to interpose at any time. we sho 
Mr. Bioven. I would like to comment on this. I thought the pur- On | 
pose of H.R. 5, the Boggs bill was to encourage companies to leave these | 
the profits abroad and not bring them home. a 
The Cuamman. I thought that was one of the purposes. The 
Mr. Broven. Unless it succeeded in doing that, it would be a great doubt 
disappointment, certainly to me, and I don’t see that it would be of mittee 
any particular benefit to any U.S. company. think 
The Cuarmman. Say that it does serve that purpose and that it Mr 
does attract more investments of American dollars overseas. Doe § °™ © 
that have an adverse effect, then, over a period of time, on the dollar count 
balance of the United States? Unite 
Mr. Broven. As I said before, at the time the investments takes § °°” 
place, I think there is a net adverse effect on the dollar balance, al- § "| 
though exports are increased. I don’t think they are increased to incon 
the full extent of the capital going abroad. When economic develop- of th 
ment takes place as a result of the investments, there will be more the t 
purchasing by the foreign country, but not necessarily from the § hic 
United States. When the dividends are brought back, of course, we M 
have a benefit to our balance of payments. But to the extent ‘that a tel 
the law is successful in discouraging the bringing back of the divi- be b 
dends it would not improve our balance of payments during the pe- eign 
riod they were left abroad. / a a SU 
I do not see any need for any further stimulation of investment in Old 
Canada and Europe. It seems to me the stimulation is very consid- § ™*" 
erable at the present time, because of the European common market, inve 
the free-trade area and other factors. offe 
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My only interest in the tax postponement achieved by the Boggs 
bill relates to economically underde »veloped countries 

The Cuairman. What I am trying to find out is whether or not 

ynder our existing tax law these savings that are, to a great extent, 
gerilized, that are drying up, should be given an inducement for 
oversea investment at a time when it may not be possible for us to 
provide inducement here. 

Mr. Parry. Doesn’t it become just a question of pr iority ? 

The CuatrMan. Yes, it may well be priority. If it is priority, then 
that leaves me rather confused, because how do we judge whether we 
should provide inducements to investments of savings abroad, or vice 
versa. 

Mr. Parry. I think we ought to look at the past history. As I 
understand it, at the present tume the imbalance of payments has been 
produced primarily by a decline in our excess of e xports over imports 

approximately as follows. In 1956, there was a $4.7 billion excess of 
exports over imports. In 1957, the excess rose to $6 billion under 
unusual circumstances. In 1958, the excess dropped to $3.5 billion, 
and this year it is down to approximately $1 billion. 

This emphasizes the need for improving our competitve position 
abroad. But the fact is that today our previous investments abroad 
are produci ing a net balance of approximately the same amount as the 

xcess Of exports over imports. ‘Thus our investments made in the 
past, that we are concerned about as to the future, are giving us an 
mportant backlog of import dollars at the present time. I think 
we should assume that this will be true as to the future. 

On the question of priority, it seems to me that if we do not make 
these investments somebody else is going to, and that this m: Ly injure 
our opportunities for a long tim ein the future. 

The Cramman. That is an important consideration, there is no 
doubt about that. That has been brought to the attention of the com- 
mittee in consideration of this matter before. I am disturbed as I 
think of these prospects. 

Mr. Greason. Could I make this comment about Canada and West- 
ern Europe, and so forth? Generally speaking, the tax rates in those 
countries, being virtually as high and in some cases higher than in the 
United States, the Boggs bill, H.R. 5, isn’t any incentive there at all 
because nothing is being deferred. The foreign tax credit calcula- 
tion as it exists today would completely eliminate any y U.S. tax on the 
income from investments going in those directions. So just because 
of the foreign tax credit system and the way it works, the benefit of 
the thing would flow from the countries that have lower tax rates. 
which tend to be these mysterious underdeveloped countries, 

Mr. Wenper. I wanted to say, Mr. Chairman, that I think there is 
atendency to overemphasize the importance of the change that would 
be brought by the Boggs bill, H.R. 5. Actually, as respects new for- 
elgn investments, there are ver vy few companies that are not getting to 
a substantial extent the advantages that are contained in that Dill. 
Old investors—that is, companies with substantial foreign invest- 
ments—are getting the advantage of deferral with respect to new 
investments. Hence, { think the point Mr. Sherfy made, that H.R. 5 
offers a more reasonable regime for taxation of foreign i income may be 
very relevant. There are good arguments that companies with exist 
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ing foreign investments which may not be able to obtain the benef 
of deferral, should be allowed to do so. 

The Cuarrman. That is what I want to find out. I have difficult 
in reaching a conclusion that we have to take this step in order tj 
further induce savings to.go abroad and on a general basis to al 
countries abroad. I mentioned the point a moment ago that I wantej 
to look at it from the point of view of fairness and equity. Yo 
brought that up. 

Let_us focus our attention on that. Do we have to take this ste 
in order to bring a higher degree of fairness and equity into exist. 
ing laws, at least with respect to the present treatment of foreign 
income ? 

Mr. Suerry. People can differ on that, of course, Mr. Chairman. 
When you say, do we have to just take one provision that I happen 
to be over the years so interested in, the overall limitation. I think 
you need it. I think that is a demand for fairness and equity. | 
will admit this, that throughout the period I was in the Treasury 
Department I convinced none of my superiors of that. But I have 
always felt that the elimination of it country by country and the 
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retention of the overall limitation was the preferential way. I am sé 
also very much in favor of the foreign business corporation. eidence 

The Cuarrman. I have always thought as you have that the overall yyy. } 
limitation is proper limitation. But there is a lot more involved inthe§ yy. 
taxation of foreign income as we are considering it than merely the} T¢ th 
question of whether we provide the alternative between country by} anni 
country and the overall limitation, ing the 

Mr. Suerry. You are certainly right, Mr. Chairman. and me 

The Cuarrman. What I want to know is whether or not there is } tage as 
some situation that exists today that applies to everybody with respect] ‘The 
to the present tax treatment of foreign income that creates an inequity velop 
with respect to somebody else’s foreign income ? ment: 

Mr. Wenper. I think there clearly is. Let us take two examples. | 1S, | 
In very practical terms, suppose the X corporation sets up a manu- | Mr. 
facturing subsidiary in Venezuela the stock of which is owned by a | yr. C 
Panamanian corporation. Venezuela has, except in the oil industry, } Th 
relatively low rates of tax. And let us assume Y corporation started } of th 
in Venezuela 10 years ago and has a similar manufacturing company J sabl 
in the same line of business. If both of these companies, X and Y, } ment 
wished to move funds out of Venezuela and into Brazil, company X | the U 




















that has a holding company in between will pay no U.S. tax on the Mi 
dividend out of Venezuela and can thus invest the whole sum in } bala 
Brazil. Company Y that started out 10 years ago without a holding ] yisio 
company must pay nearly half the Venezuelan dividend in U.S. taxes M 
before the dividend can be reinvested abroad in Brazil. As between ] gres 
these two companies in the same industry, with similar plans for ] here 
building their international business, I think there is a substantial } men 
inequity. _ | espe 

The Crarrman. Mr. Blough, what do you have to say about this § and 
question of equity, taking into consideration the specific type of § dev 
example he is referring to? feel 

Mr. Buioveu. I think that as between companies with these different T 
arrangements, there is a substantial tax inequity. ma 






The Cuarrman. Should we not try to correct that inequity ? 


INCOME TAX REVISION 1183 


Mr. Biroueu. The inequity, I think, can be corrected in one of two 
lirections: it can be corrected by taking the benefit away from some 
me who now has it, or it can be corrected by extending the benefit 
someone who does not now have it. 

The Cuarrman. The practice in the past would indicate that it 
ould be easier to extend it. 

Mr. Broven. Invariably, Mr. Chairman. 

One thing I see as a possible benefit from the foreign business 
corporation is an improvement in the administration by the U.S. Gov- 
emment of its taxes on income of corporations engaged in foreign 


Phusiness operations. It would be quite feasible, it seems to me—and 
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the lawyers may have different ideas about this—it would be quite 
feasible and entirely proper to deny the benefits of the foreign tax 
edit to a Panamanian intermediate corporation, for example, if the 
establishment of a foreign business corporation was readily available 
ioanyone who wished to set one up. It would then be much easier 
for the Internal Revenue Service to check on the fairness of intercor- 
porate prices, and in other ways, to see to it that tax laws of this 
ountry were being lived up to. 

I am not suggesting that anyone deliberately try to run too close 
to the edge, but these things do happen somehow by accident or coin- 
cidence. 

Mr. Mason. Or by deliberation. 

Mr. Bioueu. I was withholding my comment on deliberation. 

If the foreign business corporation is included by the committee in 
planning the bill, and is used by the Government as a method of mak- 
ing the administration of U.S. taxes on foreign business more uniform 
and more complete, it seems to me there might be a substantial advan- 
tage as far as equity is concerned. 

The Cnarrman. Is it possible for us in this area, gentlemen, to de- 
velop a set of provisions with respect to the treatment of U.S. invest- 
ment abroad, which would not be influenced by deevlopments in the 
U.S. balance of payments? 

Mr. Bioven. I wonder if you would care to repeat the question, 
Mr. Chairman. 

The Cuatrman. I am asking whether or not in the opinion of any 
of the members of the panel it might be possible for us to develop a 
stable set of provisions in regard to the tax treatment of U.S. invest- 
ment abroad, that would not be influenced by the developments in 
the U.S. balance of payments. 

Must we be cognizant of what we are doing with respect to U.S 
balance of payments because of our inability to develop stable pro- 
visions that are not influenced by this question ? 

Mr. Broven. Mr. Chairman, I think the answer I gave to Con- 
gressman Boggs on that question is the answer I would have to give 
here. I do not believe that the adverse effects on our balance of pay- 
ments growing out of the type of provision that the Boggs bill makes, 
especially if this is limited to profits on business carried on abroad 
and is not extended to export profits, and if it is limited to the less 
developed countries—I think under those circumstances we could 
feel that the effects on the balance of payments could be disregarded. 

The Cuamman. Let’s look at this question whether, as a practical 
matter, we could justify the establishment of this treatment in the 
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underdeveloped countries and exclude the so-called developed coun. 
tries. 

We discussed that, Mr. Wender, in the course of our hearings las 
summer. 

I was somewhat impt ressed with the thought that if you do it at all, 
you might make a mistake by using the tax law to determine the 
direction of the investment. 

Mr. Blough, the Treasury takes the position that it is all right if 
it is limited to underde ‘veloped countries. What do you have in mind 
about that? You said something nearly the same yourself. 

Mr. Bioven. The point I was making was that along the lines of 
some of your previous questioning, with reapect to Canada, with re- 
spect to Europe, especially the industrial parts of Europe, the move- 
ment of capital has been very substantial under existing law. Capital 
investment in Europe will likely increase because of the Common 
Market, and the free-trade area might similarly give rise to induce 
ments and incentives to U.S. business to invest more there. 

There is a good deal of income from European business, if I am 
correctly informed, which is derived from exports, royalties, divi- 
dends, and other sources that are not reached by these high rates of 
tax which were mentioned. To permit. postponement of tax on them 
would cut us out substantially from receiving U.S. tax on income in 
several of these countries. I might say the same thing is also tru 
in some of the less-developed countries that have high tax rates. 

The CuatrmMan. Have you considered the possibility that if this 
type of treatment is limited to underdeveloped countries, that the 
capital that might be attracted to underdeveloped countries through 
this device would be more or less capital devoted to the extractive 
industries ? 

Mr. Biovueu. Capital has been going heavily into the extractive in- 
dustries. Frankly, I don’t think this tax measure is the solution for 
getting capital into many of the underdeveloped countries. It is one 
step that can be taken. But you can.give tax concessions as much 
as you want. You could exempt the income altogether from taxa- 
tion, and the amount of industrial capital that would likely go into the 
near future to such countries as Pakistan, Burma. Indonesia, Thai- 
land, or southeast Asia generally, or to Cuba at the moment, or to 
Bolivia would not in my opinion be substantially expanded. I doubt 
whether it would be greatly increased with respect to nonextractive 
industries even in the case of Africa. I don’t consider tax conces- 
sions a solution of the problem of private investment in deve loping 
underdeveloped countries. It is a measure that can be taken. That 
is about as far as I am prepared to go. If it is truly the case that all 
of the benefits which the Boggs bill would grant are already avail- 
able to all companies that use foreign subsidiaries, then we are not 
talking about a great deal, except to even down the burden of taxa- 
tion. 

The Cuatrman. Let me turn, if I may, to this question of grossing 
up What has been discussed. 

Is the provision, as you understand it, which is tentatively in the 
bill, with respect to grossing up foreign income, any different from 
the grossing up that is presently in law with respect to salaries and 
wages that are subject to withholding? Does it follow about the same 
principle? 
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Mr. Suerry. I would say “Yes.” I would make the analogy, 
though, more to the dividend coming from a Canadian corporation 
ling received by me. If that dividend is withheld at 15 percent un- 
der the Canadian treaty, and let’s assume the dividend is $2,100, I don’t 
out $85 in my tax return. I put $100 in the tax return and take the 
redit for $15. I think the analogy is well taken. 

The CuarrmMan. Mr. Gleason 4 

Mr. GLEason. | would like to say that in theory the suggested cor- 
rection stretches the U.S. tax jurisdiction, in effect, to the income of the 
foreign corporation. This percentage differential that we have all 
een talking about, and its measure, is incorrect. If we are going 
tomaintain our, shall we say, adherence to equity and form—lI should 
ay the form of equity interest—each entity is a separate subject of 
tax by itself, and we shouldn’t look to the income of the foreign com- 
pany. 

When a dividend flows from a foreign corporation that has earned 
money in a low tax rate country, the U.S. tax plus the foreign tax 
allocable to that dividend is 52 percent of the dividend. The reason 
for this difference which, depends upon the rate of foreign tax, is 
the fact that the foreign income used to pay the foreign tax which is 
lowed as a credit was not subject to the full U.S. tax. 

The CuHarrmMAN. Mr, Gieason, would you support H.R. 5 with this 
present provision of grossing up in the bill 

Mr. Gurason. | personally would, sir, but many of my friends would 
not. 

The Cuatrrman. Why? Would the Congress be taking more away 
from them than it would be giving them?’ That is usually why people 
lon’t support something. 

Mr. GLEAson. Let me say I wouldn't support the provision, per se. 
[would support the bill asa package. But I think the answer to your 
second question is “Yes,” I think that is right. 

The Cuarrman. Would you, Mr. Wender, support the bill with this 
grossing up provision that is presently in it? 

Mr. Wenver. I think I subscribe to Mr. Gleason’s view. I might 
prefer to see that absent from the bill. 

The Cuarrman. Why? 

Mr. Wenper. Well, I suspect it comes down to a question of what 
purpose is to be accomplished by the bill. If it is to be an incentive 
iieasure—which, in a sense, seems to be one of the major factors in 
its favor—it is a curious thing in an incentive measure to increase 
tax rates. I don’t think it is a matter of vital importance. As to 
one particular company in a particular situation, it might mean a good 
deal in revenue. I don’t think taken overall it makes a great deal of 
difference. 

The Cuarrman. Is the present method for computing the tax credit 
actually reflecting the facts of the situation or not ¢ 

Mr. Wenver. Does it reflect the facts of the situation? I think Mr. 
Gleason made a very good point. If the argument in favor of the 
change is by analogy to a foreign branch, then, for example, the 
problems that Mr. Patty discussed of currency losses being currently 
reflected in the operations of a branch inay be relevant. 

The Cuamman. Let me stop you right at that point. We have 
ben. in the course of our discussion, hearing about the effects of in- 
fation in price here at home upon the ability of a corporation to 
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replace a depreciable item, and that depreciation should be so worked Mr. \ 
in the law as to make allowances for those increases. branch é 
Now, do we have to retain this present concept of tax credit in order there 35 
to take care of the contingency of depreciation in somebody else's § onsed™ 
currency ? The ¢ 
Mr. Wenper. You were talking about depreciation of property, and ff 1: I 
the example used was the de reciation of currency. Mr. V 
The Cuarrman. I am talking about depreciation of property, that the bill 
is true, but a $100,000 machine bought 20 years ago might be replace. § The ( 
able today at an expenditure of $250, 000. If the ‘amount of deprecia. § mutes 
tion is all retained, the company has to make at least $150,000 more Mr. | 
after taxes in order to replace the machine. a branc 
Mr. Wenover. But it isn’t replaced unless it is profitable to replace § o™mPUt 
it. I cannot get deeply concerned about this argument. From what § ‘ll an 
I have observed, I believe that if, after considering taxes, a new ma-  /he pr 
chine offers substantially greater earnings to a business, it will be § vould | 
purchased. The | 
The Cuatrman. Don’t people have to consider the question of flue- Mr.’ 
tuating values of foreign currencies when they make investments The 
shensd t ? were ni 
Mr. Wenver. Perhaps they do and perhaps they don’t. There are Mr. 
times when a currency has been stable and later has become quite un- The 
stable. So given a longtime span I am not sure how much an investor Mr. 
does assume. The Cuban peso was once a very stable currency. It The 
certainly no longer is. But the point I was trying to get at is that if Mr. 
your argument in favor of changing the credit computation is by brancl 
analogy to the taxation of a foreign branch, there are many special sidiary 
deductions and special factors that must be considered. The 
The change that is proposed by section 4 of the committee print is Mr. 
just as much a departure from the branch approach as is the present § @22° 
method of computation. I don’t think you can argue for it that it is, The 
necessarily, a more fair method of computation. It m: uy be or it may Mr. V\ 
not be. But it certainly does not equalize a subsidiary with a branch. Mr. 
It has its own distinctions and discriminations. The 
The CuHarrman. I am thinking in terms of whether it is a more Mr 
accurate reflection of the foreign tax credit. Engl 
Mr. Wenper. I am not sure it necessarily is a more accurate reflec- J 5" 9 
tion. If a business has tax deductions in the United States which are J “Vd 
not allowed abroad, I am not sure it is more accurate. — 
The Cuarrman. Under existing law, is the domestic corporation = 
upon receipt of returning income from foreign investment receiving a 
only the equivalent of the foreign tax paid or is it receiving, as a a 
deduction in this process, more than merely the foreign taxes paid ! that 
Mr. Wenper. You are correct in that it is getting a credit anda nm 
deduction. a 
The Cuarrman. That is right. em | 
Mr. Wenver. What is proposed by section 4 is to eliminate that “ht 
distinction. But it does not then take into account other factors that fic 
arise in the foreign subsidiary that earned the money. ae 
The Cuamman. Mr. Wender, as I recall some few minutes ago, or ian 
maybe some hours ago, you were arguing the mga os reason for T 





H.R. 5 was the equity etween the branch and a su 
Doesn’t grossing up go to your same point ? 
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Mr. Wenver. I don’t think the example I gave was equity between 
branch and subsidiary. Even under the proposed section 4 of H.R. 5 
there is no equity. Each is basically still taxed differently, and the 
consequences of the differences can be great. 

The CuatrmMan. I don’t get what you said in answer to my ques- 
tion. I don’t know whether you said yes or no. 

Mr. Wenper. I think we started, Mr. Mills, with whether I favored 
the bill despite reservations I might have. 

The Cuarrman. No, I am not talking about my question to you 30 
minutes ago, but my last question. 

Mr. Wenper. All I was trying to point out is that the position of 
a branch and a subsidiary woul as he equalized by a change in the 
womputation of the tax credit. Section 4 of the committee print makes 
till another variation in the treatment of branches and subsidiaries. 
The present system is a variation from consistent treatment, and this 
vould be a different kind of variation. 

The CHarrmMan. Then the answer is “No.” 

Mr. Wenper. To which question, Mr. Mills? 

The Cuarrman. Does not the grossing up go to the same point you 
were making some time ago in arguing in behalf of H.R. 5? 

Mr. Wenpver. No, I do not believe it does. 

The CHAarrMaN. Your answer is “No”? 

Mr. Wenper. My answer is “No”. 

The CHarrMan. Thank you. 

Mr. Wenper. Section 2 allows the deferral of U.S. taxes of a 
branch which equalizes the situation as compared with a foreign sub- 
sidiary. 

The Cuarrman. Mr. Sherfy ? 

Mr. Suerry. I don’t know anything to do but to repeat that I just 
cannot see how anyone can arrive at the conclusion 

The Cuarrman. Pardon my interruption. Do you disagree with 
Mr. Wender ? 

Mr. Suerry. Yes. 

The CHarrMan. Make it just as strong as you want to for the record. 

Mr. Suerry. Mr. Chairman, take our tax treatise, take the Irish, the 
English, Japan, take Australia. Whenever it was decided as a mat- 
ter of good policy to give a foreign tax credit to the recipient of the 
dividend from a corporation when the tax was imposed on the cor- 
poration, it seemed just obvious that we gross up the tax and include 
tin income. It just seems to me that the principle that if you are 
going to give a credit for the foreign taxes paid by another entity 
that you should include those taxes in the income at the time you give 
that credit. The mere fact that the foreign subsidiary is a separate 
corporation has not stopped us from giving a credit, and, therefore, I 
have a little difficulty in focusing my attention solely to the dividend 
and then wondering how we include an amount in addition at the elec- 
tion of the taxpayer. This is at the election of the taxpayer. 

Furthermore, in 1918 this particular proposal stemmed from an 
ation on the Senate side, which would require the inclusion of the 
foreign corporation in consolidated returns. If you filed a consoli- 
dated return, I would imagine that you would include the gross up. 

The Cuarrman. Mr. Wender. 
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Mr. Wenver. You would also recompute your income, Mr. Sherfy 
on U.S. standards, taking into account deductions which would ny 
ordinarily be allowed in computing the amount received as dividends 

Mr. Suerry. I absolutely make no claim that the foreign busines 
corporation and the foreign subsidiary are going to be in all respec 
exactly alike. I merely say that the more you tend to minimize thy 
differences, the better you like it. This goes that way. 

The Cuarrman. I guess history indicates that if we legislate we wil 
not get them exactly alike, 

Mr. Suerry. That is right. 

The Cuarrman. Mr. Blough. 

Mr. Buiouau. It seems to me, first, we will not ever succeed in get: 
ing them exactly alike, which is the price we pay for having variety 
in methods of doing business; second, that in principle, clearly, gros. 
ing up comes closer to the conception of income from all sources being 
taxed at the same rate, and finally that, as a matter of judgment, | 
think it brings the treatment of subsidiaries and branches somewhat 
nearer to an equitable arrangement than exists at the present time 

The Cuarman. Mr. Patty. 

Mr. Parry. I don’t believe that we ought to try to attain the sam 
results between the branch and the subsidiary. I think they are tw 
different regimes. I would like to go one step further and say that] 
am not at all sure that the foreign tax credit is the way to arrive at the 
fair tax on foreign dividends. It is one way to attempt to attai 
equity. But the amount of expense incurred as tax is fortuitous. As 
has been pointed out, in some foreign countries the amount of tax tha 
can be credited is low, but the foreign subsidiary may have other ex- 
penses, some of them resembling taxes, and some of them not taxes ai 
all, which reduce the operating income. In such a situation, the for. 
eign tax credit allowed is small, and the parent pays a 52-percent tat 
on income that has suffered expenses just as great as the creditabl 
taxes incurred in other countries. 

I think we should reconsider the problem and perhaps allow ai 
intercorporate dividend received credit or deduction in such cases, fo 
the present foreign tax credit system results in an unfairly high and 
discriminatory tax on dividends from some foreign subsidiaries. 

The Cuatrman. If you did that, would you do it on a grossing-lj 
basis or what ? 

Mr. Parry. No, I think you would just determine what is a fair tax 
on dividends from abroad. 

The CHarrMan. You mean just a flat rate. 

Mr. Parry. Yes. 

The CHatrman. I am glad to hear you say that. Maybe that © 
the proper approach. I had thought maybe it offered opportunity. 
but I had not explored it sufficiently to make up my tind. 

Mr. Wenner. It would open up loopholes. There are certain kints 
of income that bear little foreign tax. If a company could bring suc! 
income back at 5 or 10 percent, you would have a strong effect on thi 
nature or type of investment that flowed abroad and the funds broughi! 
back here. 

The Cuareman. With a flat rate? 

Mr. Wenver. Yes. 

The CuatrmMan. How would you open up loopholes? 
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Mr. Wenver. Income of the type of royalties, export profits, iter- 
ast on loans, and so forth, generally bear little or no foreign tax. Un- 
ler a flat-rate system, such income could be returned to the United 
States without ever having been subject to substantial taxes. 

The Cuamman. If you treated them on the basis of the overall 
ather than on a country-by-country basis, would you run into so 

ch of that possibility ¢ 

Mr. Wenver. | don’t think that would have any effect on the ap- 

‘ation of a flat rate. 

fhe Cuamman. I do not know whether a flat rate is proper or not. 

Mr. Suerry. I have always had difficulty with a tax rate unless we 

inted to change about 21 tax treaties. 

The CuainmMan. If we have that many, perhaps we ought to change 
em. I don’t know. 

Mr. Suerry. The tax treaties provide specifically the foreign tax 
redit system. 

The CuarrMan. Mr. Machrowicz will inquire. 

Mr. Macurowicz. I understand Mr. Sherfy approves the overall 
mitation, vis-a-vis the country by country. Am I correct that inso- 

‘as that particular provision is concerned, that is the view of the 

t of the panel / 

Mr. Greason. It is my view. 

Mr. Wenper. And mine. 

Mr. Macnrowicz. I gather at least as far as that provision is con- 

ned, the entire panel is in agreement 4 

Mr. BLoven. I am inclined to agree. 

Mr. Macrrrowt1cz. That is all. 

The Cuatrman. Gentlemen, let me again thank you for this most 
nteresting discussion, this most enlightening discussion of this sub- 
et matter. We appreciate very much your being here today, and 
the papers you prepared for the committee. Thank you. 

Without objection, the committee adjourns until 10 a.m. tomor- 
‘OW 

Whereupon, at 12:50 p.m. the committee was recessed to reconvene 
itl0a.m., Thursday, December 17, 1959.) 
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THE STRUCTURE OF TAX RATES—INDIVIDUAL 
RATES; CORPORATE RATES 


THURSDAY, DECEMBER 17, 1959 


House or ReprREsENTATIVES, 
ComMitrern ON Ways AND MEANS, 
Washington, D.C. 

The committee met. at 10 a.m., pursuant to recess, in the committee 
earing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The Cuamman. The committee will please be in order. 

This morning we look to the structure of tax rates, with particular 
reference to individual rates this morning and then this afternoon 
with particular reference to corporate rates. 

Our panelists for this morning are Mr. Richard A. Musgrave, pro- 
fessor of economics at Johns Hopkins University; Mr. Robert J. 
Lampman, professor of economics, University of Wisconsin; Mr. 
George F, Break, professor of economics, University of California; 
Mr. Arthur Smithies, professor of economics, Harvard University ; 
and Mr. Roland M. Bixler, J-B-T Instruments, Inc., New Haven, 
yr 

Gentlemen, we appreciate the papers that you prepared and which 
were included in the compendium. We appreciate your being here 
this morning for the purpose of summarizing those papers by giving 
us the highlights of them in a brief fashion, and answering questions 
of members of the committee. 

We will start this morning with Professor Musgrave. 


STATEMENT OF RICHARD A. MUSGRAVE, PROFESSOR OF 
ECONOMICS, JOHNS HOPKINS UNIVERSITY 


Mr. Musgrave. Thank you. 

The Cuarman. We are pleased to have you with us today. You 
ire recognized. 

Mr. Muserave. I am very happy to be here, sir. I think it might 
be best if I quickly proceed with my summary. 

The outward appearance of the person: ul income tax is extremely 
progressive, with bracket rate ranging from 20 to 90 percent. For 
most taxpayers, however, actual burdens fall far short of this nominal 
structure. They are lowered by a host of special provisions, includ- 
ing income splitting, preferential treatment of capital gains, exclu- 
sion of wage supplements, and many other loopholes. These loop- 
holes have received much attention in recent years and in these 


1191 


48820—60 77 








1192 INCOME TAX REVISION 


hearings. The main argument has been that, in the absence of loop. 
holes, the tax base would be larger, so that the required yield cou 
be obtained with lower rates. This is a nice thought, but it is not the 
main point. 

In looking at this problem of the erosion of the income tax bas, 
at the problem of loopholes, one of the main thoughts has been that 
if we would only be able to close these loopholes, we would thereby 
greatly broaden the tax base, and that having greatly broadened the 
tax base, we would then be able to greatly reduce tax rates on the 
average, while maintaining the present level of yields, and that this 
reduction in tax rates would be one of the main gains which would be 
drawn from a broadening of the base. 

I would like to give a “somewhat different perspective on this prob- 
lem of loopholes, by : arguing this way: Let us suppose for a moment 
that the gain which taxpayers now derive from the existence of loop: 
holes was the same fraction of current tax liabilities all along the in- 
come scale. In this case it would follow that elimination of loopholes, 
broadening the base, together with an across-the-board percentage cut 
in rates so as to retain “yield unchanged, that these combined adjust- 
ments would leave the current. distribution of tax burden completely 
unchanged. The result would be a purely nominal adjustment, still 
something which would be desirable for orderliness’ sake, but it would 
be nominal. The real importance of the existence of loopholes lies 
precisely, however, in the fact that they are not distributed equally. 
The nature of these loopholes is such that they do two things: One, 
they greatly change the pattern of progression from that which ap- 
pears to be imposed by the statutory bracket rates, to a quite different 
pattern, and, sec ondly, they do interfere with principle which is rec- 
ognized by all students of taxation, that people with equal income 
should be treated equally. People whose income actually ought to be 
equal for tax purposes do, because of the existence of loopholes, have 
quite different taxable incomes. 

So the existence of these loopholes interferes both with what might 
be called vertical equity in the sense of distorting progression, and, 
secondly, with horizontal equity in the sense of imposing different 
burdens on people with equal incomes. 

Perhaps you might quickly look at the chart which is in front of 
you. 

(The chart referred to follows :) 
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COMPARISON OF ACTUAL AND FULL TAX 
(Joint Returns) 
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Mr. Muserave. What I tried to do was to ask myself this: Suppose 

we were to take the rate structure as it now is under the income tax, 
and were to apply this rate structure without any loopholes. We may 
then try to determine the relationship of taxes which are actually paid 
to taxes which would be paid if there were no loopholes. 

The peak-shaped curve which you see on the chart shows the actual 
tax burden as a percent of what I call here the full tax, that is, the tax 
payable without loopholes. You see that in the income range of about 
$10,000, the actual tax is, say, 65 percent of the full tax. On both 
sides the actual tax as a percent of the full tax falls off quite rapidly, 
both at the lower end of the scale where this is due largely to our fail- 
ure to include wage supplements, and at the upper end of the scale 
where it is due largely to income splitting and preferential treatment 
of capital gains. 

Also, I would draw your attention to the lower line on the chart, 
where I show the actual tax as a percent of the full income, that is 
to say, as a percent of what the income would be if it were defined 
so as to disallow all loopholes. You see that this actual pattern of 
progression is very, very different from what it would be in the ab- 
sence of loopholes, which is shown in the steep line sloping up to the 
right. 

You also note that the actual tax as a percent of the full income, as 
a matter of fact, declines above an income level of about $150,000, far 
from rising and approaching the 90 percent as would be the case un- 
der the prevailing rate structure if there were no loopholes. 

The conclusion which is to be drawn from all this is not that we 
should apply present rates and enforce them by eliminating all loop- 
holes. If we did this our tax yield would increase by a very substan- 
tial amount—my estimates show perhaps by 60 percent or more. 
Thus a substantial reduction in rates would be possible. 

The lesson to be learned from this is the following: 

One, the pattern of progression which we have today under the 
income tax is, to a considerable degree, a sham progression. We are 
really having the worst of all worlds. We don’t have progression, 
but we make it look like we had exorbitant progression. If the Con- 
gress does not want to apply the degree of progression which is im- 
plicit in our present bracket rates, then it would be very much better 
to close loopholes and to do away with this excessive degree of 
progression, because the cost of carrying the sham progression is 
much too high, the cost that is, in terms of unequal treatment of dif- 
ferent types of income, and of people in essentially equal positions. 
Everyone should agree that if we do not want to have the degree of 
progression which is implicit in the present bracket rates, we ought to 
cut these bracket rates, and make such progression as we retain stick 
and let it apply equally to everybody. 

Secondly, this leaves open the question of just how much progres- 
sion we ought to retain, on the assumption that it is really made to 
stick. This is an aspect of the matter to which my paper has not 
addressed itself. 

Finally, I realize that it would be too heroic to expect that there 
will be undertaken as drastic a tax reform as the chairman of this 
committee is said to advocate. Probably we shall not be able to do 

that well. However, even if we make minor adjustments, we ought 
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to keep in mind the principle that we should not revise the rate struc- 
ture in order to deal with the problem of progression without also 
revising the definition of income and dealing with the problem of 
loopholes. In other words, anything that is done about changing the 
pattern of progression ought to involve joint action, both with regard 
to improving the income definition and with regard to changing the 
rate structure. It would be a mistake, I believe, to cut the rate struc- 
ture in the high brackets, without doing at the same time something 
about. tightening up the income definition. Thank you. 
(Mr. Musgrave’s prepared statement is as follows:) 


How PROGRESSIVE IS THE INCOME Tax? 
By R. A. Musgrave, the Johns Hopkins University 


The outward appearance of the Federal income tax is extremely progressive, 
with bracket rates ranging from 20 to 90 percent. For most taxpayers, however, 
actual burdens fall far short of this nominal structure. They are lowered by 
a host of special provisions, including income splitting, preferential treatment 
of capital gains, exclusion of wage supplements, and many other loopholes. 
These loopholes have received much attention in recent years and in these hear- 
ings. The main argument has been that, in the absence of loopholes, the tax base 
would be larger, so that the required yield could be obtained with lower rates. 
This is a nice thought, but it is not the main point. 

Assume that the loopholes were spread equally over the income range and 
between taxpayers at any one level of income, tax savings due to loopholes being 
a constant percent of the “true” tax throughout. In this case, the issue of 
loopholes would be purely nominal. Removal of loopholes, combined with an 
across the board cut in rates, would leave the real picture unchanged. But this 
assumption does not hold: The benefits from loopholes are not spread evenly 
over the income range, so that actual progression differs greatly from the nomi- 
nal progression of the rate structure. Moreover, the benefits from loopholes 
do not accrue evenly between different taxpayers at any one level of income. 
This offends against the principle of equal treatment of equals. 


EFFECTS OF LOOPHOLES ON PROGRESSION 


Consider first the effects of loopholes on progression. The fact that there is 
a big difference between nominal and actual rates of tax may be seen readily 
from the Treasury’s own statistics. Compare, for instance, taxes paid in 1956 
by taxpayers in the $100,000 to $150,000 bracket with those paid in the $150,000 to 
$200,000 bracket. By taking the increase in average tax as a percent of the 
increase in average income, we can compute what the “bracket” or “marginal” 
rate has been over the income range. Naive reference to the rate structure 
suggests that it should have been somewhere between 80 and 90 percent, but 
the actual rate was only 53 percent. 

To obtain a better picture of the impact of loopholes on progression, I have 
tried to compute the “full” tax which taxpayers in various income brackets 
would have paid had there been no loopholes. I have then expressed the actual 
tax paid by these groups of taxpayers as a percent of their hypothetical “full” 
tax. I find that taxpayers at the bottom of the scale pay some 24 percent of 
their “full” tax, that this ratio rises to 66 percent in the $10,000 range and then 
descends to 26 percent in the top bracket.’ The ratio of actual taxes to “full” 
income reaches a peak at about $200,000, and declines thereafter. In other 
words, the actual tax (relative to “full” income) is regressive at the upper end 
of the scale. 

Loopholes, it appears, result in relatively large benefits at both ends of the 
income scale, while the gains for middle incomes are substantially less. The 
major factors which contribute to this result are readily explained. At the 
lower end of the scale, the exclusion of wage supplements from taxable income is 
of major importance. Over the, say, $20,000 to $75,000 range, the advantages 


-_ 


‘Inclusion of imputed rent as taxable income, which is not allowed for in my concept 
of “full” tax, might have modified this picture somewhat, but it hardly would have 
changed the general pattern. 
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from income splitting are decisive, while at higher levels the major gains are 
derived from the preferential treatment of capital gains. None of these factors 
are of comparable importance for the middle-income range. 


EFFECT OF LOOPHOLES ON EQUAL TREATMENT OF EQUALS 


Apart from negating the pattern of progression set by the structure of bracket 
rates, the gains from loopholes differ among people whose positions, in terms 
of “full” income, are equal. As a result, people in essentially equal positions 
are given highly unequal treatment. Surely, the added cost of supporting a 
spouse cannot explain the sharp differential in tax burden, paid by single and 
married persons with incomes of, say, $50,000. Or, compare the vast difference 
in tax paid by a person receiving such an income in the form of salary, and 
someone else receiving it in the form of capital gain. Without detail on further 
illustrations, it is evident that a pattern of highly unequal treatment results. 






POLICY IMPLICATIONS 


I recognize that the definition of “loopholes,” and hence “full” income, or 
“full” tax, is a somewhat personal matter, and I do not wish to maintain that 
the estimates presented in my paper present the final word. On the contrary, I 
would urge the committee to undertake a careful study of this matter, and to 
request the Treasury Department to do likewise. I repeat, it is only because 
of their uneven distribution that loopholes pose a problem. Therefore, the sig- 
nificant thing about closing loopholes is that it involves a redistribution of the 
tax burden from those who derive relatively large benefits from loopholes to 
those whose benefits are relatively small. This is what matters, and not that 
a closing of loopholes would permit an across-the-board reduction in rates. 

I do not suggest, of course, that the “full” tax liability, inherent in the 
present rate structure, should be made to apply throughout. The resulting 
level of yield would be much in excess of what is needed, and a substantial cut 
in the average level of rates would be possible if all loopholes were closed. 
However, these conclusions may be drawn from our analysis: 

1. The degree of progression, suggested by the present rate structure, is highly 
misleading, especially with regard to capital income, and at the upper end of 
the scale. Similarly, burdens at the lower end are less than they appear. The 
existence of such fiction is an unsound situation. If Congress does not mean 
business in applying the rates now on the books, it is much better to repeal 
them, and to replace them with less steep but more generally applicable rates. 
The present system of fictitious progression is prohibitively expensive in terms of 
inequities caused. 

2. Just how progressive the rate structure should be, after its full applica- 
bility has been assured, is a question which the above analysis does not answer. 
As for the lower end of the income scale, revenue needs and the distribution of 
taxable income make it essential that a broadly based tax be maintained. At 
the same time, a splitting of the first bracket into two rate levels may be desir- 
able, and the inroads of inflation on the level of exemptions cannot be neglected. 
As for the upper end of the scale, the distribution of taxable income is such 
that the revenue loss from scaling down the top bracket rates would be rela- 
tively slight. This in itself does not prove that such rates are undesirable as 
an objective of social policy; and it must be noted also, that the revenue loss 
would be substantially larger if high-level incomes were included more fully 
in the tax base. However, it is pretty clear that present rates are not meant 
to be generally applied. Therefore, much would be gained by trading a fuller 
definition of taxable income against a cut in high-bracket rates. 

3. I realize that an all-out reform of the income-tax structure is not in the 
ecards. As a more limited conclusion, I urge that such reforms of the rate 
structure as are undertaken, be linked with corresponding reforms in the defi- 
nition of income, and with a reconsideration of income splitting. Scaling down 


rates without revising the base may aggravate, rather than reduce, the inequali- 
ties in the present system. 


The CuHatrman. Professor Lampman, we are pleased to have you 
with us today, sir. You are recognized. 
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STATEMENT OF ROBERT J. LAMPMAN, PROFESSOR OF ECONOMICS, 
UNIVERSITY OF WISCONSIN 


Mr. Lamepman. Thank you. I have addressed myself to the effects 
of taxation, and particularly the effect of all Federal, State, and local 
‘axes on the distribution of income. 

A progressive tax may be defined as a tax which narrows inequality 
of income among persons. A regressive tax is one with the opposite 
effect, that is, a widening of income inequality. Hence in any discus- 
sion of progressivity of income-tax rates a relevant consideration is, 
how does the proposed tax alter the size distribution of income? In 
ippraising our present tax system, it is helpful to know how long we 
have practiced the narrowing of inequality via taxes, and how much 
the principle of progressivity has come to dominate the Federal- 
State-local tax system in this country. Further, there is relevance to 
the arguments for and against narrowing economic inequality through 
taxes. 

This is the 50th year of continuing experiment with progressive 
taxation. It was in 1909 that Congress passed a corporation income 
tax law and instituted procedures which led to passage of the 16th 
amendment. Since that time the broad trend in the development of 
our Federal, State, and local systems has been toward a more income 
aualizing tax system. The pattern of equalization was firmly estab- 
lished by 1929 and it would seem doubtful that there has been any 
radical change in that pattern since 1929. This is true in spite of the 
fact that income-tax revenues were only 23 percent of all tax reve- 
nues in 1929 and 17 percent in 1939, as compared to 52 percent in 1958, 
and in spite of the fact that taxes are much heavier now than in 
earlier periods. 

The present overall tax system reduces the share of the top 5 per- 
cent of consumer units from 20 percent of total income to 17 percent. 
This is necessarily a rough estimate. 

The pretax share of income received by the lowest fifth of consumer 
wits is 4.8 percent; their posttax share is slightly higher at 5.3 per- 
cent. This income-equalizing effect is largely due to the Federal 
personal and corporate income taxes which overcome the regressive 
effects of excise, sales, property, and payroll taxes. 

This income-equalization effect is only slightly greater than would 
be found if the tax system of 1948 or 1938 were in effect today and ap- 
plied to current incomes. The fact that there has been little change 
in equalization by taxes in spite of the greatly increased importance 
of income taxation is due to (1) inflation and growth of incomes 
(hence the incomes of the middle classes have “grown up to” the levels 
where progression affects them) and (2) changes in income tax legis- 
lation. With regard to the latter point progression has been severely 
limited by lowering personal exemptions, by introducing in 1948 the 
splitting of incomes for married couples, and by the continued “ero- 
sion” of the income-tax base. 

The most important single quantitative item here is the capital 
gains preferred treatment. 

It appears that economic inequality as indicated by the distribu- 
tions of income and wealth has not been diminished in any drastic 
manner by the events and policies of recent decades. My own find- 
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ing in a current study is that the top 2 percent of famiiles held 33 
percent of total personal wealth in 1922 and 30 percent in 1956. This 
is a decline, but I would call it a moderate decline. The degree of 
concentration has been rising since 1949 after a 20-year period of 
declining concentration. It can be said that while Federal tax policy 
has not resulted in any important large-scale leveling of incomes, it 
has at least restrained a tendency toward increasing inequality, 

The principal argument for an egalitarian tax policy is that its 
favorable consequences, in terms of desirable social and political con- 
ditions, outweigh the unfavorable consequences, in terms of an un- 
desirable possible slowing of the rate of economic progress. It is my 
own view that our 50-year experiment with progressive taxation has 
yielded benefits in excess of its costs and should, therefore, be con- 
tinued and generally developed into a larger part of the overall 
national tax system. 

The Cramman. Professor Break, we are pleased to have you with 
us today. You are recognized. 





STATEMENT OF GEORGE F. BREAK, PROFESSOR OF ECONOMICS, 
UNIVERSITY OF CALIFORNIA 


Mr. Break. Thank you, Mr. Chairman. 
My paper is concerned with the effects of taxation on incentives. 
In recent years an impressive amount of evidence has been gathered 
together by economists and others looking into the effects of income 
tax rates on people’s incentives to work and to invest. One thing that 
virtually all of them agree on is that there are no simple conclusions 
to be drawn—a given change in a specified tax rate will cause some 
to reduce effort or invest more conservatively while stimulating others 
to work harder or to take more risks. On balance, however, when 
these complex findings are sifted out and related to the problems of 
tax equity now being considered by this committee, it can be stated 
with some assurance that the proposed reforms may not only be put 
into effect without running much risk of discouraging either effort or 
investment, but may even be expected to improve both kinds of in- 
centives. 

In the first place, it may be noted that people’s tendencies to take 
financial risks are particularly sensitive to the allowances for offsetting 
investor and business losses against taxable income, and that. liberal- 
ization of these allowances can therefore stimulate the kinds of invest- 
ment that are needed for a high and sustained rate of economic growth. 
Of the existing loss-offset provisions the most restrictive are those 
applying to capital losses, but little can be done to liberalize these 
until the tax treatment of long-term capital gains is brought more 
closely into line with that of other types of income. By itself, an in- 
crease in tax rates on long-term capital gains will discourage invest- 
ment in capital assets, but these effects can be offset if the tax base is 
extended to include such favored sources of income as life insurance 
and State and local bonds, and if the corporate tax rate is reduced 
somewhat. In addition, since trusts typically follow a conservative 
investment policy, the flow of funds into risky enterprises could be 
increased if the tax incentives which now induce wealthy taxpayers to 
set up trust funds for their heirs were removed. 
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As far as incentives to work are concerned, the available evidence 
larly indicates that high and progressive tax rates have had very 
little effect on the supply of labor as a whole. Some groups have 
reacted by increasing effort, while others have been discouraged from 
it, When attention is focused on the reactions of people in Y this sec- 
nd category—that is, different groups who show tax disincentives— 
wo aspects of the tax rate structure stand out. On the one hand, 
lere is evidence that very high marginal tax rates, notably those of 
1) percent and above, do discourage effort on the part of a significant 
umber of taxpayers who are able to vary the amount of work they 
io, and it also appears that a similar effect can occur at much lower 
neome levels if the marginal tax rate increases sharply enough (the 
adden jump at — bottom of the individual rate schedule from zero 
0 20 percent—or, actually, zero to 18 percent when one considers 
the effect of he. ss andard deduction—is a major case in point). 
These findings lend support to two tax reforms which I regard 
s highly desirable on other grounds as well. The first would lower 
the top marginal rates under the individual income tax, perhaps to 
.maximum of 60 to 65 percent, while the second would reduce the 
ize of the lowest tax brackets, say to $500 of taxable income or less, 
nd smooth out the increase in marginal tax rates over these income 
ranges (the rate might, for example, begin at 5 percent and increase 
thereafter in steps of 3 to 4 points each). In this way the disincentive 
elects of the marginal tax rate structure could be minimized. 
The Cuarmman. Mr. Smithies has not yet arrived, so we will pass 
to Mr. Bixler. 


STATEMENT OF ROLAND M. BIXLER, JBT INSTRUMENT CO., NEW 
HAVEN, CONN. 


Mr. Brxier. Thank you. 

The Cuarmman. Mr. Bixler, we appreciate having you with us 
today and you are recognized. 

Mr. Brxter. Thank you, Mr. Chairman. I do appreciate the op- 
portunity to appear before this committee, and to be included in this 
listinguished panel of experts today. 

My summary today is beyond the time limitation which has been 
lowed, so with your permission I would like to insert it all into 
the record and to read portions of it, if I may. 

The CHarrMan. We will perhaps discuss all of it during the course 
of the interrogation. 

Mr. Brxier. Thank you. 

This is a time for action. 

We know that progress is dependent upon capital, and that im- 
moderate rates of tax destroy capital at its source. 

We know that if we reduce the present rates, we will have more 
capital and hence more progress. 

We know that the more we reduce these rates, the more progress 
we can have. 

Thus, we know that progress would be best served by that tax rate 
reform legislation which starts the quickest, cuts the most rapidly, 
and brings all immoderate rates of tax down to the lowest possible 
level in the shortest possible time. 
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We know that fundamental, thoroughgoing tax rate reform can } 
achieved over a relatively few years. We need only to preempt tly 


















revenue gain from economic growth for the purpose. We know th Gradua 
such preemption will assure greater growth, and mean greater revenge” adva 
gain. mgaged 1 

Preempt the revenue gain and we can move boldly. On an annw prehensit 
basis, 1 percent of economic growth, as measured by gross nationgg MOM? * 
product, means a revenue gain of about $1 billion. Hence, even thggmes '8 ! 
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inadequate growth rate of recent years—about 3. percent—means 4 
annual revenue gain of $3 billion. If we got back to our histor 
growth rate preceding the 1930’s—about 4 percent—we would hav 
an annual revenue gain in the order of $4 billion. As the tax rate 
barricade to greater progress is pulled down, there is no reason why 
our economy should not move forward into an era of sustained growth 
significantly in excess of the historic experience. 

We therefore safely can assume a revenue gain in excess of $3 billion 






































annually, as the basis for preempting legislation. ay ; 
}deal. 
RELUCTANCE TO TAKE ACTION achiever 
ment, tl 
We know why there is reluctance to take quick, energetic andj extra bi 
thorough action to pull down the tax rate barricade to greater pro-f§ zed by 
gress, namely : is gene! 
1. The belief that the Federal Government will, or even should, 
spend much if not all of the revenue gain from economic growth. 
2. Continued adherence to outmoded notions of what is fair _ 
and equitable in taxation. _ Whe 
3. The notion that statutory tax rates have little relation to in thes 
actual tax burdens. they lo 
4. The notion that the economy has become adjusted to the 5% 
punitive tax rate system. relatio 


Taking these points in order: ently 1 
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1. FEDERAL SPENDING se dope 

erimir 

Those who believe that the Government will tend to spend the § taxed 
revenue gain, but who lament this trend, need only consider the § of int 
practical means for containing the trend. These means are the for- § for th 
ward-scheduling of annual rate reductions, combined with a post- § by th 
onement procedure for use should budget balance be threatened. § (q) 7 
hese twin procedures would provide the people and the Government Fo: 
a clear choice each year between the benefits of lower tax rates—or ian 
the burden of more spending. They would insure priority for the iat 
national interest in tax rate reform over group interests for more ee) 
spending. Prob 
Those who believe the Government should spend more should re- dake 
consider their views in light of the need of the Nation, and of the - 4 
pas at. large, for greater economic growth. Until tax rates are ens 
osrought down to levels compatible with the effective functioning of 
our free economy, further growth in Government can only be at the rh, 
expense of growth in the private economy. Those who talk of more tl 


Government spending to aid the private economy, or to promote 
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higher economic growth, are plowing a barren field. 
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2. FAIRNESS AND EQUITY 


Graduation in rates, and in effective tax burdens, traditionally has 
teen advanced as means for promoting equality in income. For those 
agaged in the practical, workaday business world, this view is incom- 
prehe nsible. Our experience is that graduation serves to perpetuate 
come inequality. What the Government takes in excessive tax 
ntes is not available to create the new and better jobs, which spell 
greater equality in income. The theory that lower incomes are in- 
eased by pulling down higher incomes is a colossal error. In prac- 
tice this theory twarts the only process by which income equality can 
te vigorously and continuously promoted—the accumulation and use 
of more capital. The indirect effect of graduation therefore is that 
it hurts most those whose interests it is alleged to serve—the people 
vho have the most to gain from new and better jobs and general ad- 
rance in living standards, 

The direct effect of graduation also is in conflict with the American 
deal. Graduation levies a penalty on hard work, creativity, and 
whievement. If the rule of graduation were applied to employ- 
ment, there would be no such things as overtime pay or bonuses for 
extra business. To the contrary, such contributions would be penal- 
ied by declining rates of pay. It is a mystery to me why this fact 
s generally overlooked in the literature on tax rate graduation. 


3. RELATION OF TAX RATES TO ACTUAL TAX BURDENS 


When I tell business friends of the view which has been reflected 
in these hearings, namely, that tax rates are more apparent than real, 
they look at me with amazement. 

Statistics and views presented in these hearings in regard to the 
relation of tax rates and actual tax burdens have more or less consist- 
ently relied on four hypotheses, namely: (a) the middle and higher 
bracket taxpayers enjoy greater deductions than low bracket tax- 
payers; (6) the split income provision for married taxpayers dis- 
criminates against the single taxpayer; (c) capital gains should be 
taxed in full as ordinary income; and (d) the exclusion from tax 
of interest on State and local bonds is intended as an escape hatch 
for the well to do. None of these hypotheses stand up, as indicated 
by the following: 


a) Deductions 


For taxable returns on which deductions are itemized, total deduc- 
tions are a relatively greater percentage of adjusted gross income in 
income groups up through $20,000, than in the groups above that 
evel (table 16, p. 184, « The Federal Revenue System: Facts and 
Problems”). When contributions—which obviously do not serve the 
naterial interest of the taxpayers—are taken out of total deductions 
for the adjusted income groups over $20,000, the remaining deduc- 
tions are slightly less than 10 percent of the total adjusted gross 
heome. 

Actually, the greatest protection from payment of tax is not found 
in the general deductions or special provisions, but in the personal 
exemptions and dependency credits. For married taxpayers these 
exemptions and neds provide very substantial protection from pay- 
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ment of tax in the lower income ranges. As income advances into 
the middle and higher brackets, the protection diminishes to the 
point of becoming insignificant. For example, a family of four with 
a total income of $4, 000 will, after 10 percent in deductions, an¢ 
exemptions and dependency credits, pay tax on only $1,200 or 3) 
percent of its total income, and then only at the basic rate of 20 per- 
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cent. By contrast, a family of four with $40 000 of income will, after The 1 
10 percent in deductions, and exemptions and dependency credits, pay as It di 
tax on $33,600, or 84 percent of its total income—at rates ranging & % PPO’ 
up to 50 percent. The effective rate of tax on the first income would How 
be 6 percent, but on the second income would be 28 percent. The JB prior © 
marginal rate of tax in this comparison increases only 21% times, had be« 
while the effective rate is increased nearly 5 times. ae 
ave be 
(b) Split income as the 
If tax rates were not graduated, the tax burden would be roughly income 
the same on a single taxpaye rand ona family. This would be true & hardly 
whether the single tax burden were compared against the income of & jy one 
the family as a whole, or such income subdivided according to numbers § capita 
in the family. The incidence of deductions, and exemptions and In t 
dependency credits, would affect the totals somewhat, but not the & jfrele 
general relationships. era of 
In various writings on graduation, there has been an underlying § gienc 
assumption that under graduation the tax burden of a family asa shoul 
whole should in general equate with the burden of the single taxpayer. J grain 
I have never come across a rationalization or justification for this We 
assumption. 'To me, it seems wholly unwarranted. If graduation lifetin 
were to be justified at all, it would seem to me that it would have to be were 
justified with some regard to the number of persons who receive, use, he th 
or are supported by a particular income. Under the split income this | 
provision, the tax burden of the single taxpayer equates with that of woul 
the husband or wife as divided in a joint return. This result is heen 
generally defended on the basis that-it is necessary to establish Tl 
equality between taxpayers in community property and noncommunity are ] 
property States. In my view, the defense does not need to rest on ean | 
this ground alone. The question, if punitive tax rates were to be pote 
continued, would be whether income splitting alone gives adequate 





recognition to the fact that income received by a family is hardly the 
exclusive property of the principal breadwinner. 
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(c) Capital gains ; 
3 ; " mus 
When a taxpayer transfers funds from one investment to another, ie 
he has realized no income. W hen a tax is levied on a gain in value 0 
over the taxpayer's original investment, it is purely and simply a tho 
capital levy. When effective tax rates on upper incomes are com- tell 
puted on the basis of a money total involving lumping together of tial 
income and capital gains, the result is a misle: uding and inaccurate = 
illustration of income tax liability. 
(ad) Interest on State and local bonds bas 
The exclusion from tax of interest on State and local bonds is not sel 
designed to protect individuals from tax, but to protect the sovereignty she 
of State and local governments. When the removal of the exclusion pl 
is advocated, it is generally linked with proposal that the Federal hg 





Government augment its present program of grants and subsidies to 
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State and local governments. This concedes the real point at issue, 
namely, that the exclusion serves to protect State and local govern- 
ments from the destructive effects of punitive Federal income tax 
rates. 

1, ADJUSTMENT TO PUNITIVE TAX RATES 


The fact that our economy has not grown as rapidly in recent years 
as it did over a long period preceding the 1930's, should be sufficient 
to prove that we have not adjusted to a punitive tax rate system. 

However, even if the growth rate in recent years had come up to 
prior experience, this would not be reason to believe that our economy 
had become fully adjusted to, or compensated for, punitive tax rates. 

In the first place, we must keep in mind that these rates would never 
have been enacted, or at least continued beyond the time of war, except 
for the philosophy—now discredited- that the overtaxation of higher 
incomes protects the interests of people with lower incomes. It is 
hardly logical to hold that a tax system designed to mop up capital 
in one era is sound policy in another era in which the relation of new 
apital accumulation to economic progress is fully understood. 

In the second place, who knows how fast our economy might grow 
if released from the restraining effects of punitive tax rates? In this 
era of rapid technological advance, and improvement in the business 
sciences of organization and management, I can see no reason why we 
should not grow much faster than in preceding history—if not re- 
strained by punitive t: ix rates. 

We live in a time when the 4-minute mile is commonplace. Only a 
lifetime ago a 414-minute mile was fast running. Suppose weights 
were placed on the ankles of mile runners at that time. It might well 
be that with better and more intensive training, and new techniques, 
this handicap would seemingly have been overcome in time—the mile 
would again have been run in 414 minutes. This hardly would have 
been proof of how fast the mile coulc L be run without suc *h a handicap. 

The free economic system and man’s yearning for economic freedom 
are powerful and stubborn forces. There is no question but that they 
can and do survive many handicaps. But, as with the mile race, the 
potential is realized only when free of unwarranted restraints. 


THE SOVIET CHALLENGE 


Since the first sputniks roared into space, we have known that we 
must face up to the Soviet challenge. But 2 years later we have not 
decided what to do about it. 

On Friday, November 13—and I hope there is nothing prophetic 
about Friday, * the 13th—Allen W. Dulles, Director of the Central In- 
telligence Agency, presented a statement on Soviet growth and poten- 
tial before the Joint Economic Committee. The facts he brought 
out give us no room for further indecision. 

He debunked the idea that Soviet progress has been significantly 
based on property taken in repatriation or on the work of German 
scientists. He noted that advantages from these sources fell far 
short of compensating for the devastation of the Soviet industrial 
plant during World War II. Despite this devastation, he reported 
figures which indicate that the Soviets have, over the past 30 years, 
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increased their industrial production from approximately 8 percent 
of ours to some 40 percent, a fivefold increase. 

He said we-should take seriously the ability of the Soviets to continne 
to grow very rapidly. He reported that the Soviet industrial grow 
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results from capital investment approximately equal to ours in dollar, They 
even though their gross national product is only about 45 percent of I that be 
ours. Mr. Dulles also noted that the Soviets have budgeted steadily in. uneve! 
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Mr. Dulles emphasized that we must increase our recent rate of ey 
growth, unless the Soviets are to make very substantial additional 4 Se" 
gains—in relative strength—over the decade ahead. elsewhe 

I returned from a trip to Russia in September, after seeing at first. J! ' 
hand a significant cross-section of Soviet technology. It is my belief fj !ve In 
that Mr. Dulles has in no sense overstated the strides which the Soviets jp limited 
have made and will continue to make for a long time to come. greater 

There have been recurrent implications that our Nation would have f !*v¢ 
to go through a new period of belt tightening, or sacrifice, in order to "coc! 
hold down the Soviet gains in relative strength. It has even been oY 
suggested that the orientation of our free system to the satisfaction os 
of consumer wants and preferences is an indication of unnecessary fat J‘ d 








in our society. 
It may be that some are misled by the concentration of Soviet growth 
in basic industry, and by the Soviet emphasis on space and other tech- 
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nology having military significance—at the current expense of more We 
consumer goods and services. The thought seems to be that we must § “'* 
make sacrifices if we are to compete with this kind of growth. It 9, W . 
obviously is intended that more Government spending is the sacrifice § 
we must make. be x 
We know that there are no means—other than incrasing tax burdens oe 
or direct regimentation of the consumer—to sacrifice consumer spend- “an " 
ing to more Government spending. We know it is inevitable that if § “ ° 
new sacrifices are made the cost will be measured in further loss of great 
growth and basic economic strength. = ; 
More Government spending would be logical only if inadequate Gov- cm 
ernment spending accounted for our lag in growth over recent years. mu ; 
This is hardly the fact. Instead, it is excessive Government spending— ro 
supported by a tax system using destructive tax rates—which has ete 
limited our economic progress. More spending, at the expense of ty 
starting thorough tax rate reform, would simply further retard our = 
ake ; a of p 
The Soviet present emphasis on basic industry does not mean that P 
the consumer will be permanently neglected. Probably—above all - 
things—the Soviets would like to excel us in consumer goods and serv- We 
ices. Their plan is to continue to do without such things for the ties 
time being in order to have more later. ‘ai 
Within a decade, the total economic position of the Soviets is ex- the 
pected to approach the general level of our 1959 economy. As they the 
move bedard such an industrial base, they will come to possess much ie 
greater power to maneuver in their national and international objec- aie 
tives than has been the case to the present. pan 
Now, they are supporting a military effort roughly comparable to th 
ours out of a gross national product approximately only 45 percent of 
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ours. Now, their economic building must be at the expense of cour- 
rent consumption. But, with a much larger industrial base by 1970, 
they will have capacity as well as readiness to shift emphasis as suits 
their pur poses. 

They will be able to support a much larger military effort, should 
that be deemed desirable or necessary. They will be able to devote 
yneven larger proportion of total effort to capital investment. They 
rill be able to produce goods with which to flood, and if they see fit, 
disrupt world markets. As compared with preceding experience, 
they will be able to provide a tremendous flow of consumer goods 
and services to their people or to promote the Communist conspiracy 
elsewhere. 

It is time we woke up to the fact that we, as well as the Soviets, 
have limited flexibility for maneuver at the present time. They have 
limited flexibility now because they are determined to have much 
greater flexibility later. We have limited flexibility now because we 
have let the dynamics of our strength get out of repair, as we have 
ricocheted from emergency to emergency, and compounded the folly 
of unwise Government spending programs with punitive tax rates. 

If we must spend more on some Government programs, we must 
trim down the fat in other Government programs. With destructive 
tax rates sapping the vitality of our economy, we know that we must 
give first priority to tax rate reform, not spending the revenue gain 
from economic growth. 

We know that we can proceed safely on this course at this time be- 
‘ause we do not now need to increase the total of military spending. 

We know that what we need is a larger and faster growing economic 
base. If we take the necessary steps now to permit suc ch growth, 
we know that—should the Soviets move in that direction—we could 
later take greater military spending in stride. 

Now, we still have leadtime. Later, we might not. If we do not 
let our economy grow more rapidly, we would be simply inviting a 
greater Soviet military effort in the future. Mr. Khrushchev knows 
our growth will continue to lag under present policies, and he does 
not believe we have the will to change them. Later, when he is capa- 
ble of greater flexibility, he thinks ‘he will have us in a squeeze. If 
his diagnosis is correct, he would then be in position to force us to 
make further sacrifices in growth in order to expand our Military 
Establishment while he overruns free markets and dazzles the world 
with tremendous production of consumer goods. 

Against this developing pattern of encroachment on our position 
of prestige and leadership, we have no reason for despair. However, 
we must recognize that our relative position of strength is deteriorat- 
ing, and hence that we are losing flexibility of decision and action. 
We have no excuse for not taking the right steps now—we should 
have taken them before. 

More Government spending, or more Government interference with 
the private economy, will not provide a stockpile of security against 
the future. We cannot significantly stockpile idle capacity or under- 
developed resources. We can stockpile continuously increasing eco- 
homic strength, but we can’t do it through Government action. We 
can provide the greatest stockpile of strength for the future only 
through growth in the private economy. 
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In short, we know that we must grow more rapidly if we are to stay 
well ahead of the Soviets in economic strength—if we are to be ready 
to meet what comes without strains and stresses that would disrupt 
our free economic system. We know that we must have more capital 
to do the job. We thus know that we must pull down the tax rate bar. 
ricade to greater capital accumulation and use in our private economy, 










MEANING FOR AMERICANS 


We know that we are engaged in a contest with the Russians which 
we cannot overwin. 

We know that the things we must do are things we should do in 
our own interest even if we had never seen a Communist. 

We know that our economy has not grown rapidly enough over 
recent years either to maintain our position of prestige and economic 
leadership in the world—or to meet. the real and legitimate needs and 
aspirations of our people for a better life. Figures put in the compen- 
cium, page 1599, show that the per capita production of goods and 
services in this country increased only 13 percent in the 8 years ending 
with 1957. By comparison, the revised and dynamic economies of the 
free world increased by a range of 18 to 60 percent. 

America has a rich heritage to live up to and improve upon. We 
were the first civilization to prove that the free economic system, given 
its head, will provide a steady increase in the economic well-being of 
its citizens. We know that the greatest and most durable progress 
is made when men are free to move upward on the income ok with- 
out pulling down those who have led the way. We know that even 
greater progress can be achieved in the future—if our economy is re- 
lieved from the restraints of punitive tax rates. 

We know that in all societies men are motivated by self-interest. In 
a free society it is the accumulation and interbalance of the various 
expressions of self-interest which spell progress and greater well-being 
for all citizens. Obviously my views reflect the self-interest of a 
businessman. But we know that the businessman serves a larger inter- 
est when he urges moderate tax rates compatible with the character 
of a free economy. 

We know that the real benefits of a reformed tax rate structure, as 
outlined in my advance paper, will be measured in terms of newer and 
better jobs; of significant increases in the level of living standards; 
of far greater opportunities for the starting and developing of busi- 
nesses; of marked improvements in the economic status of less indus- 
trialized areas of our Nation. 

I am an optimist on freedom, and especially the American brand. 
But the preservation of freedom is dependent upon alertness to all 
forces which would undermine it. 

We know that freedom requires the dedication of men in private 
and public life; men who set their sights on the needs and requirements 
of the future; men who have the courage of their convictions when 
confronted with great issues. 

We know that it is not an easy thing to wrest our economy loose from 
doctrines which have shaped policy in such a sensitive area as taxation. 
no matter how misguided those doctrines may be proved to be. But 
we know that it must be done, and quickly. 
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And we know that all sectors of our society will applaud and sup- 
port such leadership, since it is the highroad to greater progress and 
strength under freedom. 

The Cuarmman. Mr. Smithies, we are very pleased to have you with 
us today, sir. You are recognized. I understand you do not have 
copies of your summation. 


STATEMENT OF ARTHUR SMITHIES, PROFESSOR OF ECONOMICS, 
HARVARD UNIVERSITY 


Mr. Smrruies. No, I do not. 

The CuarrMAN. You may proceed. 

Mr. Smrrutes. I regret the mechanical difficulties that made me 
late. I can’t refrain from commenting on the last remarks of Mr. 
Bixler that I heard, that the way to combat the Russians was to 
undertake tax reforms, apparently to reduce the corporate rates, I 
feel more reduction in the direction of higher expenditures for de- 
fense purposes as the most effective way to deal with the Russians. 
To attempt to do it by tax reduction seems to me to be an ostrichlike 
policy. I am sorry I did not get in earlier, but I do feel I am bound 
to make that remark. That is a useful way to introduce my own 
remarks, which are based on my paper in the compendium. 

[ am afraid I did not distribute a summary of these remarks be- 
cause I felt I had very little to say, except in a negative and rather 
skeptical sense, about the consequences of changing the income tax 
rates, to which people seem to attach so much importance from the 
point of view of their economic consequences. It seems to me that it 
simply has not been proved by anyone that reduction or reform of 
the tax structure will have any of the consequences that Mr. Bixler 
has been talking about. I just know of no empirical evidence that 
would give one any reason to believe this. I know of no theoretical 
argument that would lead one to expect dramatic changes from any 
reforms in the structure of the individual income tax. 

On the theoretical side, one does have to take into account, as sev- 
eral other members of this panel have suggested, that the average 
effects of taxation and the marginal effects, the average effects to 
make people work harder and the marginal effects tending to make 
people work less. The combination of the average and the marginal 
effects might work either way. I think one has not seen any evidence 
at all that people are working less as a result of the income tax 
structure, 

[ refer in my paper to Mr. Crawford Greenewalt’s testimony before 
the joint committee in a large compendium which was published 2 
or 3 years ago. He felt dutybound to make the argument for the 
strongest incentive effects, but his pride prevented him from saying 
that his generation was affected. He could not see that his own son’s 
generation would be affected, and, therefore, the effects would occur 
probably two generations from now. 

Well, here is a gentleman who I regard as an extremely able man, 
suffering from this acute conflict of interest. And so we go. It seems 
to me that the arguments of those who say that incentives will be 
seriously damaged by the continuance of the present tax structure 
are really motivated by a simple and understandable desire to get 
tax rates down. 


48820—60——-78 
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Similarly, as I say in the paper, I think it is very difficult to attach 
too much i Importance to the venture capital argument. As indicated 
by all the statistics, the amount of taxes paid by the high bracket 
income groups is very small in relation to the total. Consequently, 
reduction of taxes of those levels of income would have, I would say, 
a very trivial effect on increasing the supply of venture capital, 

But furthermore, as I think again many people have pointed out, 
the existing tax structure might ‘actu: lly encourage the flow of ven- 
ture capital because of the differential treatment of capital gains and 
ordinary income. I have had numerous indications from. people I 
know that they do become more venturesome in their efforts to escape 
the high bracket income tax rates. Consequently, I just can’t attach 
any importance to the incentive arguments for tax reform. I don’t 
know that they are wrong. I w ould put myself into a false position 
if I could say they were wrong. I am merely suggesting there is 
no compelling argument I know to accept them. Consequently, I 
think one in thinking about the tax reform has to fall back on other 
arguments, arguments such as equity and feasibility. 

I agree very “much with other members of this panel who have said 
that there is’a strong argument for making reality conform to ap- 
pearance, and I think it would be highly desirable to have a tax sys- 
tem that formally enacts the taxes that people have to pay. I think 
with respect to the high brackets, a reform that did combine closing of 
loopholes with reducing formal rates would be desirable. It seems to 
me it is good for politic: | morality that the tax laws should say what 
people are saying. It is rather a scandal that the high rates should 
pervade as the rates that actually exist, whereas the reality i is SO very 
much different from what the rate schedule seems to indicate. 

I think, incidentally, this is a more serious problem in England than 
it is here. Curiously enough, I think the Labor Party in England i is 
as reluctant as anyone to reduce the high bracket rates, because they 
don’t want to give their constituents the impression that they are 
soaking the rich. However, that is parenthetical. 

With respect to the high brackets, it seems to me there is a very 
strong argument for closing loopholes and reducing the formal rates, 
and making the actual rate correspond to the legislated rate, or the leg- 
islated rate corr espond to the actual rate. 

With respect to the lower brackets, I came to the conclusion that 
rather surprised me in this paper, that I would rather reduce rates 
than raise exemptions. I always felt that the thing to do was to keep 
the exemptions at roughly the same proportion of income. I came, 

rather, to the conclusion, though, in reflecting about this paper, that 
one should probably leave the exemptions as they are, and as the real 
income of es country increases, they become less and less important, 
and perhaps one day they will disappear entirely. 

I reach that conclusion on the ground that as the country does be- 
come richer, more and more people ought to participate in paying 
for national defense, particular ly, and the theory of the exemption 1s 
that it provides a minimum for subsistence which should not be taxed. 
But the whole population, apart from particular distress areas, ought 
to be treated differently, as it gets above the subsistence level, it seems 
to me that the theory of a subsistence exception rather disappears. I 
look forward to the day when we are rich enough and everyone will be 
on the tax rolls, and if exemptions are granted at all, they are granted 
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simply on the grounds that the administrative cost is too great to 
worry about people. But in priniciple I would like to see the day 
come when everyone is rich enough to pay some income tax, and I 
think this day is approaching. 

As I say, except for particular regions and groups who I think 
should receive relief, if they receive it, through expenditure programs, 
rather than through tax relief. 

Looking at the future, it does seem to me that the tax system, as we 
grow richer, would tend to become more cares e. As I say, 1 think 
more people should be embraced in it. I don’t think there is any 
point in attempting to raise the top bracket as above the present 
~ tive level. 

» I would envisage a situation where more people will at the 
Soon come into the income tax, and the progression slopes gradually 
from a lower level income at which it starts now up to about the 
present top level. 

Well, it is not really my province to point to political feasibilities, 
but I should think reform is most likely to come in the context of 
either a general increase or a general decrease of taxes. I find it hard 
to envisage a situation where the Government simply shuffles around 
the existing tax structure in order to reallocate the liabilities. I 
could envisage situations in the future where either a general in- 
crease or a general reduction may be required. In the event of a need 
for a general increase in the income tax, it is obviously not feasible to 
reduce any particular rate, so in the event of a general increase, I 
think I would leave the formal top brackets where they are and in- 
crease the liability of the high-income reserves by loophole closing 
and have a general rate increase in the lower brackets. 

In the event of a general decrease being warranted, I would suggest 
that, as I say, not to increase the exemption, but to have a general 
rate reduction. 

I would also like to see this general rate reduction combined with 
loophole closing so as to make a reduction in the rates actually paid, 
al appropriate reduction in the rates actually paid by the higher in- 
come tax brackets. 

I am sorry not to have had much more to say. I have reflected on 
this problem, and I have read the admirable studies of my colleagues, 
but | come up with rather negative remarks. This is one of the many 
subjects in economics where categorical statements and definite proofs 
are very hard to arrive at. 

The CuarrMan. Thank you, Professor Smithies. 

Mr. Smrruies. Thank you. 

The CHarrMan. Gentlemen, we thank all of you for being prese.: 
this morning and giving us this summation of the statements in your 
compendium. 

Professor Musgrave, as I understand from your paper, your an- 
alysis shows that in reducing effective tax rates below the normal 
rates, deductions are most important for small incomes 

Mr. Muserave. Yes. ‘Two factors are important for small incomes. 
In my so-called plans 1 and 2, the important factor at the lower end of 
the seale is the deduction. In plan 3, where I make the additional 
adjustment for including wage supplements, the most important 
factor becomes this wage supplement. With reference to my chart on 
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page 2225 of the third volume, we see that under plans | and 2, where 
the wage supplement problem is not touched, the gain of the low-in. 
come groups as compared to the middle-income groups is relatively 
slight. Plan 3 makes for a bending down of this line. At the lower 


end of the scale, the loophole factor becomes very powerful only 
when I bring in the w age supplement. 


The Cuamrman. What I am trying to get at is this: Looking at it 
in this way, one of the panels proposed ‘earlier that there might be 
some practical possibility of bringing about some degree of rate re- 
duction as a result of the elimination of some of the present deductions, 
What I am trying to find out from your study is do you reach the 
conclusion that the present deductions in the law inure more to the 
benefit and affect the rate of taxation actually paid by the lower income 
people ? 

Mr. Muserave. I reach the conclusion that in the absence of audjust- 
ment for wage supplements, the deduction element is the most impor- 
tant factor in the low income groups, whereas in the high income 
groups, capital gains and income splitting and other factors, are 
relatively more important. 

The Cuatrman. That is the most important factor in the middle 
income group, do you say ? 

Mr. Muscrave. Yes. 


The Cuatrman. And then there is capital gains treatment for those 
in the higher income level. 


Mr. Muserave. Yes. 
The CuatmrMan. Those are the more important factors. 
Mr. Muserave. Yes. 


The Cuarrman. And other factors enter into it. What I am getting 
at is do you have more of an adverse effect upon the people in the 
lower income groups as you tend to reduce the amount of deduction 
that may be taken from income under existing rates? 

Mr. Muscrave. Yes. But I do not quite have the particular data 
which you are asking for, but let me say this 

The Cuamman. This has a very important bear ing, of course, upon 
whether or not there are any practical possibilities in the area of re- 
ductions for broadening the base; as to where the burdens of taxation 
are; what you do with ‘the present burdens of taxation; and how you 
shift those burdens of taxation among taxpayers. If you increase 
primarily the burden in the lower income group through tampering 
with present deductions, I would like to know if that is the case; 
whether you increase the burdens primarily on the middle income 
people if you tamper with this matter of split income; just as I was 
going to ask you then if you are increasing the burden primarily on 


those in the high income brackets if you do anything with respect to 
apital gains. 


Mr. Mc SGRAVE. 
The CHARMAN. Yes. 


Mr. Mvscrave. With regard to deductions, I can make two state- 
ments: To the extent that lower income groups benefit from loopholes, 
the deduction loophole is of greater relative importance for them than 
for the upper groups. This, however, does not mean that doing away 
with the deductions would increase the tax burden more for the lower 
groups than for the upper groups. It just means that the upper 





May I briefly answer these questions ? 
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eroups have so many other loopholes which are more important. If 
the deduction was 10 percent all through the income range, then we 
could say that doing away with deductions would, relatively speaking, 
benefit the upper income groups because deductions come in at the 
marginal rate of tax and are therefore more valuable. To the extent 
that the deductions as percent of income rise, this would be even more 
so. In all, reducing deductions will increase the burden of the upper 
income groups more than of the lower income groups. I think this 
iscompatible with my statement that given loopholes and all such as 
they are, the deduction is more important at the lower end. 

When it comes to income splitting, there the impact, the m: vjor im- 
pact, quite clearly is in the range from, say, $25,000 to, say, $75,000. 
[ would rather call this the lower- -upper than the middle range. The 
benefit under $10,000 would be quite slight and the benefit ‘for very 
large incomes would also be quite slight. 

When it comes to capital gains, a distinction m: iy be drawn between 
one plan whereby we would simply apply a full rate of tax to realized 
gains and another plan whereby we would tax unrealized gains at time 
of death. As far as applying full taxation to realized gains is con- 
verned, this would greatly increase the burden of the high groups, 
especially very high as compared to middle high. If we take the 
taxation of unrealized gains at time of death, we find that a larger 
part of the burden would fall on the lower groups, but I suspect that 
this is so because these unrealized gains for the lower group would, 
toa large degree, occur in the form ‘of residential housing, and would 
largely ‘be a reflection of the inflationary process. If capital gains 
were adjusted to exclude gains which merely reflect price level changes, 
then the finding that unrealized gains accrue heavily to the lower 
groups would be qualified considerably. I think we would then obtain 
the conclusion that the resulting change is primarily an increase in 
the burden of the higher groups. 

The Cuarrman. I don’t know that I have gotten just what I have 
been trying to get. I think this has to be studied a whole lot more. But 
as between brackets of taxpayers, let us divide them into three groups, 
the low bracket taxpayers, the middle bracket taxpayers, and the 
upper bracket taxpayers. Whose situation do you affect the most if 
you do anything in the direction of the elimination of present deduc- 
tions that are in the law? 

Mr. Muscrave. The percentage increase in liabilities would be 
greater in the middle and upper brackets than in the lower brackets. 

The Cuatrman. The percentage? 

Mr. Muscrave. The increase in liabilities would be greater in the 
middle and upper than in the lower groups. 

The CratrmMan. But in the process you would be taking away from 
the lower income bracket. people about the only thing that they have 
that saves them from the effective rate. 

Mr. Muserave. Yes; that is right. But still, though you may take 
away from them the only thing they have, even this only thing may 
he more important for the higher groups than for the lower groups. 
The statement that. it is the only thing which the lower groups have 
is, of course, correct only if we ‘don’t think of wage supplements. If 
we consider the possibility of taxing wage supplements it should be 
noted that this further item is very important to the lower groups. 

The Cuarrman. What do you mean by wage supplements? 
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Mr. Muserave. I mean social security benefits 
and all of these things. 

The Cratrman. Let me ask all of you whether or not it is possible 
for us to have any standards to guide us as to how progressive a rate 
structure should be for promotion of economic growth and other 
objectives that everyone might say are desirable. Do we have any 
standards by which we could gage as to how progressive a rate struc. 
ture should be in order to accomplish any of these agreed objectives! 

Mr. Muserave. As far as equity is concerned, the student of taxation 
would say that there is no scientific demonstration that any particular 
degree of progression is the appropriate one. He would also add that 
this negative scientific finding neither disproves nor supports points 
of view in social philosophy which suggest that we ought to have 
various degrees of progression, as a matter of social justice. 

I would think, and this in difference with Mr. Bixler, that our con- 
test with the Soviet world is not only a contest in output, but it is also 
a contest in persuading others that our’s is a good life. The recog- 
nition of the fact that this has become a socially responsible capitalism, 
as some may want to call it, or a welfare conscious form of capitalism, 
as others may want to call it, maybe just as important in impressing 
other countries as is our ability to produce more consumer souls. 

With regard to growth, if we want to have more growth via more 
capital accumulation, then, in some way or another more resources 
must be put into capital formation and less into consumption. This 
I think, might point in the direction of reduced progression, provided 
we take the steps to assure that there is a level of investment which 
readily absorbs the additional savings. To the extent that our empha- 
sis on growth is emphasis on innovation, the social policy implications 
of growth policy, and especially the fiscal policy implications, are 
quite different. Here the case for reduced progression does not fol- 
low. What follows is a case for strong tax incentives to innovations 
and heavy Government expenditures on innovation-producing kinds 
of activities. 

The Crarrman. Does anyone else desire to comment on this last 
question? Professor Break? i 

Mr. Break. I think from the point of view of incentives, you do 
have a criterion you can use as to the amount or degree of progression. 
As I indicated in my paper, first of all a smooth progression seems to 
be called for, particularly at the bottom of our rate structure the in- 
crease in rates is quite sudden. It calls for stopping the progression, 
I think, short of the present marginal rates. I would place the top 

somewhere in the 60 to 65 percent bracket, although that is not any 
hard and fast maximum. The evidence I have in my study showed 
that above 70 percent you have a significant amount of disincentives 
and below that you did not, but this was just one study in England, 
where most of the people I was talking to faced high rates, and it 
might or might not break at the same point here. I do not know. 

The Cuairman. Professor Smithies. 

Mr. Surrntes. I just wanted to add one remark. I commented on 
this in my main remarks, but this is slightly supplemental. I agree, 
of course, with what Mr. Musgrave said just now, with the objective 
of deciding what is equitable is a matter of one’s own judgment and 
no one should try to make objective statements about what is equitable 
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or what is unequitable. Secondly, with respect to the promotion of 
srowth, I would disagree with Mr. Musgrave on one point. He said 
if you need more savings, the thing to do is to reduce the top-bracket 
income tax. I would have thought the way to get more savings, more 
national savings for purposes of economic growth, is to have a budget 
surplus and use the budget surplus for debt retirement. I think this 
would probably give you more savings than any reduction in the 
income tax if you ran a deficit. I think it might be quite possible, if 
we are going to attempt to achieve Mr. Rockefeller’s 5-percent rate of 
srowth; I think one will need a very large budget surplus, and tax 
reduction would not have anything to do with generating savings 
required for economic growth. The budget surplus would be used 
to retire national debt. The money that would flow into the capital 
markets would be used to finance private investment. 

As I said before, with respect to innovation, I would agree in gen- 
eral with what Mr. Musgrave said, but I would also stress the point 
that I think the present differential treatment between capital gains 
and income is itself powerful on the risk of innovation. 

One final remark I would like to make on this is that although I 
may not be able to comment on the effects of the structure as it now 
exists, one might be able to comment on the effects of changes in the 
structure, even though I insist that you cannot tell the present degree 
of progression having any particular effect on incentives or anything 
else. I would not be in favor of any attempt to increase progression, 
because I think the impact of a change in that direction might have 
serious adverse effects on incentives. 

Mr. Brxter. Mr. Chairman, I will need quite a bit of time for 

rebuttal on a whole series of points. 
First of all, if we can turn to the compendium, to pages 2278 and 
2279, I do provide an answer to the question you asked as to what 
would be an equitable individual tax-rate system. In the table of 
income brackets on page 2278, this, of course, only shows our present 
rate structure and emphasizes the point which it seems to me is so 
often overlooked—that we have a very steep progression on the mid- 
dle-income brackets. The idea that this is only a “soak the rich” sort 
of thing certainly does not apply. There are all sorts of individual 
entrepreneurs, professional people, there are master mechanics, also 
college professors, and a great many other people who fit into this 
category where we have an extremely sharp progression. Half of the 
progression is reached by the time we are up to $22,000 of taxable 
income. 

As to where we might go, in table 1 I simply indicate over in the 
next to the last column that 13 percent is all of our total Federal indi- 
vidual tax currently coming from the progressive elements in our rate. 
The rest of it comes from the basic 20 percent, and, therefore, we are 
not talking about a tremendous amount of dollars here as to what 
actually results from progression. 

In table 2, at the bottom of the page, there is a suggested 5-year 
plan as an approach to tax rate reform. You will see that as of 
January 1, 1964, the next to the last column, this would propose a 
rate going from 15 to 38 percent, and the preceding columns indicate 
the amount of reduction in each particular year until we reach that 
point. The validity for having this 38 percent top is explained in my 
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original paper : If we set the corporation tax at 38 percent, going back 
to where it was in 1! )50, just before Korea, when 38 percent was our 
postwar tax rate, it w ould be logical to establish the top individual rate 
at the same 38 percent because ‘then a business could make its deci ision 
as to whether to be a proprietorship, a partnership, or a corporation, 
regardless of tax implies itions, and there would not be any tax pen: ulty 
for doing business in any of those particular forms. As I am sure 
you are aware, Mr. Chairman, 85 percent of all the businesses in the 
country are not incorporated nenanien 

As explained in the compendium, I don’t think there is any real 
merit to even this amount of progression. But as a practical approach 
to the problem and to achieve 1 percentage point increments between 
each bracket, this is a feasible plan. 

The next question I would like to take up, is that matter of how 
shall we combat the Soviets. Certainly the basic problem is that, as 
Mr. Dulles pointed out in his remarks, the Soviets are putting about 
30 percent of their total gross national product back into capital 
formation, essentially in industrial developments these days, whereas 
we are only putting in between 1 7 and 20 percent annually into capital 
formation. That gap is going to increase. It is high time we started 
taking a little longer view as to how we are going to have capital 
accumulation. I forgot who it was, though I believe it was Professor 
Musgrave, who asked why don’t we have a larger budget surplus— 

Mr. Smiruies. That was me. 

Mr. Brixuer. And that that would reduce the 
would need. 

As a businessman, a person who has helped in the formation of a 
number of smaller companies, and actively engaged in them, I don't 
share that feeling. It seems to me we could anticipate there would 
be at least $2 billion a year available for private capital formation 
under the plan I have suggested i in table 2. That is based upon the 
fact that there might be $3 billion of individual savings in the various 
income brackets. We can assume, I believe, that two-thirds of that 
would be available as savings for investment purposes. Of course I 
am interested in the balanced budget and I am highly cognizant of our 
national debt, well aware that we should be paying attention to it. 
It seems to me, though, that with the beneficial effects of tax rate 
reform and its effects on capital formation and economic growth over 
a period of time, we can anticipate substantially higher Federal 
revenues with which we can pay more of the debt. 

Furthermore, the debt itself would be paid to whoever holds the 
Government bonds. Part of this holding 1s in banks, part of it is by 
individuals or trusts. I suspect that most individuals who own Gov- 
ernment bonds have this as the nest egg, the rainy day thing, the fund 
for sending their son to college or some other thing, and ‘this is not 
the usual kind of equity capital I am talking about for the growth of 
this country. 

Further, if Government bonds are held by banks and other financial 
institutions, they cannot lend money for equity capital. I know from 
personal experience that supplying | equity capital is not the function of 
banks. It seems to me that equity capital could and should be used 
for innovations, for starting new businesses, for buying stocks so that 


the corporations do not have to depend solely on bond financing or 
other types of locked-in obligations. 
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The other part of the Russian aspect is that we need to show that 
yeare 2 humanitarian society, and this I certainly believe. However, 
it seems to me that basically and fundament: uly, the hardheaded 
realists Who are running the Soviet system are looking to a very con- 
siderable extent at what do they have and what do we have in the 
Military Establishment, consumer goods, and things of this sort. We 
vrtainly have enough kinds of things, fringe benefits, philanthropies, 
all the kinds of private and public welfare programs we have now, 
that we can make a good case without disrupting the case for tax 
reform. 

The Cuarrman. Mr. Lampman. 

Mr. Lampman. If I may answer your question about equity, I think 
| would disagree a bit with some other members of the panel about this 
being a purely subjective judgment. It is not just a matter of how 
we feel about it. I think it can be dealt with in terms of what conse- 
quences we think are involved. To have a progressive tax system, 
agenerally progressive one, would mean that we are narrowing income 
inequalities. ‘This has some kind of consequences both at the bottom 

and at the top, and as regards the whole quality of our civilization. I 
vould say that at the bottom what we are concerned with is welfare 
of individuals. We are concerned with having some progression 
throughout the part of the income distribution below the median for 
the reason that we want to increase consumer welfare as opposed, let 
us say, to a regressive tax system which would tend to reduce the level 
of consumer welfare. 

At the top of the income distribution—and I think it is important 
to think of this in realistic terms—the top 5 percent of our income 
distribution begins with families in consumer units at somewhere 
around $13,000 or $14,000. From there on up we are not concerned 
nthe same way with protecting a minimum consumer welfare. We 
are concerned, I think, with restraining economic > power differences. 
We are concerned with limiting the growth of a dynastic kind of 
society, where the rich get richer and the poor get steal: As has been 
pointed out by Mr. Bixler, we do not gain a great deal of revenue by 
these high progressive rates, so that is some purpose other than to 
gain revenue. There is some purpose here, it seems to me, having to 
io with the quality of our society. I think this shows up in terms 
of social behavior and political responsibility. It shows up in general 
ways of increasing the participation of all parts of the population. 
I would affirm, again, in thinking about this, that it is important not 
tothink about the progressivity of one tax all alone. Our tax system 
for the most part is proportion: al. That is, for at least 80 percent of 
the families in the United States, the overall tax system is propor- 
tional. There is no progression in it. The overall progressivity, there- 
fore, appears only for the top 20 percent or perhaps the top 10 percent. 
If we look for ways to improve the equity, it seems to me that we 
should adopt some method to introduce progression in the bottom part 
of this distribution. This can be done by changing the rates and 
leaving exemptions alone, as Mr. Smithies has suggested. At the top, 
presumably the best way to increase progression is not to increase 
rates—indeed we could decrease the rates—but by redefining the income 
hase along the lines as has been suggested here. 
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Mr. Muserave. May I return to progression at the lower end of the 
scale? I think one ought to look at the exemption as being really a 
zero rate bracket. In other wor ds, exemptions are not a separate 
thing; they are part of the rate structure. In fact, if we take families 
up to, say, incomes of $10,000, the progressivity of the income tax js 
almost exclusively a function of exemptions. The step up of bracket 
rates gets into the picture only later on. A reduction of exemptions, 
together with reducing lower bracket rates, really amounts to raising 
the effective rate structure at the ver y low end of the seale. The slig- 
gestion to divide the first bracket into a number of subbrackets is quite 
appropriate, and as we go further down into the income scale with 
lowering exemptions, it ‘makes ine reasing sense to start with lower 
rates at the very beginning. If we had zero exemptions, we would 
probably want to start with a zero rate. But for practical purposes, 
the exemption will remain the most important factor in determining 
progression in the income tax. 

Turning to progression at the upper end, let me just add that my 
concern is with the volume of savings, and considerations of economic 
growth. Regarding Professor Smithies’ point on budget surplus, | 
would say that if the debt retirement is to add to net savings, it must 
come from taxes which in turn come out of consumption. “But if we 
raise taxes on consumption to retire debt, this would tend to have 
the same impact on progression as my suggestion for less taxes on 
Sav ings. 

Mr. Smrrutes. In other words, a budget surplus would always make 
a net addition to total savings. 

Mr. Muscrave. Yes. 


Mr. Smrruies. It will always increase consumption to some extent. 

Mr. Muscrave. But if 80 percent of the taxes come out of consump- 
tion, only 20 percent would add to savings, and you then might end 
up with having to increase the overall Jevel of taxation very sub- 
stantially to get a given increment in savings. 

Mr. Smrrutes. Suppose you just increased every tax proportion- 
ately and realized a budget surplus. This would make a net. incre- 
ment to the total national savings. 

Mr. Mvsecrave. But if you increased Federal taxes across the board 
by $5 million, and raise the budget surplus by $5 million, you might 
have a net effect on savings of $500 million, or a little more. I do 
not think $2 billion out of the increment of $5 billion would come 
out of savings unless you had the increase entirely at the lower end 


of the income tax scale. In any case, the distributive aspect of your 


taxes would remain quite important. 

The Cuarrman. Professor Musgrave, let me direct the attention 
of the panel to your table 2 on page 2226 of the compendium. 

In your first column, the infor mation that I have seen is most in- 
teresting. You discuss the legislative rates of 20 to 91 percent. Your 
table 1 and column 1 are income brackets. 

Mr. Muserave. Table 2? 

The Cuatrman. Table 2, column 1, attempts to show what the act- 
ual tax, as a percent of adjusted gross income as reported, is in those 
brackets, and in the first bracket you indic: ate from $600 to $2,500, 
the actual tax as a percent of that adjusted income being 4 percent 
rather than 20 percent, as the rate would indicate. Is that right? 
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Mr. Muserave. Yes. 

The Cuarrman. And so on down. And in the $2,500 to $5,000 
bracket is T percent, $5,000 to $10,000 bracket is 11 percent, $10,000 to 

$15,000 1s 15 percent, $500,000 to $1 million is 49 percent, and $1 mil- 
lion or more 1s 49 percent. 

Adjusted gross income is the figure that we developed after we 
deduct. all business expenses, and ‘take deductions, including in 50 
percent of whatever capital gain we enjoyed in that taxable year, but 
prior to that taking of the personal exemption, is it not? 

Mr. Muserave. That is correct. 

The CHatrMan. So that there is a very material difference in the 
actual tax that we compute and the so-called theoretical tax that. is 
in the law with respect to these various brackets of income. This 
actual tax, though, that you have in column 1 is not the actual tax 
that some people pay on income in these brackets, I daresay. 

Mr. Muserave. This is the amount of tax that has been paid ac- 
ording to Treasury statistics. 

The CHatrMan. That is the average / 

Mr. Muserave. It is the total paid in the bracket as a percent of 
the income. 

The CuarmMan. That is what I am talking about. That represents 
the average. I remember one time I was asked to speak to a group 
here in Washington and I asked for some information from the In- 
ternal Revenue Service. How many taxpayers in the previous yea! 
had reported income to which the 91 percent rate applied. I have for- 
gotten the year, but it seems to me we were talking about the taxable 
year 1956. In that instance, the service told me that there were 1,200 
returns to which the 91 percent rate applied. 

The effective rate for those people was actually the statutory rate, 
so when the average or the actual tax in bracket as a percent of the 
total adjusted gross income in the bracket reflects, say, 25 percent 
in the bracket to twenty-five to fifty thousand dollars, there are some 
people within those brackets who may be paying less than 25 percent 
and there are some people who are paying more than 25 percent. Is 
that right? 

Mr. Muserave. That is correct. 

The CuatrmMan. So, actually, there is progression in the income tax 
law, a very steep progression at the moment, as I understand it, with 
respect. to certain taxpayers, less progression with respect to other 
taxpayers, and possibly no real progression with respect to even other 
taxpayers. 

Is that the conclusion that you reach ¢ 

Mr. Muserave. That is precisely it. Even regression with respect 
lo some. 

The Cuarrman. How can you determine, then, whether or not, if 
you define some standards as some of you have suggested, by which 
we might determine progression for purposes of economic ‘growth, 
how can you find how to apply it just by doing something to the rates? 

Mr. Muserave. You can not. 

The CuarrMan. It is utterly impossible to just look at the rates 
and determine the rates of progression for the purpose of equity, 
economic growth and so forth, then ¢ 

Mr. Muserave. You must consider the base. 
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The Cuamman. The rates do not apply to taxpayers in the sane § Mr. B 
brackets in the same way. us in bus 

Mr. Muscrave. I would say this is the one part of the argument oy & have to 
which everybody can be agreed; whatever one’s views are as to what § the tax 
should be the degree of progression applicable to everybody, I think @ werent 
up to this point we can all get together. reasons. 

I see no possible disagreement with respect to it. The ¢ 

The Cuamman, The thing that impresses me about this whole f§ or anyb 
thing is this: I have always been taught by those who preceded me J this ade 
on the Ways and Means Committee, before I ever got to this position, J 9 cents | 
and all along the line, that the purpose of taxation was to raise revenue not less 
to defry the cost of the Government. there W 

I have thought rather strongly in terms of that being the primary that it 2 
purpose, and it ought to be the exclusive purpose of taxation. In Mr. * 
your studies of the situation do you find that these actual rates that has hay 
you have in mind are in existence because of some motive in the past § The 
that has prompted action that might be in the social field or in the @ )ust ali 
economic field or some other field, rather than in the field of using § we!" : 
taxation for the sole purpose of developing revenues to defray the § they “1 
cost of Government ? KNOW $ 

Have you gone into that point far enough to comment on it, any of § pl 
you! : They a 
' Mr. Smrruies. It seems to me that in the last 30 years, I would I kn 
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say since about 1935 or 1936, it seems to me from memory, that taxes ; 
some ¢ 


were put on for social and equitable purposes at that point. Mr. 





























Roosevelt was attacking the economic royalist, I think, and inherit- Mr. 
ance taxes were increased. affect 
The progression of the income tax was increased for alleged pur- § {omt 
poses of equity. But my impression is that apart from this particular The 
period, the main purpose has been to collect revenue. Tam | 
The CuatrmMan. Professor Smithies, let me ask you this: If the pri- about. 
mary purpose of taxation is to raise revenue and not accomplish some that . 
social objective or not accomplish some economic objective for a lim-  “@y 2 
ited number of taxpayers, why do we have such a vast difference in § P®Per 
the actual rates of taxation as set forth in the law and these actual § "SP 
rates that are paid within these brackets ? next ¢ 
Mr. Muserave. Do you really mean to say, Mr. Chairman effect. 
The Cuairman. Iam not saying. Iam asking a question. —s 
Mr. Muserave (continuing). That the primary purpose is simply § “vel 
to collect revenue? It certainly would not be to collect revenue in a § 20™ 
random fashion. ; Wher 
The primary purpose is to collect revenue in a fair fashion. = 
The Cuaiman. I would agree with that, that it has to be done ina § ‘han 
fair fashion. ume- 
Mr. Smiruies. You cannot collect it unless you correspond to ac- for t 
cepted standards of fairness. I think this is where the question of § * th 
fairness comes in. the « 
The Cuarrman. | think you are exactly right. There is no argu- effect 
ment about that. We decided with respect to certain things we just knov 
don’t want those rates to apply. But what I am concerned about are r C 
those people whom we haven’t yet decided to take out from the effects ~ 
of these high rates. I am disturbed about the situation that exists = 





in their financial arrangements on income tax today as well as some 
others. 
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Mr. Brxter. In addition to that, it is rather disturbing to those of 
ys in business who are presumed to be the jobmakers and the doers, . 
have to sit down on almost every economic decision and first look a 
the tax implications, then windup doing some things which aa 
yeren’t best in the long run but which we felt compe Hed to do for tax 
reasons. 

The CHatrMAN. I will disagree with anybody, Professor Smithies 
or anybody else, that I could ‘have as much incentive if I knew that 
his additional effort on my part was going to result in my having 
Jcents out of every dollar that I made. I think I would have m: rybe 
not less incentive, but I sure would feel a lot madder : about it. If 

there Were some appreciably less amount—well, Mr. Byrnes has said 
that it might dampen my enthusiasm. I think it would. 

Mr. Smirutes. But on the other hand there is no evidence that this 
has he ippened, Mr. Chairman. 

The CuarrmMan. We cannot pinpoint the evidence. I have been 
just a little bit concerned about the fact that these people that we know 
we in some of these brackets, I know some of them at least tell me 
they are, and they continue to work. I just wonder why they do. I 
know some others, though, that take off about 2 days out of the week 
ind play golf because they don’t want to develop any more income. 
They are already in as high a bracket as they think they want to pay. 

I know, too, that if they can give some good justific ation for it, they 
vill come down here to us to take them out of that bracket through 
some device. 

Mr. Smrrures. I am not at all sure about the fact of recreation 
affecting the ideas of an executive. I am told that good ideas come 
from the golf course. 

The CHarrmMan. It may be that some of us can prove these points. 
[am not so much concerned about proving them as I am concerned 
about the fact: that: nobody seems to be able to prove on the other side 
that they don’t dampen down the enthusiasm. I orated here yester- 
day about some points that Mr. Bixler went into great detail in his 
paper about, about this decade that lies ahead of us and what our 
responsibilities are if we remain a dominant power at the end of the 
next decade. I can’t escape the conclusion that some of the dampened 
effect, at least upon our possibilities is to be found within the internal 
revenue laws. I think that the system that we have today that was 
developed in time of war, when it was not necessary to consider eco- 
nomic growth or anything else, you just did what you wanted to. 
When we continue that kind of a system in peacetime, going into an 
era when perhaps we have more requirements for growth before us 
than we have ever had before. I cannot be satisfied with that war- 
time-conceived system without fully examing it as being appropriate 
for the era ahead. One of the very definite questions in my mind 
is the dampening effect that it may have not tjust on savings, but 
the dampening effect it may have on consumption, the dampening 
effect it may have on incentives, and all of these other things. I 
know good and well if I were in this—of course, I am not. I came 
to Congress and did not expect to get into these brackets. But if 
I were in one of these brackets where I was being hit by a 70 per- 
cent rate when the effective or actual rate was 35. percent, I do not 
know whether it would dampen my enthusiasm but it sure would make 
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me mad. I know that. I would want to get out from under it, | § an hav 
think I would be able to produce more, perhaps, if I was out from @ of me 
under it. mission, 

Mr. Brxter. You point out, as others have, that if we gamble a little § just pre 
bit, we might ec paar 2 some things that all of us would like to current! 





accomplish. I do not know, but maybe it can be done that way. | 
just have not been sold yet on the idea. I am one of those who is very 
pessimistic about doing it in this period of time, in our economic 
growth, because I have been w atching the history of this economic 
vrowth, producing more revenue every year than we had the year 
before. I have seen what happened to it. It hasn’t gone into tax 
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reduction. It has not gone into retirement of the public debt. The 
It has gone into increased spending that may not be avoided by § !te of 
anybody because of the built-in factors that exist on the spending § gong | 
side, which also prompts spending to grow as the economy grows. But agreed 
I have been a little pessimistic about ‘that approach to rate reduction. § done. 
I have been a little pessimistic about it being done through an actual § which 
retrenchment in Government spending. Maybe it will happen, I don't § are of 
know, but I am pessimistic about it. But because of the very table @ of the 
that Professor Musgrave has in his article in the compendium on § Profes 
page 2226, I thought it might be advisable to explore the practical J he 1™ 
possibilities of any approach that anybody might conceive that would, § have a 
in the overall, provide for a reduction in individual and corporate You 
rates. I feel just as strongly as you do about the desirability of doing @ that y 
it, and I differ from Professor Smithies to some extent. Mr. 
I know you would like to have the opportunity. You are talking J The 
in the abstract about the evidence that I would have that would prompt @ Engl: 
me to feel it necessary. have § 
Mr. Sourrnies. I think what we are all saying we would like to see § more 
is the actual rate structure look rather like this. It seems to me, as § body 
Mr. Musgrave said, this is a common area of agreement. Mr. Bixler Mr 
would probably agree with this proposition, except he would like to § rsul 
see the whole thing lower. I think we all regard this point that Th 
you are now referring to as important. that 
The Cuarman. The more eens thing about all taxation is § but | 
that those amounts you take, I guess, out of the economy Mi 
Mr. Smrrutes. No; if you put in into the combination of the high § Mr. 
formal rates, combined with the closing of loopholes, so as to vield bers 
this net result, I think we would all regard this as a distinct improve- § P®y 
ment. are t 
The CuHatrman. I don’t think Mr. Bixler would. tion 
Mr. Smirures. Well, let him speak for himself. is 
The Cuamman. If I draw the wrong impression, I want you to § ‘iff 
straighten me out. M 
Mr. Brxuer. Mr. Chairman, first of all as to the desirability of action for 





























and action now, I think the keyword in my presentation is preemption. T 
If a plan is decided upon and it is agreed that this is what we are hap 
going to do, this has a salutary effect in holding expenditures in line. bra 
T am quickly aware of the built-in expenditure features of our national 49 | 
budget, although I don’t think there is anything that says they must \ 
always be there. The laws that Congress passes can be repealed. tal 
We go back on some types of things, it seems to me, if notice is given. I 
In addition, I think that the long view certainly indicates that we gal 
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an have more revenue for our Federal Government over a period 
of time by reduced tax rates. I would like to enter, with your per- 
mission, Mr. Chairman, into the record, a little, very rough table I 
just prepared here, indicating that if we have $160 ‘billion tax base 
urrently, and if we have economic growth based on the gross national 
product at the rate of 3 percent as we had before, our tax base will 
sow, by 1970, to $259 bi lion. If, however, we grow at 4 percent a 
year instead of 3 percent, we can have a tax base of $303 billion. If we 
sow at 5 percent, our tax base would go all the way up to $354 
billion. So even with lower rates we will have a chance to do the 
things which we think are important. 

The Cuatrman. Mr. Bixler, you and I both know that whatever 
rate of growth we want and whatever rate of growth we attain is not 
going to result entirely through changes in our tax system, if it be 
agreed that we reach some practical solution as to what ought to be 
done. There are other factors that enter into it. But much of that 
which does enter into it is not the jurisdiction of this committee. We 
are of course, limited by jurisdiction to a consideration of only a part 
of the factors that go into this overall. I was much impressed with 
Professor Break’s study and his description of that study wherein 
he finds specific evidence, I guess, from what I read, that you can 
have a rate of taxation which reduces incentive. 

You reached the conclusion, as I understand from your paper, 
that you find evidence of that within our own rate structure. 

Mr. Break. The evidence I have is actually for England. 

The CHatrmMan. I know, but you talk about the experience in 
England and say their 70 percent was the line of demarcation. We 
have some people paying more than 70 percent. Are we imbued with 
more incentive, is our incentive more indestructible than that of some- 
body else? I don’t know. 

Mr. Break. I would be very much surprised to find any different 
results in this country, if a similar study were made here. 

The Crarrman. I don’t know of any study that has been made along 
that particular point here. I agree with Professor Smithies’ thought, 
but I haven’t seen it demonstrated. 

Mr. Smrruies. It would be interesting to have a sample study as 
Mr. Musgrave has been talking about, not only concerning the num- 
bers of people in the various brackets but what kinds of taxpayers 
pay the 91 percent. It may very well be that the 91 percent ie 
are the people who are not important from entrepreneural or innov 
tion purposes. 

The Cuatrman. If I was in that bracket, it wouldn’t make any 
difference what I was doing. 

Mr. Smrrutes. No; but your incentives may not be very important 
for economic growth. 

The Cuatrman. I know; but I am talking about this fellow who 
happens to be hit by a 91-percent rate, when the actual rate in his 
bracket is 49 percent, indicating that somebody is paying less than 
49 percent and he is paying 91 percent. 

Mr. Brxurr. Is it not true that in this 49 percent, for example, capi- 
tal gains income is included in there? 

The Cuatrman. In the adjusted gross income, 50 percent of your 
gain is included ; that is true. 












1222 INCOME TAX REVISION 
























































































































































































Mr. Brxver. And total capital gains is not subject to more than 25 @ than th 
percent tax. That in the first = distorts the picture. very bt 
The Cuairman. At this point we haven’t subjected it to—in your I thi 
computation have you subjected it to the 25 percent limitation ip §§ this as 
your adjusted income? revenU 
Mr. Muscrave. This would be allowed for automatically, because Mr. 
I have taken the amount of tax actually paid and the income actually § yould 
paid. "That i 
The Cuairman. I wanted to be certain that Mx. Bixler’s inquiry pointe 
was correct. taxati¢ 
Mr. Musgrave. So we have included 50 percent of the capital gains § kind o 
and a tax of 25 percent. tion W 
Mr. Bixier. Capital gains still has a maximum of 25 percent. Mr. 
The Cuairman. Is that what makes this different, in your opinion! § more 
Mr. Brxier. That is certainly one of the major things. I would § that v 
suppose that depletion income, for example, would be another one, & 4ll co 
There are a whole lot of other things which Congress, through the J 1930’: 
years, in its wisdom, has put into the tax law as perfectly legitimate § paper 
kinds of special provisions. I certainly don’t want any implication Mr 
here that it sounds like a lot of people are evading taxes. I don't J does 
think that is true. state 
The Cuarrman. That is not to be drawn. probl 
Mr. Muscrave. There is no implication that the taxpayer is evad- § , rel: 
ing. There is an implication that the Congress has put in certain @ the i 
undesirable things. parti 
The Cuarrman. I would not worry about rates of taxation at all @ ginal 
as they now exist if this actual rate set forth in these brackets in this capit 
table prepared by Professor Musgrave was the rate of taxation that @ prob 
I knew everybody in those brac kets was paying. But I know some Tl 
of them are paying more, some are paying less, and because of that @ it se 
fact I am disturbed about the rates themselves as they hit certain @ struc 
individuals. pliec 
Mr. Muscrave. Mr. Chairman, it would be extremely interesting B 
to ask the Bureau of Internal Revenue to take some samples of re- § deve 
turns in these various brackets and work out frequently distributions § unit 
of rates actually paid in these various brackets to get some idea of the §j per! 
fluctuation among the average. This would be something very valu- the 
able to have and something they could be asked to prepare. fail 
Mr. Brxier. Mr. Chairman, you pointed out in the very top bracket eco! 
there were about 1,200 people paying 91 percent, as indicated in the T 
effective rate on income in those brackets. It seems to me that many Ire 
of the special provisions in the law, gimmicks, if you would like toc ‘all at 1 
them that, have come because we have these inexorable rates. bod 
Mr. Lampman. Could I go back to the question of when we got away j 
from the measure of thinking that taxes were for revenue only, Mr. hac 
Chairman ? we 
The CuHarrman. Yes. J 
Mr. Lampman. I think I would want to enter an objection to what his 
Mr. Smithies said about the decade of 1930 being the time when this in 
became important. I think it was much earlier and goes back, as I say 
in my paper, to 1909 or 1911. 
The estate tax was introduced in 1916. And in the decade of the pr 








1920's, income taxes were more important as a means of raising revenue 
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than they were in the 1930’s. We do not have, in other words, just a 
very br ief experience with this particular method of raising revenue. 
[| think that there were always, from the beginning, concerns with 

this as a fair or a reasonable or a socially acceptable means of raising 

revenue. 

Mr. Smrruies. I am not sure that there is disagreement here. I 
vould agree that when you raise revenue, you have to raise it fairly. 
That is one point. I agree this has been done for a long time. But I 
pointe 1 to the mid-19: 50's where I felt that motivation for some of the 
taxation enacted then was not to raise revenue, but to produce some 
kind of change in the distribution of income. I "doubt if that motiva- 
tion Was so pronounced at any other period. 

Mr. Lampman. I think it may be that Professor Smithies is talking 
more about the speeches that were made than about the tax policies 
that were enacted. Actually, our tax system, Federal, State, and local, 
ill considered together, it seems to me, became less progressive in the 
1930’s than it was in the 1920’s. I have tried to point to this in the 
paper. 

Mr. Muscrave. May I make a comment? It seems to me that one 
does not need any particular devil theory to explain how the present 

tate of the income tax came about. Some of the factors that pose 
problems, as for instance, the whole problem of wage supplements is 
irelatively new phenomenon in our economy which developed after 
the income tax was there. The treatment of c: eee gains posed no 
particular problem in the early stages of the income tax because mar- 
rinal rates were not very high. As marginal rates became higher, the 
eitel gains concept was left as it was and hence, there evolved ‘this 
problem of discrepancy. 

The question of income splitting is perhaps the one instance where 
it seems to me there was an almost deliberate change made in the tax 
a ture which was presented as meaning one thing and actually im- 

plied something else. 

~ But it seems to me, apart from the income-splitting problem, this 
development of deterioration of the tax base, the growing lack of 
uniformity, is not something which was done at any one time, but 
perhaps more than anything else it reflects a changing structure of 
the economy, against the background of the high income tax, and a 
failure of keeping step and adjusting the income tax to changes in our 
economic pattern to which the tax applies. 

The CuarrmMan. Mr. Musgrave, I go back and every once in a while 
Tread the Internal Revenue ( ‘ode of 1928. We had a rate that began 
at 114 percent, with a top rate of 25 percent. We did not treat every- 
body’s income alike in that instance. 

We had personal exemptions for a man and his wife of $3,500. We 
had an internal revenue law that consisted of about 100 pages. Now 
we have about 1,000 pages. There has been a terrible change. 

As I read Mr. Bixler’s paper, when he would get to the end of 
his 5-year program in 1964 he would not have us back where we were 
in 1928, by any means. 

Mr. Brxter. No, sir. 

The Cuarman. But would the distribution of the tax under your 
program be anything comparable to the distributions of the taxes 
today or in 1928 or any other time? 
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Mr. Brxuer. I am not prepared to say about 1928 because I have not 
studied it. 

The CuarrmMan. How about the present time? 

Mr. Brixter. There would be somewhat less reduction of rates on 
the lower incomes than the upper incomes. As a matter of fact, my 
plan of rate reform would take away the barricades to savings and 
growth for the middle income taxpayer particularly. At the same 
time, under the plan I have suggested, the base rate for every tax- 
payer’s taxes would go down from 20 to 15 percent, which is a sub- 
stantial reduction. 

Could I comment just one moment on this other matter about split 
incomes and their effects? I discussed that in my summary statement 
this morning. Essentially, the point is that the impression is given 
that the single taxpayer is getting quite a break and that the married 
taxpayer through the split income avoids tax along the line. 

Actually, the splitting was done, if you will recall, because of the 
community property States and trying to get equity for all taxpayers 
into our system. But I think even if we ignored that point completely, 
it is a false assumption to claim that the breadwinner’s income in the 
family is his sole property and does not belong to the other people 
in the family. Thus, if you took the income that the breadwinner 
brings home and divided that among the several members of the 
family, the net income on that basis, I believe would show that the 
members of the family were penalized as against the single taxpayer, 
instead of the other way around. 

The Cuarrman. At the time the split income provision was written 
in, had we used that reduction in rates we would have still had in 
existence the very situation that prompted the enactment of the split 
income provision. 

Mr. Muserave. Is it not true that there would be means of devising 
a tax structure under which, in effect, the husband and wife would pay 
according to the same rate structure as a single taxpayer ? 

This is not an insurmountable constitutional or legal problem. It 
is just a matter of whether the Congress really wants to maintain this 
degree of differential in burdens between the single and the married 
taxpayer, a degree which I think cannot be explained by any conceiv- 
able difference in living costs. If one wanted to do something about 
this, there would be ways of bringing these burdens more nearly to- 
gether. 

The Cuarrman. Mr. Mason? 

Mr. Mason. Professor Musgrave, under present tax laws, which 

roup of taxpayers, the lower income brackets, the middle income 
ceathetn, or the upper income brackets, pays today more than their 
share of the taxload, in your opinion? Or do they all pay in propor- 
tion to their tax load, or less than their taxload ? 

Mr. Musecrave. Let me answer it this way: The single people pay 
more than their share compared to people who file joint returns. 

Mr. Mason. I am not talking about single as compared to married 
and so forth. I am just talking about the low income bracket group, 
single and married, the middle income bracket group, single and mar- 
ried, and the upper income bracket group, single and married. 

Now, which one, today, under our present laws, pays more than their 
share or less than their share? 
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“Ve hot] Mr. Muserave. I am willing to accept the overall burden distribu- 
tion under the Federal tax structure as it stands today for working 
ates - purposes. 
.ct a Mr. Mason. According to your opinion, then, neither one pays . 
gs ani greater share or a lesser share than they should of these three groups! 
. Site Mr. Muserave. If payments were uniform at income levels, I would 
y tax. le willing to accept the present burden distribution, 
aa. Mr. Mason. You are bringing in that other factor. If they are 
miform as between this person and that person. 

t split Mr. Muserave. That is crucial. 
ement Mr. Areer. But they are not uniform. 
given Mr. Mason. I know they are not. 

‘Mr. Bixler, you have my sympathy. You are up against four pro- 


a fessors and you are the only businessman. I want to call to your at- 
of the tention and get your opinion of the last paragraph of Mr. Lampman’ > 
avers brief, whic +h, in’substance, as I read it, that after 50 years of experi- 
etely, mentation, the egalitarian tax policy that we have been following— 
n the § Which I interpret to mean a tax policy to help bring about social and 
eople political equality among the taxpayers, I believe that is about its mean- 
inner ing- the favorable results from this egalitarian tax policy in our 
the g social and political fields more than overbalance the unfavorable re- 
t the @ sults upon our economic growth of this progressivity, and so forth. 
LVer Do you agree with that ¢ ; 
ra Mr. Brxier. Mr. Mason, I emphatically disagree with that. 
itten Mr. Mason. That is what I , 
din § That leads me to this third question: The primary purpose of taxes 
split J sto collect revenue for the needs of the Government. That was true 
30 and 40 years ago when I studied taxation. But in the last—well, 
sino § ever since 1925 or 1930, along in there—20 or 30 years, we have added 
pay to that objective social and political and economic factors that have 


brought about this high progressivity, this egalitarian tax policy to 
Tt § equi lize or level taxpayers to kind of a social, economic, and political 
equality. It is only in the last 20 to 25 years that that has been done. 


ae Now, of course, the question is, should we go back to that funda- 
iy. | mental principle of taxes for revenue only and not taxes for social 
out | and all the other benefits that are supposed to come? Would you 
to. | agree that that is what we oe to do? 
Mr. Brxter. Mr. Mason, I did not go to the same school with you, 
but I learned my economics on the same basis. The function of the 
oh Federal tax law is basically to raise revenue, and when we once start 
ne § tying to build in other sorts of adjustments, we get into exactly the 
ir kind of a complicated situation we are in at the present time. 
.. Mr. Mason. Maybe you and I have outlived our usefulness, because 
Iam still going along that line. I do not think that taxes should be 
os used for social and political economic results. That is, as between 


taxpayers, of course. 

a I think our other legislation in other committees should look after 
that, if it is needed to be, and we should stick to the fundamental 
purpose of collecting revenue. 

Mr. Muscrave. But, sir; I do not care how far you go back, going 
back to Adam Smith, and going back to John Stuart Mill, going 
back to them, if you studied them, you will find that these gentlemen 
were very greatly concerned with’ distributing the tax burden fairly. 
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They may have oe the need to collect a certain amount of rey- 
enue to sustain the vagaries and wastefulness of the prince, but they 
said that we must ¢ aes ‘t them in a way that is fair. 

These oldtimers were very much concerned with a fair and equitable 
distr ibution of the t: UX bill. They did not say, “Let’s disregard equity 
in favor of growth.” They were very much concerned with equity 
and fairness. This is not something novel, but it is something very, 
very old in the literature. 

Mr. Mason. Yes, I had to swallow those fellows, too, in the years 
gone by. But we paid no attention in tax matters to social effects 
or any other effects, but collecting revenue, and do it, of course, as 
equitably and as evenly distributing the burden as we can doit. But 
we pay no attention to that today, equally spreading the burden. The 
burden is not spread equitably. It is away from that. It has mainly 
been brought about by these other objectives having been brought into 
the tax system. 

Mr. Brxter. Mr. Mason, may I add one other thing ? 

In the capital growth progr am that I am talking about, while I did 
answer the question that the upper and middle incomes would have 
somewhat more reduction of rates and possibility of savings under 
this proposed plan, I must hasten to add that the benefit over the long 
term is going to go to the people in our economy who need it the most. 

The lowest income group gains most because if money is saved and 
invested, the investor mé ly get 6 percent, or 10 percent, or what have 
you, but through creation or improvement of jobs all the rest of the 
money is going to build consumer spending, and do many other things 
which help the lower income group directly. 

Hence, we are talking about fairness in the program I have sug- 
gested. 

Mr. Mason. Capital investment makes jobs, does it not ? 

Mr. Bixuer. Yes, sir. 

Mr. Mason. That is all. 

Mr. Smiruies. Could I make a comment ? 

Mr. Mason. Yes. 

Mr. Sairnirs. I think I would go along with the purpose being to 
raise revenue, but with the amounts of revenue that you have to raise 
now, they do have to be raised fairly. I think I would also agree with 
you that the tax structure does get corrupted by introducing other 
objectives to it. One way it has been corrupted, I think, is by the 
percentage depletion allowance, which is using the t 
achieve nonrevenue raising objectives. 

There are a variety of things that tend to reduce these results. I 
think the points of view that several of us are putting here, that these 
rates that Mr. Musgrave worked out should be made forthright, 

effective rates, stem from a feeling on my part, at least, that the 
amount of revenue that has to be collected will be fairly collected, if 
those rates are made explicit. 

The fact that those rates are not explicit may make it difficult to 
continue to raise the same amount of revenue in the future simply be- 
cause people do not think it is fair. But fairness and raising revenue 
do, inevitably, go together and recognizing that point is quite a dif- 


ferent thing than using a tax system for no purpose other than to 
alter the distribution of income. 
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I think that is the distinction we would like to make. 

Mr. Mason. We have today business concerns organized in one way 
competing with other business concerns that have’ to pay 52 percent 
ind they do not pay anything, to speak of—mutual savings banks, 
savings and loan associations. 

Why do we do it! Because of the social implications in the matter, 
but that brings about inequity in our tax system. We have co-ops 
organized, which bring about fine objectives, but they are competing 
with others that have to pay the higher rates of tax and they do not. 
So we bring in there the social implications of the situation. 

Mr. Smirures. One does things for social reasons, and I would 
rather do this on the expenditure side of the budget than on the tax 
side. There it is explicit. 

Mr. Mason. I would rather do it on both sides. The tax should 
be equitable and fair. 

Mr. Smrrutes. Yes, but if you grant special privileges to anyone, 
I would do it through expenditures rather than through taxes. 

Mr. Mason. That isall, Mr. Chairman. 

The Carman. Mr. Metcalf? 

Mr. Mercatr. Mr. Bixler, I gathered from your paper that you not 
oly challenged the progression in the present tax system that we have 
today, but you challenge the progression we have had for the last 30 
years. 

It seems to me that we are all pretty well agreed about the top part 
of that progression, the 91 percent being excessive. Professor Break 
said we ee saeicae es at around 70 percent, but you have the top 
percentage at 38 percent in that table that you have in table 2. 

It seems to me that you have challenged the whole system of progres- 
sion we have had since 1928. Ara L right on that? 

Mr. Brxuer. I challenge the extent of it. I certainly have progres- 
sion left, going from 15 to 88 percent. 

Mr. Mercatr. Is it a coincidence that you have the same differential 
between the lower bracket and the higher bracket that we had in 1928, 
that is, a 25 point differential ? 

Mr. Brxuer. It is a coincidence, yes, sir. I am not sure you were 
here when I explained the 38 percent. 

Mr. Mercatr. I was here but did not understand the whole thing. 

Mr. Brxter. May I repeat it? 

Mr. Mercatr. Surely. 

Mr. Brxier. In 1950, after World War II, just before the Korean 
conflict, we had, as national policy, the corporation tax rate of 38 
percent as atop. So I again say that the effects of Korea should be 
done and we would get back to that 38 percent top. 

Therefore, this should be the top for individual incomes because 85 
", of all the businesses in the United States are paid on that 
isis. They are proprietorships or partnerships. Therefore, busi- 
ness should not have to decide whether it ought to be a corporation 
or some other form simply on the basis of tax schedules. 

So that is where the 38 percent came from, in part. The next part 
was to set up a system that went through the brackets with 1 percent- 
age point per bracket. This spread is for a certain amount of con- 
venience. The other consideration is the amount of revenue which 
would be raised. 
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The final, basic point, is how much capital formation for economic § Mr. M 
growth can we expect from this approach. It did not have anything @ that Pr 
to do, in my mind, with 1928. ferentia 

Mr. Mercatr. I followed you in your analysis of 38 percent, which § grosion 
you submitted. My point is that in 1928 we started with a 114-per. § would h 
cent tax, and a $3,500 exemption for a married man and his wife, § Mr. I 
and we went up to a 25-percent tax, or approximately a 23-point § that th 
differential. structul 

Now, under that 1964 tax you have, we would start with 15 percent § chart, f 
as a tax and go up to a 38-percent tax, still a 23-point differential. § pension 
But you would increase the 1928 tax 13 points for both the starting § , good 
bracket and the top bracket ? kind of 

I cannot see how, when you would do that, you can say that the I thi 
benefit is going to those who need it most in the lower brackets. come t! 

Mr. Brxier. The benefit in the long run from the investments which § with th 
is going to create better jobs and more jobs. I am sure you are even § Congré 
more aware than I of the tremendous number of jobs which will have I thi 
to be created over the next decade. talking 

I talked to a Government economist the other day who estimates that § Such 1 
by 1970 we,will be up to 1.5 million new jobs a year that will be needed. § tually 
But I do not think we have to wait until 1970. I doubt that there is an In C 
American working today who would not like to have a better job than § on tha 
what he or she has now. I think this is a perfectly human and fine § the wo 
objective. discus: 

If that is the case, we then must, I think, also go back to 1928 as to Mr. 
what Government expenditures were, what the tax exemptions were, § sshor 
and how many people fell within the various brackets. It is an ad- § someo 
mitted fact today that there are millions of our citizens who do not § of but 
pay any income tax. In other words, the 15 percent rate I have sug- My 
gested does not hit everybody. 1% p 

Mr. Mercatr. There are millions of our citizens who have an inade- § had a 
quate income. I hope we will not get into that, because we will get § 38 pe 
into other phases that are not within the jurisdiction of this com- It s 
mittee. this } 

However, it seems to me that this system of increasing the tax paid § levels 
by the lower brackets and at the same time decreasing the tax paid § the p 
by the upper brackets and returning to something that is no more pro- § state! 
gressive than the taxes we imposed in 1928, 30 years ago, which is Is 
before we tried to do some of these social things with our taxes, is Mr 
mounting an attack on the whole progressive system that we have § the 1 
had in the past 30 years. paye 

That is what I got out of your paper and that is what I wanted you § Ther 
to confirm or to clarify. we a 

Mr. Brxter. I do feel that compressing the steep graduation in the J incor 
present structure going to 91 percent tax is overdue for the reasons If 
stated. It is only fair to point out an area of inequity however, in the § begi 
system that I have proposed. If you are a stockholder in a corpora- § func 
tion and it earns over $25,000 a year and pays a 52 percent tax on § 270 
everything over that figure, you are down to 48 percent net. elem 

Then, if you pay that out as dividends, your individual portion is ] the: 
subject to a substantial double tax. Under my plan, that would still M 
pertain. I do not think that is equitable, but what I have tried to pre- man 





sent is a realistic and attainable plan for action. It had no relationship 
to 1928. 
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Mr. Mercatr. Am I correct that you would retain some of the things 
that Professor Lampman mentioned when he said that this rate dif- 
ferential was not so important now because of the exemptions and the 
erosion of base, and soon? You would retain those so that, again, you 
vould have a greater impact on the people in the lower brackets? 

Mr. Brxier. I would not necessarily say retain them. I don’t feel 
that they would have the same impact under a revised income tax 
structure as they do now. As I understand Professor Musgrave’s 
hart, for example, it shows the portion for insurance, hospitalization, 
pensions and other fringe benefits that go on makes the effective rate 
i good deal lower in the lower income brackets. In other words, that 
kind of income is not subject to any tax. 

I think the committee in its wisdom may well find that there are 
ome things that it wants to change. But none of these loopholes, 
vith the exception of that one I mentioned, have the same impact as 
Congressman Metcalf infers. 

I think the word “loophole” is even a bit misleading. Here we are 
talking about capital gains, for example, and it is said to be a loophole. 
Such increase in value is taxed on a special basis, but this is not ac- 
tually income. What this is is a tax on capital itself. 

In Canada, for example, there are no capital gains taxes whatsoever 
on that type of increase in value. Chnelen: I have the feeling that 
the word “loophole” is a bad word and gives a bad connotation in this 
discussion, which really is not the case. 

Mr. Mercatr. I do not mean to use it as a bad word. It is sort of 
ashorthand word to cover all of these things that we have used when 
someone says a loophole is something that he could not take advantage 
of but somebody else could. 

My point, to go back 30 years, to the 1928 tax, where we started at 
1% percent, is that you propose now to make that 15 percent. We 
had a 25-percent tax at the top then, and you propose to make the top 
38 percent. 

It seems to me that you are excessively broadening the tax base in 
this proposal of yours, making a tremendous increase on the lower 
levels and substantially cutting the tax on the upper brackets so that 
the progression that we started with in 1909 is challenged by your 
statement, and we are returning to a proportionate tax. 

Is that your proposition ? 

Mr. Brxier. Actually, we are in 1959 today and not in anything like 
the 114-percent bottom. The bottom right now is 20 percent and tax- 
payers are paying anywhere from 20 to 91 percent on their income. 
Therefore, it seems to me that the way to look at the reduction is that 
we are talking about a 25-percent reduction in the lowest taxpaying 
income group. 

If we wanted to go down to a picayune 114 percent, we would not 
begin to produce the revenue that we need for defense and the other 
functions of government that we want to carry on. Table 2 on page 
2270 of the compendium demonstrates that the basic first-bracket 
element of the tax paid by everyone who pays taxes produces most of 
the revenues because that is where the bulk of the taxable income lies. 

Mr. Byrnes. Do I gather that it is your approach, Professor Lamp- 
man, that the progressive nature of the rates and the purpose for the 
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line on 
gating, 
has had. 
inequali 


progressiveness is fundamentally to accomplish an equalization of 
after-tax income? 


Mr. Lampman. Mr. Byrnes, I think my answer would not be equali- 
zation as such, but to narrow inequality. This is on the grounds that 

































































this is thought to be fair, and particularly that it is thought to be} YU. 
more fair than a regressive pattern which would widen inequality. judgme 
Mr. Byrnes. What you are looking at is the impact of taxes agq § results| 
matter of narrowing, as you say, the income inequities after taxes! § by. the 
Mr. Lampman. I would stick with the word “inequality.” Mr. | 
Mr. Byrnes. Well, inequality, yes. I would not quarrel over it, but § Mr ! 
what you are doing is looking at the after-tax consequences and where § '"'P t© 
people end up after taxes? extent 
Mr. Lampman. Yes, sir. all fact 
Mr. Byrnes. And what kind of income they have then? have. 
Mr. Lampman. Yes, sir. ; talking 
Mr. Byrnes. Then you are adjusting or trying to adjust some of § stent 
the differences that exist in the society ? progre 
Mr. Lampman. Yes, sir. period 
Mr. Byrnes. Of course, if that is the way we look at taxes, then we In ] 
get to the opposite degree of what we are looking to when we talk § there} 
about taxes for the purpose of raising revenue, don’t we ? rubles 
Mr. Lameman. I would appreciate it if you would spell out that § «por 
again. In what sense? c we tal 
Mr. Byrnes. If we are having our tax rates based on what the § Amer 
result is going to be in the equalization of after-tax income, we are works 
not looking so much at the matter of raising revenue as we are at the § Pers! 
basic proposition of removing the inequality of income after taxes, Mr. 
Mr. Lampman. No, I would say that the first purpose, of course, is shoul. 
to raise revenue. This is the primary purpose of taxation. This this f 
determines how much total taxes you do collect, what the revenue § 2° ¥' 
needs are. However, then you have a wide variety of choices as to § 4 VT 
which kind of a pattern of distribution of that tax burden you are § Vera 
going to put on people. I think that is complementary to rather J 0 
than opposite, as I understand your statement to mean, it is comple- Mr 
mentary to the revenue purpose rather than opposite to it. the } 
Mr. Byrnes. Of course, I think as the discussion this morning M1 
indicated, everybody wants fair and equitable taxation, but I haven’t § PUrP 
found anybody yet that could define what they meant, specifically, or Mi 














get any agreement. I think we have to start some place. I gather M 
that you start with the basis of let’s look at the after-tax income and § offer 
determine in our own mind what tax rates and other factors that enter § "ve! 
the tax base will produce the most satisfactory results as far as we are M 
concerned by equalizing the after-tax income. It seems to me that you M 
are going to get a different tax result if you look at the matter of We ¢ 
raising revenue from what we might consider the most fair and 9 ™P. 
equitable source, than when we are looking at trying to narrow the M 
inequality of income after tax. the 

Mr. Lamrman. Yes, sir. I think, however, I would urge that itis J %" 
not just a matter of reaching a judgment on the after-tax income dis- inte 
tribution in itself. N 

Rather, it is our judgment about what consequences there may be est 
from either increasing the inequality or decreasing the inequality in pur 
our society. I don’t think one can get a judgment just looking at a and 
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line on a piece of paper. I think you do get a judgment by investi- 
gating, as Mr. Break, for ex: umple, ‘has done, what kind of effects this 
has had upon overall economic activity; that is, what effect the income 
inequality narrowing, may have had. 

You also get a feeling about this or a better basis for making a 
judgment when you look at the other end of the scale and see what 
alts follow from incre: ising somewhat the share of income received 
by the very poor, after taxes. 

‘Mr. Byrnes. Did you have a comment, Mr. Bixler? 

Mr. Brxier. I would like to take just one second to say that in my 
trip to Russia, in August and September, I was astounded to find the 
extent to which incentives are used there. Actually, 65 percent of 
all factory workers are on piece rate, the most direct incentive you can 
have. Even nurses and teachers, and almost everyone else, were 
talking about bonuses and overfulfilling quotas. Yet we have paid 
attention to Karl Marx, the person who suggested first really steeply 
progressive tax rates as the way for « apitalism to be defeated over a 
period of time. 

In Russia I find today the top income tax rate is 13 percent, and 
there is wa one step of graduation, which occurs, I believe, at 12,000 
mbles a year. Here in the United States we have accepted this 
exported ‘dea ‘and taken it very seriously, but I frankly am shocked 
we talk about wanting to equalize all incomes along the line. The 
American ideal it seems to me, is that the person who is creative, who 
works hard and who achieves, ought to be entitled to more than the 
person who does not. 

Mr. Lampman. If I might correct the record, I didn’t urge that we 
should equalize all income. I don’t think any responsible person in 
this field is operating on that kind of a basis. The question is, rather: 
Do you want to narrow inequality somewhat? I think we are doing 
avery modest amount of income inequality narrowing by our present 
overall tax system. Personally, I think it is about the appropriate 
amount. 

Mr. Byrnes. You are certainly not going to contend that that is 
the justification for a 90-percent rate. 

Mr. Lampman. That is, the purpose of narrowing would be the only 
purpose ? 

Mr. Byrnes. Yes. 

Mr. Lampman. I think that is the only purpose that has been 
offered for it, really. It certainly isn’t revenue. We don’t get any 
revenue from it. 

Mr. Byrnes. That is what I gathered. 

Mr. Lampman. My own testimony this morning indicated I thought 
we could achieve the same kind of desirable effect by reducing these 
top rates and broadening the definition of income. 

Mr. Byrnes. It seems to me from what I have been able to gather in 
the discussions that our top bracket rates have as their only justifica- 
tion the approach that you made. The progressive tax rates being 
intended to narrow inequality of income, particularly after taxes. 

Mr. Lampman. Yes, and I think that is the main justification for 
estate and inheritance taxing. One can accomplish some of these 
purposes, broader purposes, by, let us say, reducing the top rates 
and going to a system that was ment ioned earlier of taxing unrealized 
capital gains at time of death. 
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On the general question posed by Mr. Byrnes, it seems to me that we 

can think about this problem more orderly and perhaps more con. 
structively if we recognize that, like it or not, a tax policy is an in. 
strument which serves more than one purpose. Certainly, one very 
important purpose of a tax policy is to allocate the cost of public 
services among the people who ought to pay for them. This is one 
very important item. 

Mr. Byrnes. Fairly and equitably ¢ 

Mr. Muscrave. I would even say who enjoy the benefits of the 
services. People ought to pay for public services as they pay for 
clothing in the stores. The beneficiaries essentially should pay. ~ This 
is one purpose. 

Secondly, we certainly cannot disregard the important role of tax 
policy in stabilization nolicy. I think you gentlemen on the Ways 
and Means Committee will be, by the force of events, more and more 
concerned with the problem of stabilization policy, which is quite 
something else again. I think also we cannot deny the possibility that 
society, through “the organization of government, may want to make 
some ‘adjustments in the distribution of income. This may, within 
limits, be a legitimate social policy objective, and it depends on every 
one’s view how far it euehl be carried. But to the extent that it 
is, and these things are better done through tax policy than through 
wage or price policy, to the extent that it is an objective, I think 
taxes and transfer payments may have aspects which relate to dis- 
tribution policy. I think there is more than one objective to tax 
policy. While one might perhaps say that in some traditional or 
basic sense the objective of making people pay for Government serv- 
ices is perhaps the most central one, I thank that the task with which 
you are confronted is much more difficult than that, because there are 
these other things, too. 

Mr. Byrnes. W hat disturbed me was that I think we can get a 
warped idea, at least under our system, of what is fair and equitable 
in determining the burden of carrying-the cost of government if we 
look too much to this question of what is the after tax income of 
individuals. 

Mr. LaMPpMAN. ' 
problem. 

Mr. Byrnes. I think it can be overemphasized to a degree where 
you can throw the whole system of profits and incentives right out 
the window. 

Mr. Lampman. I would agree with what Mr. Byrnes has to say, 
and I think it also important that we not look at one tax alone in this 
regard. I regarded the chart on page 2241 as an important matter. 
It tries to relate all taxes to all people, and, as well be shown there, 
all taxes taken together result now in a largely proportional pattern 
of taxes for at east 80 percent of the families. So this means that we 
are not doing a great deal here to increase the share of the higher 
incomes in.total income. We are doing something for the top 10 and 
top 5 and top 1 percent. We have adopted, I think, this idea as one 
particular role of the Federal income tax. 

Mr. Byrnes. I would make this point, that if we overemphasize 
this matter of equalizing or narrowing the inequality in after tax 
income, we put undue emphasis upon the high rates and thus try to 
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justify rates that have no reality or justification under our system 
such as the 70-, 80-, and 90-percent rates. 

I would like to ask Mr. Bixler a question on this preemption busi- 
ness. I share the chairman’s problem in trying to find out how we can 
effectively preempt for tax adjustment purposes economic growth even 
next year. I say that only because I have been around here 15 years 
now. From what I have been able to see of the composite c ‘ongressional 
mind there isn’t anything that can effectively preempt potential Gov- 
ernment revenue of next year, whether that revenue is going to exist 
ornot. If it did, we wouldn’t have some of the debts we have had. We 
would have probably paid our bills and lived within our income at 
least more than 4 or 5 years out of the last 29. 

I wonder if you can tell me how we can do this preempting business. 

Mr. Brxier. I do have some thoughts on the matter. For one thing, 
in the whole 5-year reduction program suggested in t: able 2, page 2979, 
of the compendiun 1, we would then be talking about a plan, talking 
about a planned rate reduction instead of a piecemeal sort of thing. 
I was extremely impressed in the Soviet Union that almost everybody 
ippeared to know about the 5-year or 7-year plans, every billboard, 
every office and every factory graphically displayed its plan as to how 
the Soviet Union will grow in any given field and often showed how 
we were going to decline. In a sense the 5-year tax rate reduction 
plan, as the basis for cooperative economic growth can be and should 
be our plan. 

The next point is that we do have economic growth occur every 
year, and if we take the attitude that there are built-in increases why 
can’t we me talk about built-in savings being the same kind of a 
proposition, or a built-in commitment to use moneys for this purpose ? 

Finally, it seems to me that there are some Government programs 
that have some fat in them these days and they could be com- 
pressed sufficiently or could yield to this top priority matter of capital 
formation for economic growth. In the plan that I am suggesting, 
there also is a twin corollary, and that is the opportunity to postpone 
for any one year, if it turned out that there would be a budget deficit. 
That then gives the Congress and the taxpayer at large the choice 
of whether to get the long-range benefit of tax reduction in that given 
year or whether money is going to be spent and we are going to forget 
the preemption for that year. Conceivably, it could take 9 years 
under the worst circumstances to do this. But at least there is that 
escape hatch to provide flexibility and fiscal responsibility if really 
wanted. 

Mr. Smirutes. It seems to me I heard something odd about the argu- 
ment. You have to have the economic growth, and therefore you are 
going to preempt for tax reduction, but if you can have economic 
srowth—if it is there to preempt—you evidently don’t need the tax 
reduction in order to achieve it. 

Mr. Byrnes. I would gather that Mr. Bixler ties the two together, 
because it is an anticipation of the growth encouraged by the re- 
duction. 

Mr. Smirntirs. As I think the chairman said earlier, I think it is 
putting too much weight on this one factor. Admitting tax reform 
ean do something; it can’t do everything. My own judgment is that 
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it is just not a very powerful factor in making all the difference be. 
tween whether we grow or do not grow. 

Mr. Brxter. Might I comment on that? 

Mr. Byrnes. Yes. 

Mr. Brxier. Mr. Chairman, I don’t think Professor Smithies heard 
quite all of my remarks, and part of the point was that our national 
growth now is approximately 3 percent per year, which comes down 
to about $3 billion, roughly. If we could step that up to 4 percent, 
which we had achieved before the 1930’s, this would give us about a 
$4 billion increase, and if we could get it up to 5 percent, then we are 
talking about fast enough growth that we soon start to get worthwhile 
revenue back in to meet our needs and also to start paying off the 
debt. 

Mr. Byrnes. Professor Musgrave. 

Mr. Muscrave. To me the frightening thing about Mr. Bixler’s 
program, is in the statement that, if I paraphrase him correctly, we 
are certain that we do not need increased defense expenditures. 

How anyone can be so certain of this is beyond my understanding. 
The probability is much more that as our gross national product 
grows, we will have to permit defense expenditures to grow with the 
gross national product. 

For this reason, I do not think that the revenue gained from growth 
will be available for tax reduction. This point is one which 1s quite 
independent of growth and social philosophy. I wonder whether one 
can be so certain that over a 10-year period, as we realize the growth 
in our economy, it will not be necessary to increase defense expendi- 
tures. I may have misunderstood you, but I think I understood you. 

Mr. Brxter. Professor Musgrave, I did not mean to imply that. I 
meant to infer that at this moment we apparently have an adequate 
defense system. We have a man in the White House who certainly is 
experienced in these matters. We have budgets carefully drawn up 
by our Defense Department. It does seem likely there will be re- 
shuffling of objectives but not a total increase in our military budget 
at this time. I do not say that the Soviets some day are not going to 
increase their defense program sharply and we then will have to do 
likewise. But if this occurs 8 or 10 years from now, I think we can 
have the economic wherewithal to do it. 

Mr. Muscrave. You think over the next 8 or 10 years we can depend 
safely on not having to do this? 

Mr. Brxter. I wouldn’t want to predict that. 

Mr. Muscrave. If you can’t predict it, you cannot use your ap- 
proach for revenue reduction. 


Mr. Brxier. You see, each year we decide whether we put the plan 
in or not. 


Mr. Muscrave. So we have an alternative plan if that is not 
possible. 

Mr. Atcrer. The points that you make are certainly valid and rela- 
tive to the defense, but may I call your attention to the fact that our 
nondefense expenditures have risen 2 to 1 over defense expenditures. 

Thank you. 

Mr. Smiruiers. Could I get back to what Mr. Bixler said? It seems 
to me he is saying that by reducing the taxes you can get the rate of 
growth up from 3 to 5 percent. Is that what you said? 
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Mr. Brxter. This is certainly a possibility. I am not prepared to 
document it. I don’t havea crystal ball. 

Mr. Smirutes. It seems an impossibility. Never in our history, ex- 
cept perhaps one stage in the 19th century, have we had a persistent 
growth of 5 percent. To think that you can do this by a simple 
gimmick in the tax area seems to me to be overoptimistic. “Therefore, 
| feel that if we reduce taxes at this stage in order to do this, we would 
find ourselves simply without the revenue. Like Mr. Musgrave, I 
am impressed with the desperate need to keep sources of revenue in 
the years to come. 

Mr. Break. May I say one word for one type of nondefense expend- 
iture. Mr. Bixler is very much concerned about c: ipital formation 
and its role in economic growth. To my mind, one of the most im- 
portant kinds of capital formation is human capital formation. So 
money for education, I think, is an extremely important kind of 
expenditure for governments to make in this country. I would be 
very much concerned if this did not grow in the future. 

Mr. Byrnes. That is before another committee. 

Mr. Brxter. In addition, Mr. Byrnes, might I add that I am chair- 
man of the board of one college, a member of the board of another 
college in Ohio, and on the board of education in the Connecticut 
village where I live. Of course responsible businessmen are con- 
cerned about education and many other aspects of our national future. 

sut the fundamental problem is: How we are going to get enough in 
the pot to take care of these things ? 

Mr. Byrnes. I raised this question only because I think maybe you 
are relying a little bit too much, Mr. Bixler, too much on the willing- 
ness of the Congress as a composite to plan to the degree you con- 
template. I have never seen any planning of expenditures based on 
proposed revenue growth. It has been more a matter of spending and 
worrying about where the money comes from later. I think that is 
why we are in some tax diffic ulties. But I can’t see where our estab- 
lishing a tax policy here, based on future growth, is going to have any 
relationship to the expenditure picture. I was viewing our ability 
to have tax revision out of any economic growth as rather unre: ulistic, 
from past experience. It can only be accomplished if there is a dif- 
ferent outlook with respect to expenditures to begin with. We are 
acting after the fact in this committee, rather than prior to the fact. 

The age a ag Mr. Byrnes, you don’t like the facts of the past any 
more than I do, but we must in this committee take cognizance of 
what has happened. 

Mr. Byrnes. Based on what has been done in the past, that is what 
bothers me about the proposals that suggest that the Congress will 
automatically conform and plan the future. 

Mr. Brxter. I am talking about a proposed program all along this 
line. It is an innovation, a bold new approach. But i 7 seems to me 
that the time has come to demand this sort of thing. I do not feel 
that any insurmountable reason for not proceeding has been raised 

Mr. Byrnes. E xcept that we are also suggesting a gamble based 
on it. 

Mr. Brxter. Yes, sir, but a gamble which will pay off in the future 
economic growth our Nation requires. 

The Cuatrman. Mr. Alger. 
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Mr. Arcer. Gentlemen, my questions are based on your statements 
this morning and having read your other papers. You are among a 
large group ‘of professors to appear here. Some of the things I have 
not been able to follow. I am very interested in some of the things 
you have said today. 

First of all, Professor Musgrave, where were you raised ? 

Mr. Muscrave. I was raised in Germany and came to the United 
States in 1933. 

Mr. Arcer. Was it under a system of Government that permitted 
free enterprise similar to ours here? 

Mr. Muserave. I would say similar, yes. 

Mr. Acer. I ask that only because, not knowing you better, and 
not even recognizing your accent, and your mention of Adam Lee and 
these other economists, I am moved to observe that our forefathers 
ran away from the old country to get away from some of those old 
ideas and to embrace some new ideas. 

Many of us are concerned that maybe we will unintentionally fall 
back on some of the old philosophies disc arded by our forefathers, and 
be unconstitutionally led into this scheme of thinking which would be 
foreign to our constitution. To quote you, “We fail to change law 
when the economic situations change,” as you said earlier today very 


truthfully. Well, it is very obvious that we don’t correct wartime 
emergency laws when the war is over. So this is the way our law is 
built. And I don’t think we really intended at the conclusion of the 


war for our basic law to change, such as the Korean taxes and so forth. 

Mr. Muscrave. Was this a question which I may answer? 

Mr. Arcer. You certainly may, and any other panelist. I havea 
number of things to cover. 

Mr. Muserave. May I ask if it is your practice to ask your con- 
stituents how many years ago their forefathers ran away from the 
old country, and is it then your practice to proceed to tell your con- 
stituents that presumably your forefathers having run away a little 
longer ago, maybe and maybe not, you know better what is ‘good for 
the United States? If so, I don’t see how you have been elected. 

Mr. Atcer. Professor Musgrave, I think all of us are very proud 
of the strength we have gotten and get from the old country. But our 
strength here is based on a different philosophy. Surely you didn’t 
fail to grasp what I am talking about. 

Mr. Muscrave. I think I grasp it. 

Mr. Acer. Now to go on further, it was even suggested during 
another wartime emergency by President Roosevelt, ‘who was men- 
tioned earlier today on the progressive taxes, that we should have a 
top income limit of $25,000, and I wondered whether if we had em- 
braced that as other wartime laws we would have ever repealed it. 
That is the sort of thing that is contrary to our thinking. Actually, 
what I wanted to mention was something Professor Smithies said in 
his prepared statement. 

I want to commend you on the way you waded into it. 
the most objective thing that a professor can make. 


You made three 
points on the first page of your paper, page 2257. You point out 


first of all that these conclusions in tax matters are speculative and 
empirical proof and that to come to conclusions is virtually impossible. 
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Then you go on to say that another reason that much of the evidence 
which you have is derived from the assertion of interest groups, and 
you point out that some of the interest groups are very vehement in 
their views. Of course, they are, as lobbying interests. Thirdly, you 
joint out that academic economists, such as yourself, of course, are 
unlikely to be free from bias. Naturally, that is human. But you do 
point out that, naturally, economics would demand measures that 
promote equi lity. 

So I presume we would suspect from economists as you point out, 
that economists would lean toward tax system based on equality. 
The thing that disturbs me, and I want to ask a question along this 
line to the panel, is what has been said earlier about the matter of 
raising revenue. I consider this today the key to our entire hearings, 
and I have waited a long time for it. One of the first statements made 
by a representative of the CIO was the matter of ability to pay, and 
to what degree is a point that has bothered me. 

Today it was said that taxes are to raise revenue. I have assumed, 
and correct me if I am wrong, that in the minds of many people of this 
country, our present income tax is first designed specifically to redis- 
tribute property, and, secondly, for the Congress, indirectly, through 
tax legislation, to achieve social objectives. Does anybody disagree 
with that ? 

Mr. Muserave. I would like my not responding not to be interpreted 
asan agreement. I prefer not to debate with you, sir. 

Mr. Aucer. It is ce ‘rtainly your privilege not to respond. 

Mr. Smrriutes. I did not respond because I have been into it be- 
fore today, so I would have to repeat what I said earlier, that I think 
we have a situation where there are certain standards of fairness that 
ie in the air and which reflect the political forces in the community. 
If the Congress does have to raise a revenue, it is toc m with 
those standards of fairness. This is the w ay I interpret it. I do not 
think it is a deliberate attempt on the part of any one to alter the 
distribution of income or move toward equality independently in 
trying to raise revenue. The distinction may be a fine one, but it 
seems to me there is one. 

Mr. Arcer. Some of the witnesses we have had have actually used 
the language I have given you. Sure, I am giving you Alger’s view- 
point, but I can direct you back to others who have used the term of 
redistribution of property as being a basic objective of our present 
income tax law. I am not trying to argue that at this point, because, 
frankly, Professor, I want to tell you I have already myself accepted 
the ability-to-pay principle toa degree. The question is at what point 
do you cut it off and obviously that is what we are talking about today. 
Iam troubled about it. I have been hoping that the folks who testi- 
fed before us would cover it. Mr. Bixler made a suggestion, but I 
don’t know whether his idea embodies the right progression or not. 
That is the reason I directed the question to you before we argue it in 
executive session. I have been impressed by the fact that some of our 
Witnesses think that income tax is not just to raise revenue, but to 
redistribute property, in addition to achieving social objectives that 
the Congress thinks are right and good. 

Mr. Lampman. I think it is important to recognize that one effect 
of a progressive tax is to redistribute income, perhaps, rather than 
property, but similarly one of the effects of a regressive tax is to re- 
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distribute income. So it isn’t associated only with progressively. The 
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Mr. Brxter. Yes, sir. N 
Mr. Acer. I am trying to understand it. The first point is that the 
the money was either going to Uncle Sam or become capital in the affc 
hands of citizens to invest in additional businesses which hire more lar 
people and produce more goods, for 
Mr. Brxirr. That is exactly my understanding. def 
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I may not be stating that right. 

Mr. Smrrutes. Both Government spending and taxes—is that what 
we are going in, reducing Government spending and taxes or just 
reducing the taxes ? 

The CuatrMan. I think what Mr. Alger is talking about at this 
int, Professor Smithies, is this, that if we don’t utilize these reve- 
nues that are generated through growth in Government spending 
but instead leave them with the private sector of the economy, they 
will be placed in growth by the private sector of the economy. _ 

Mr. Auger. That is correct, Mr. Chairman. I see now I did not 
say that correctly. 

One billion dollars revenue, obviously, is revenue based on a cer- 
tainnumber of billions of growth of gross product. 

Mr. Smrrnies. Are you asking me to subscribe to the view that if 
you reduce the taxes you will get the additional 3 percent of growth 
that he talked about ? 

Mr. Acer. No, not at all. Don’t subscribe to anything I say, 
Professor. 

Mr. Smirutes. No, it is just a question there. 

Could we start again ? 

Mr. Ataer. You want me to say it again ? 

Mr. Smiruies. Yes. 

Mr. Auger. Do you conceive the possibility that as the Nation grows, 
and it is growing 3 to 4 percent, whatever the percentage is, that when 
our gross national product goes up, that under our present income tax 
there is a greater accrual of tax revenue to the Federal Government ? 

Mr. Smrrutes. Yes. 

Mr. Auger. Now, if our built-in expenses which the Director of 
Budget states will next year be 21, billion more is exceeded this next 
year by the revenue coming to Uncle Sam from increased gross na- 
tional product, and if Congress does not spend that but returns the 
money as a tax cut, there will be some additional money in the hands 
of the business community. We can either take that through taxation, 
of course, or we can leave that money in the hands of business to rein- 
vest as capital for business formation. 

Is my projection of that correct ? 

Mr. Smrrutes. Now I understand. 

Well, the money that is left would not all be in the hands of busi- 
ness. It would be in the hands of both consumers and business. It 
can go for additional private consumption and also additional private 
capital formation. 

Mr. Auger. So that in that way it becomes capital formation, you 
might say. 

Mr. Smirutes. I would hope that eventually we will be growing at 
the rate where the tax yields will be increasing so fast that we can 
afford to cut taxes. I am not committing myself to what particu- 
lar taxes we will cut. I think I would cut fairly generally. I think 
for the next few years, probably several years, I would like to see the 
defenses somewhat in better shape before we talk about cutting any 
ofthetaxes. But I hope this will happen. 

Mr. Atcer. You would not agree with Mr. Bixler’s statement that 
says further growth in Government can only be at the expense of 
growth in the private economy ? 
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Mr. Smirutes. No, I don’t think I would go for that. 
Mr. Aucer. All right. 
Mr. Sorruies. I think it could be, but I don’t think it needs to be 
Mr. Arcer. Now, to the second point, Mr, Bixler, that you say, and 
you make a point that is directly contradictory, I think, to the other 
papers of the panel. It is this, under point 2 relative to fairness and 
equity of tax: You point out that the graduation of tax serves actu. 
ally to perpetuate income inequality. Unless I don’t understand, that 
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sense does go more in economic growth than anything else. It is rather 
frustrating for other countries to discover that we have achieved 













































































































equality in this country as a result of capitalistic development than § , =r. 
other countries have achieved by socialistic experiment. On all this \ ate 
I find myself in substantial agreement with Mr. Bixler. But this aaa. 
does not say that specifically the progressiveness in income tax gen- waa 
erally produces inequality. I think that is going too far. pl 
Mr. Aucer. Do you care to make a comment ? evel 
a 7 ake 4 to WO] 
Mr. Brxier. Essentially, the next sentence is intended to explain So. 
that, when the Government takes incomes by excessive tax rates, we § . 
simply don’t have that same capital available for individual or busi- ‘he 5 
ness investments to create these new and better jobs. Such jobs, after gh 
all, are certainly one of the major ways of building up the lower with 
income levels and producing a greater equality. If I understood Rivate 
Professor Lampman correctly, he is concerned that all the progressive- tae 
ness we have had along the line still has not shifted things very much, ahs 
that the inequality of incomes still obtains. Mi 
Is that correct ? - 
Mr. Lampman. That would be my conclusion, that while we have abt 
had a great growth in the average level of income and a great growth ee 
in the level of income at the lower reaches, the sharing of income, othe 
particularly with reference to a broad definition of income, and the Te 
sharing of wealth, are not drastically different than they were back in a 
the 1920's. As I interpret Mr. Bixler’s statement here he really pare 
means to say that graduation of income tax rates has somehow or other ame 
slowed economic growth below what it would otherwise have been Dies 
in the last 10 or 20 years. I am not aware of any good evidence on jae 
this point, that our growth rate since, let us say, World War II, has find 
been slowed by the high tax rates. par 
Mr. Brxter. May I refer back to an earlier part of the compendium, It < 
back to page 1599, which is a table that comes from the United Na- 
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tions Statistical Yearbook, and in there it gives the index number of 
per capita gross national product in constant prices. If you look at 
the other nations of the free world they have grown at the rate, from 

1950 to 1956, of any oe from 18 to 60 percent, whereas the United 
States has only grown 13 percent and we doddled along there a good 
while without showing much growth at all. There fore, I am ine lined 
to feel that we are just starting to feel the real bite of the tax structure 
we have now. 

Mr. Smrruirs. I think if you look at some of the tax structures, 
the tax structures have grown faster, and I don’t think you would 
approve of them. . 

Mr. Brxter. In a number of them, however, they have reduced 
rates rather drastically in recent years, whereas we have not felt that 
vas achievable or desirable. I don’t know why we have not done it. 

Mr. Lampman. I would suggest that is putting a great deal of 
weight on one particular factor. I think the chairman earlier men- 
tioned that there are many factors involved in growth besides taxes. 
My earlier statement 1] would still hold to, that there isn’t any good 
evidence that taxes alone have affected our rate of growth in the most 
recent period, and particularly that progressive taxes have done so. 

Mr. Brxter. May I ask this question: Then why is growth only 
3 percent now as against the time when it used to be 4 percent and 
more for the United States? Don’t you feel there is any coincidence to 
the fact that we have had sharply progressive taxes in that time? 

Mr. Lampman. I think there is a very big question and a hard one 
to answer as to why our rate of growth now apparently is somewhat 
sower than in other periods in our history. Just off the top of the 
head, an answer would be that most countries experience rapid rates 
of growth in early phases of industrial development. As they become 
more developed and so on, they have a higher income base on which 
to work and it is harder to get increases in percentages from that. 

Secondly, as you come more mature, you shift over more and more 
into the services area and away from investments and away from 
the production of durable goods. This area of servic ‘es Is one where 
it is harder to show productivity increases. I think in comparison 
with the Soviet Union today, almost anyone would predict that the 
Soviet rate of increase cannot continue at the same rate that it has 
been, just because of these structural changes in the economy that are 
to be expected. 

Mr. Smiruirs. I think on this point if one compares the growth 
in the 1920’s with the growth in the 1940’s and early 1950’s, the two 
patterns look pretty much the same. This postwar stimulus was very 
strong, and in one period we had relatively low tax rates and in the 
other period relatively high ones. 

I don’t know, Mr. Chairman, whether you have seen a very interest- 
ing chart that the Committee for Economic Development had pre- 
pared for a visiting Russian delegation which showed the cumulative 
growth rate for any period of years you would like to select, from 
about 1900 on. I think this might be a chart that would interest the 
committee and its staff. You select any pair of years you like. I 
find it very hard to generalize or to associate growth rates with any 
particular years with any particular tax rates or any other factor. 
It seems to me it is a complicated subject that economists know re- 
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markably little about, even though they have been trying to study it 
for along time. I would not adopt any simple generalizations on jt, 
The Cuarrman. Mr. Alger, would you yield at that point ? 




























Mr. Aucer. Yes, Mr. Chairman. = ‘ 
The Cuarrman. I have been concerned, of course, about develop. wt an 
ments in the past, but as I look to the future, I am more concerned §“* ™ ia 
about what opportunities we have to the extent that taxation may oe 
have a bearing on those opportunities for economic growth. Accord. Mr R 
ing to what Mr. Bixler and others have said to us, a greater degree Tone 
of growth may be required of us in the next decade than any decade of om ts 
in the past. Pro ao 
Can we, all other things being comparable, accomplish that degree §. — ; 
of growth? That is what I am concerned about, and I am sure Mr, § "2° . 
Alger and others are concerned about that as well. —o 
Mr. Aucer. Thank you, Mr. Chairman. that are 
Gentlemen, the time is running out and I have had certainly more of the ~ 
than my share, but had we additional time, and I merely call it to We - 
your attention, Mr. Bixler makes two other points. I wish I could wee 
have your views on the matter of tax rates as related to the tax burden, ATE 
such as Professor Musgrave saying orally today that the progression st 
is a sham progression, and proceeded to point out why. 
I think we need to resolve that, and your help would certainly be Mr. ( 
appreciated. aly 
Next is the relationship of the economy of this country and its — 
punitive tax, and that our economy does not adjust to it. He makes I 7 | 
a very strong point of that. a 
Had we the time, it might be worthwhile exploring those things 8 Oh 
further. I mention those at this point only. I certainly will explore Tb i 
them further, and I believe some of the panelists will be interested in ‘ 
that, too. present 
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Thank you, Mr. Chairman. 

The Cuarrman. Are there any further questions or comments? 

Gentlemen, I want to thank you all. 

Professor Musgrave, I want to express to you my appreciation, 
along with other members, Mr. Lampman, Mr. Break, Mr. Smithies, 
and Mr. Bixler, because in this instance you were trying to answer 




















specific questions in your papers that had been suggested for answers. , An 
We appreciate the fact that you were available for this discussion, § “* ® 
and that it was possible for you to be here today to discuss the answers § “15 
which you had prepared in your compendium and also to answer the Altho 
questions of the committee. ny of 
I do not know whether any of the rest of you have read Professor § “ist 
Musgrave’s book on “The Theory of Public Finance.” I am sure it § @* 
will be for a good many years a principal work in this field. The Any 
level of abstraction is somewhat over my head in part. about 
Mr. Muscrave. Thank you for the mention, Mr. Chairman. wens 
The Cuatrman. It is a fine book. taint] 
I thank you all for being with us today. sae dh 
Without objection, the committee will recess until 2 o’clock this likely 
afternoon. To 
(Whereupon, at 1:10 p.m. the hearing was recessed, to reconvene and ¢ 
at 2 p.m, the same day.) prog 
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AFTERNOON SESSION 


The CuarrmMan. The committee will please be in order. As stated 
at the beginning of the morning session, we look at the structure of 
tax rates. This mor ning we looked at the individual rates. This 
afternoon we look at the corporate rates. 

We are pleased that our panelists are present. They are: 

Mr. Ridasa Goode of Brookings Institution; M. Slade Kendrick 
of Cornell University ; George Ter borgh, of the Machinery and Allied 
Products Institute; and Nathaniel Goldfinger, of the AFL-CIO. 

Gentlemen, we appreciate the papers that you prepared for our use 
in the compendium. We appreciate your presence today for the pur- 
pose of giving us a brief summary or the highlights of the papers 
that are in the compendium, and to answer questions of the members 
of the committee. 

We will start the discussion today with Mr. Goode. 

We are pleased to have you with us, sir, and you are recognized. 


STATEMENT OF RICHARD GOODE, ECONOMIST, THE BROOKINGS 
INSTITUTION, WASHINGTON, D.C. 


Mr. Goopr. Thank you, Mr. Chairman and gentlemen of the com- 
mittee, it is a pleasure to be here this afternoon. 

Iam an economist at the Brookings Institution in Washington, but 
I would like to say that I appear today at the request of the committee 
in my personal capacity and am not attempting to speak for the 
Brookings Institution or its trustees, officers, or other staff members. 

I believe that the corporation income tax merits approximately its 
present place in the Federal revenue system. Although the tax is 
objectionable in some respects, there does not seem to be a : better source 
of the large amounts of revenue now obtained from it. In my judg- 
ment, corporate tax rates may properly be continued at present levels 
as long as conditions do not allow a general tax reduction. The cor- 
poration income tax should share with the individual income tax in 
ny large tax structure, or tax increase, that may become appropriate. 

An important element in my appraisal of the corporation income 
tax is the opinion that the major immediate and direct impact of the 
tax is on profits and shareholders rather than on prices and consumers. 
Although there is no general agreement on this subject, I believe that 
my opinion is consistent with theoretical re asoning and the available 
statistical evidence. If it is correct, any substantial reduction of the 
tax would first be reflected mainly in an increase of profits after taxes. 
Any major effect on prices and wages that might occur would come 
about gradually as a result of additional investment and other reac- 
tions induced by the initial increase in profits. In view of the uncer- 
tainty of the ultimate nature of these adjustments and the length of 
time required for them, it seems justifiable to give great weight to the 
likely short-run effects ofa change in the tax. 

To the extent that the corporation income tax reduces dividends 
and capital gains associated with undistributed profits, it is a broadly 
progressive element in the revenue system. This is true because stock 
ownership and dividend receipts are concentrated in the hands of 
high-income groups. The progressivity of the corporate tax is, to be 
sure, less powerful and refined than that of the individual income tax. 
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The corporate tax is, however, superior in this respect to the excig 
and payroll taxes and toa sales tax. 
The corporation income tax is presumably reflected in the prices 
















of shares, and a reduction in the tax could be expected to lead to 7 - 
general rise in stock prices. Windfall gains would accrue to the : lete 
large number of stockholders who bought their shares at prices re. o. m 
flecting the present tax. tie 
It is reasonable to believe that in comparison with other taxes the PAL “ | 
corporate income tax has a relatively heavy impact on savings and _ : oft 
investment and a relatively light impact on consumption. The post- These 
war record of high investment and recent high price-earnings ratios al 
for common stocks, however, suggest that the influence of the cor- wi 


the app 


porate tax has not been nearly as great as many would have expected estate t 
De , 


10 or 15 years ago. 






oe ane cent. 
In my opinion, the need for a reduction of the corporation income That 
tax in order to promote economic growth has not been established. ' 


: : : ; a as L rea 
Sustained growth depends on several factors in addition to corporate § » 















investment. It requires expanding markets for final output. Growth wt 
is stimulated by technological improvements, better education and ete 

health, and other conditions that increase the productivity of capital Bien 
and labor. In the future, a considerable fraction of tangible capital a 
formation will need to be carried out in the Government sector to § - ot 

provide transportation, water and sanitary services, and other com- teen 
munity facilities. Large public and private investments in general ca . 
education and technical training will be needed. Research and de- can 
velopment outlays in both the public and private sectors can make an pe on 
important contribution to growth. Research and development ex- on i 
penditures are currently deductible from taxable income, and several ca 
well-informed observers believe that they are stimulated by a high a sie 


corporate tax rate. 
Parenthetically, it would be paradoxical to cut the corporation in- 
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come tax in the hope of stimulating additional investment as long as “— 
it is thought necessary to pursue monetary policies that result in § 04 
high interest rates. These monetary policies are supported primarly es 
on the grounds that they are needed to restrain investment. Mare 
An economic advantage of the corporation income tax is its in- a 
fluence as a built-in stabilizer. Corporate tax liabilities are highly § +" 
sensitive to changes in general business activity. Fluctuations in Gov- day | 
ernment revenue and in the size of the budget deficit or surplus re- J “° : 
duce to some extent fluctuations in private activity and thus help a 
stabilize the economy. Although its stabilizing contribution may ey 
sometimes have been exaggerated, the corporate tax, in my opinion, hel 
is distinctly superior in this respect to sales taxes and most excise L bel 
taxes. be 
That completes my summary statement, Mr. Chairman. —" 
The Cuarrman. Thank you, Mr. Goode. ae 
Mr. Kendrick, we are pleased to have you with us today, sir, and i 
you are recognized. = 
eres 


STATEMENT OF M. SLADE KENDRICK, PROFESSOR OF ECONOMICS Hed 
AND PUBLIC FINANCE, CORNELL UNIVERSITY, ITHACA, N.Y. a 
at ¢ 


Mr. Kenpricx. Mr. Chairman, members of the committee, gentle- 
men, my name is M. Slade Kendrick. I am professor of economics 
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and of public finance in Cornell University, Ithaca, N.Y. But I am 
not representing that or any other institution. I am appearing by 
the invitation of the committee. 

May I say that I value that invitation very much. 

Let me begin by saying that I am not going to cover the subject 
completely. The subject of corporation income tax rates 1s obviously 
an immense one. I am going to try to emphasize what I think is 
possible, what I think could be done. 

May I next summarize very briefly the chief proposals that I am 
ging tomake. Then I shi ull go ahead with my prepared statement. 

These proposals are: Reduce the corporation income tax rate to 40 
percent; reduce the top individual income tax to 65 percent; make up 
the approximately $5 billion loss in revenue by (a) steep increases in 
estate taxes, (b) increases in the personal income tax below 65 per- 
cent. 

That is just a brief summary of the proposals which will emerge 
as I read my statement. 

Corporations now pay an income tax of 52 percent, the maximum 
rate in our history on regular or oe income. Thus, they are 
doing business primarily for the benefit of the Federal Treasury. 
Consequently, the return on any additional investment must be high 
ifan adequate profit is to be received. Thus, if : } pe rcent is an adequate 
profit they have to earn a little more than 12 percent. But if, on 
account of the high 1 income tax, the earnings on corporate investment 
must also be high, fewer investments qualify. That isa fundamental 
economic fact. I think that is the most important conclusion that 
one can draw. I do not see any escape from it. The consequences 
are unpleasant, for if th 1e volume of corporate investment is thereby 
lecreased, we produce less than we would otherwise produc e. True. 
the le corpor: ation could finance by issuing bonds, for the interest paid 
thereon is deductible. But that exit would only lead to another 
difficulty, the effects of a topheavy debt structure. 

And here a most important consideration comes to the fore. We 
need an increased rate of economic growth in order to maintain our 
position in the world. I think this is being increasingly recognized. 
Through enlarged research programs, we are taking a measure to- 
ward greater production. And we are meeting with success. Every 
day we read of new theories, new discoveries, new inventions. But 
we need to take another measure. The knowledge that breeds yet 
nore knowledge is not sufficient for economic purposes: It must find 
epplication in the form of investment. 

The corporation income tax rate of 52 2 percent should be reduced, and 
I believe to 40 percent, except that for incomes below $25,000 it might 
be 15 or 20 percent. The fact of the reduction, after m: ny years on 
increases, and the amount suggested, would at once stimulate and 
provide for the financing of new ventures. 

If this recommendation were accepted, the loss in revenue would be 
about $5 billion. The amount should, I think, be recovered by in- 
creases in the estate, gift, and personal income taxes. 

I suggest that the estate and gift taxes be integrated so that the 
aggregate payment would be the same whether much or little of the 
property were given away during life, that the possession of an estate 
at death, irrespective of the kind of tenancy, should result in the im- 
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position of the tax, and last, that the rates of the estate tax should hk 
sharply increased through the brackets in excess of $300,000 or $500, 
000. ‘These increases would provide additional revenue. But mueh 
more important, I think, would be the accompanying gains in the 
quality of business leadership. More persons at the top would have 
arrived because of their own merits rather than because of, or with the 
aid of, a large inheritance. 

The remaining revenue needed should, I think, come from the per. 
sonal income tax, and be imposed proportionately on the brackets be. 
low 65 percent. And here I make a related recommendation, namely, 
that the rate from the 91 percent maximum be repealed down to 65 
percent. ‘The rates in the brackets included are productive chiefly of 
tax avoidance devices. 

We come now to the basic question, Why take $5 billion from the 
sum paid by corporations while adding some $4 billion to that paid by 
individuals? Or, as expressed in terms of economic fundamentals, 
why increase by $5 billion income largely devoted to investment at the 
cost of decreasing by almost the same amount income largely devoted 
to consumption. 

Investment and consumption are essentials of economic progress. 
{ach complements the other. We must have both. But that rela- 
tionship does not preclude a change in emphasis. At least three sub- 
stantial reasons support the case for less emphasis on taxing invest- 
ment and more on taxing consumption. First, even after the pro- 
nosed reduction to 40 percent, the tax on corporation income would be 
high by all historical precedent. 

Second, the volume of investment is small as compared with that 
of consumption. Thus the favorable effects on investment would be 
much greater than the unfavorable effects on consumption. 

Third, and finally, the position often taken in economic writing that 
consumption should be favored as against investment does not ulti- 
mately support the purpose intended to be served. The most that 
could be accomplished would be a temporary increase in consumption 
that would result in sufficient investment to be sustained. On the 
other hand, the removal in considerable measure of the discrimination 
against investment would offer a positive encouragement to greater 
investment, with a consequent larger production and growth of con- 
sumption. 

The Cuarrman. Thank you, Mr. Kendrick. 

Mr. Terborgh, we are pleased to have you with the committee to- 
day, sir, and you are recognized. 


STATEMENT OF GEORGE TERBORGH, RESEARCH DIRECTOR, 
MACHINERY AND ALLIED PRODUCTS INSTITUTE 


Mr. Terroren. Thank you. 

Mr. Chairman, I assume it is taken for granted, but I probably 
should put in the usual caveat that Iam speaking for myself. 

The Cuarrman. Oh, yes, we recognize that. 

Mr. Trernorcu. Any attempt to assess the impact of corporation tax 
on investment runs at once into the question of incidence. Is the 
tax absorbed by the corporations that pay it or is it shifted to the 
market in higher prices? On this question the experts are divided, 
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though there appears to be a trend in favor of the view that the tax 
is at least partially shifted. This view is supported, we believe, by 
the empirical evidence, which certainly indicates enough shifting to 
justify an examination of its consequences. 

Most of those who believe the tax is absorbed regard it as gravely 
injurious to corporate investment. By reducing profits, an absorbed 
tax cuts down the capacity of the corporate system to accumulate 
capital through retained earnings, while at the same time it reduces 
the capacity of stockholders to save from dividend income. Moreover, 
by lowering the prospective after-tax return on new investment, it 
impairs the incentive of corporations to use the funds available. 

Many of the proponents of shifting theory, on the other hand, seem 
disposed to regard the tax with compl: wcency. They assume that if 
it does not come out of profits it has no ill effect on corporate invest- 
ment. For this reason they are inclined to be indulgent of the contin- 
uance of high corporate rates. 

This complacency calls for an examination of the effect of a shifted 
tax on corporate investment. This calls in turn for an examination 
of the mechanism of shifting. How does the tax get passed on? This 
ocurs through its effect in limiting the supply of goods and services 
offered by the corporate system at any given level of prices (as com- 
pared, of course, with the supply that would be forthcoming in the 
ibsence of the tax). How does the tax limit supply? Basically, by 
imposing an added barrier to new corporate investment. 

This barrier consists of the increase in the pretax return required 
to justify new investment. Under the present corporate rate of 5 
percent, for example, a company requiring a prospective after tax 
equity return of 10 percent must see a pretax return of 20.8 percent 
before a project is justified. This added 10.8 percent automatically 
excludes a whole range of investment proposals that would be eligible 
without the tax. 

Such an increase in the corporate investment threshold means a 
deferment of project eligibility by an average of several years. This 
deferment holds an umbrella over existing productive capacity, pro- 
tecting it against new competition that would otherwise appear, and 
permitting it to obtain higher prices than it could otherwise get. By 
the same token, it extends the economic service life of corporate facili- 
ties, both new and old. The result is a higher average attained age, 
a larger accrued deterioration and obsolescence, than would otherwise 
obtain. 

Although I do not contend that a shifted corporate income tax is as 
bad from an investment standpoint as one that is absorbed, it is never- 
theless injurious, decidedly so at the rate presently prevailing. This 
rate is, in fact, at a critical level. Analysis shows that the retarding 
effect of the tax on corporate investment rises abruptly beyond his 
level, By the same token, large gains are possible from rate reductions. 

The moral is clear. Even if the corporate income tax were wholly 
shifted (which few students of the subject believe), it would still con- 
stitute a severe drag on the progress of the American economy. In- 
sofar as the tax is absorbed, the situation is so much the worse. Since 
we depend on corporations for three-quarters of all business capital 
formation, it is clear that-if we wish to speed up our rate of progress in 
competition with the Communist system, we can ill afford to penalize 
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corporate investment by a 52-percent tax rate. Relief is not only de. 
sirable but urgent. 

Thank you. 

The Cuatrman. Thank you, Mr. Terborgh. 

Mr. Goldfinger. we are pleased to have you with us today, sir, and 
you are recognized. 


STATEMENT OF NATHANIEL GOLDFINGER, ASSISTANT DIRECTOR 
OF RESEARCH, AFL-CIO, WASHINGTON, D.C. 


Mr. Gotprincer. Thank you, Mr. Chairman. 
Top priority in a much-needed revision of the Federal tax structure 
should be given to eliminating loopholes of special tax privileges for 
upper income families and certain types of corporations and to simul- 
taneous reduction of the individual income tax burden, particularly 
on low- and middle-income families. Such actions to provide a more 
equitable tax structure and to strengthen the demand for goods and 
services should precede any direct or indirect reduction of the corpo- 
rate tax liability. 

The evidence indicates that corporations have long since adjusted 
to the current tax rate, that the corporate rate of return on net worth 
is as high as in the 1920’s (corporate profits and net worth both ad- 
justed for changes in prices and depreciation methods) and that there 
have been idle manpower and productive capacity in most parts of the 
economy in recent years. 

The present task, as I see it, is to increase the demand for goods and 
services, relative to productive capacity, to provide the basis for a 
better and more continuing balance between productive capacity and 
the labor force, on the one hand, and the demand for goods and serv- 
ices on the other hand. The need at present is to establish the foun- 
dation for a much fuller utilization of existing and foreseeable levels 
of manpower and productive capacity—and not to stimulate a steeper 
rise in new plant and equipment that would probably be followed by 
a steep decline of national economic activities. 

Business investment in new plant and equipment, since World War 
II, has been at high and rising levels. It has continued to rise since 
1952, when the 52-percent corporate tax rate became effective. There 
are those who claim, however, that the postwar period’s high and ris- 
ing levels of capital goods investment have been too low and that a 
reduced corporate tax rate is necessary to raise plant and equipment 
outlays from their supposedly depressed state. 

If business investment has been too low, the question is, Too low 
for what? Business investment can be viewed only in the context 
of the economic system. The experience of the past few years points 
to insufficient demand, relative to available plant and equipment. 
There have been considerable amounts of idle productive capacity in 
recent years, except toward the end of 1955 and possibly early 1956. 
The danger that exists, at present, is not from a shortage of produc- 
tive capacity, but from a gap between sales and the economy’s ability 
to produce. 

The sharp 22 percent rise in business outlays for new plant and 
equipment, between 1955 and 1956, occurred from a relatively high 
level of business investment in 1955, following the 1954 recession. 
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This sharp rise in business investment was not sustainable, particu- 
larly in the face of the simultaneous decline in residential construction 
and consumer purchases of durable goods, as well as the leveling-off 
of the purchasing power of per capita disposable income. There was 
4 widening gap between sales and productive capacity in numerous 
industries during 1956, and the gap continued to widen and to spread 
through most of the economy in the first half of 1957. This widening 
gap between sales and productive capacity was the underlying cause 
of the recession that began in the third quarter of 1957, accompanied 
by a sharp drop in business investment in new plant and equipment. 

The pickup of output and sales from the low point of the 1958 re- 
cession has left considerable idle capacity and manpower in most parts 
of the economy. Yet business investment is rising, and new records 
are expected in 1960. 


| 
Operating | Unemploy- 
| rate as ment as 
| percent of | percent of 
End of year | capacity in | civilian 
manufac- labor force 
| turingin- | (seasonally 
| dustries adjusted) 


Percent | Percent 





| December. 
1 My estimate. 


Source: 12th Annual McGraw-Hill Survey, April 1959, and Department of Labor. 


The present gap between sales and productive capacity, therefore, 
may widen considerably by late 1960 and 1961, presenting the threat 
of another recessionary decline of national economic activities and 
another drop of business investment. A reduction of the corporate 
tax rate at present, prior to actions that would provide a fuller 
utilization of existing and foreseeable levels of productive capacity 
and manpower, could only aggravate the current condition and pos- 
sibly create the danger of a considerable capital goods boom, followed 
by a sharp and serious decline. 

The evidence likewise indicates that the flow of cash to corporations 
will be sufficiently great to finance as much as 90 to 95 percent of 
rising capital goods outlays, in the years immediately ahead, from 
internal financial resources (retained earnings, after taxes and divi- 
dends, plus depreciation allowances), with about two-thirds of the 
funds from depreciation allowances, alone. The McGraw-Hill 1959 
report on business plans for new plant and equipment states: 

Financially, business appears in a strong position to support its present plans 
for capital expenditures—and even to increase them * * * . This year’s de 
preciation deductions of $23 billion will provide more than two-thirds of the 
funds needed for capital expenditures. On the basis of present plans, deprecia- 
tion will cover an even larger share in 1960-62. 

There is no evidence to indicate that the cash flow to corporations 
will be too low, in the years immediately ahead, to support high and 
rising investment in new plant and equipment. Neither is there 









1250 INCOME TAX REVISION 
















evidence of a shortage of stock purchasers in the equity markets; the 
evidence points in the other direction—an insuflicient supply of stocks 
in relation to actual and prospective purchasers. 

There are, however, those who insist that an immediate reduction 
of the corporate tax rate and/or a further acceleration of depreciation 
are needed to provide an increase in the capital investment sector of 
the national ec onomy for a faster rate of economic growth. 

But a sharp increase in capital goods investment at present—prior 
to actions that would raise the lev el of demand and provide for a fuller 
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manpower—is fraught with the danger of frequently rec urring and come fa 
possibly steeper recessions, which would mean a continued slow growth tthe in 
rate, rather than a faster pace of economic expansion. iddle-i1 
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fall o! 
If the pace of economic growth is to be stepped up to an average Bj; js on 
annual rate of about 5 percent a year, in the years ahead, the 4-year § yr. T 
recurrence of recessionary declines must be eliminated or, at least, Bjes in « 
substantially minimized, in terms of impact and duration. the cs 
A step-up of capital investment at present, however—prior to Bjysines 
actions to raise the level of demand, relative to capacity—would ives, 


probably lead to steeper capital goods ‘booms and deeper recessions. 


busines 
The rate of economic growth in the years immediately ahead would 


saver 

probably not rise above the average pace of the past 6 years; it could § [| yen 
possibly even decline. Indeed, freque ntly recurring and deepening § yith re 
recessions—accompanied by sharp rises and declines of capital in- Basthou 
vestment—present the danger that one such recession may possibly § hat. sc 
lead to a widespread lack of confidence and a downward spiral. This § ith p 
is not the road to a more rapid rate of economic growth—it could be, § jj js 
in the world of the second half of the 20th century, the road to dis- By }+ js 
astrous consequences. it is nc 
Furthermore, a capital goods boom presents another threat and Gon. y 
that is the threat of upward price pressures, particularly on indus- § [ot 
trial prices, as from mid-1955 to mid-1957. or not 
What is needed is a continuing rise of business investment in new § shot ¢} 
plant and equipment that is soundly based on expanding markets and Wr. 
fuller utilization of productive capacity and manpower than in re- Mr. 
cent years. the su 
Business investment must be considered in the context of the eco- § ji fioy, 
nomic system and in relation to effective demand. The first task, at J yore 
present, should be to raise current and foreseeable levels of demand— Ven 


from consumers, Government, or a combination of both—before any § jiato 
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,iditional stimulants for business investment are applied. In the 
\merican economy, such higher levels of demand must largely depend, 
nthe long run, on expanding mass consumer markets. 

[ax policy—as part of national economic policies—should aim for 
alanced economic growth as well as an equitable tax structure for 
aising needed Government revenues. 

Any general reduction of the corporate tax liability—either directly, 
through a reduced corporate tax rate, or indirectly, through a further 
veeleration of depreciation—should come only after tax revisions 
eliminate current loopholes that are of special benefit to upper- 
nome families and certain types of corporations and after revisions 
f the individual income tax to reduce the tax burden on low- and 
iddle-income families. After such revisions have gone into effect, 
rst consideration in this low order of priority should be given to 
eversing the current 30 percent normal and 22 percent surtax rates 
nd applying the lower rate on the first $100,000 of taxable corporate 
nome. Such a step would be of some assistance to smaller and newer 

rporations. Following consideration of such a revision of the 
rporate tax rate, and toward the end of the long list of needed 
hinges in the Federal tax structure, should consideration be given 
oa reduction of the 52 percent eee tax rate. 

The Cuatrman. Thank you, Mr. Goldfinger. 

[ want to thank all of you again for being present today and giving 

sthese summations of your statements in the compendium. 

Let me see if I can get some better understanding of the thinking 
fall of you with respect to this matter that Mr. Terborgh discussed. 

tis one that has stimulated my curiosity for a long time. 

“Mr. Terborgh, I presume that every businessman, whether he oper- 
tes in corporate form or in the proprietorship form, tries to pass on, 

fhe can, the cost of doing business, and one of the costs of doing 
usiness is the taxes that are imposed at local, State, and national 
wels. I have always thought that a fellow would not be a very good 
usinessman if he did not try. To the extent that he succeeds, I think, 
savery different situation. 

I remember the experience that we had, I think in World War IT, 
vith respect to the excess profits tax that in some instances it appeared 
sthough it might even be possible to pass on some of the elements of 
that, so [ appreciate the fact that you did approach that problem from 
oth points of view. 

a is possible in some instances maybe that this tax can be passed on. 

. is passed on, what is the reason for a reduction in the tax? If 
not passed on but is absorbed by the shareholders of the corpora- 
tion, s what is the reason? 

Let me ask some of you gentlemen what are your views as to whether 
r not it is possible, in the first place, or likely, in the second place, 
that the corporate tax rate is ps assed on? 

Mr. Goode, does your analysis of this lead you to any conclusions? 
Mr. Goopr. Mr. Chairman, I have given a good deal of thought to 
the subject and I think it ought to be stated very frankly that it is a 
lificult question and it is a question on which there is no general 
igreement. 

IT emphasized in my p: - r the point that I thought that the imme- 
liate and direct effect, as I said, was to reduce profits; in other words 
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the businessman, much as he would like to pass on the tax to his cusgave had. 
tomers, ordinarily cannot simply widen his margins and do that in game nat 
simple manner. I think Mr. Terborgh and I are not in disagreemen everal yt 
on this point, as I understand his position. The Cr 

My view about the longer run effect of the tax is that we are no Mr. Ke 
quite sure about what happens. If the tax gets passed on in the long Mr. Ke 
run it probably is in the way which Mr. Terborgh has outlined to us It seen 
by a reduction in investment and an increase in prices sufficient tqgmposed, 
restore the rate of return on invested capital to a level that wouldgax goes 
have existed if the tax had been lower. 

My view on this is that there are a great many factors which deter-guly plac 
mine the rate of return on invested capital and that we cannot be surg Now 
that the tax has been a decisive factor in determining that rate of re.gprices, t 
turn or in determining selling prices for goods. 

There are two kinds of statistical evidence on this question. : 
kind is the following: The statistics show that at the persent time 
the rate of profits before taxes in relation to sales by corporations and 
in relation to national income originating in corporate business is 
roughly the same as it was in the 1920’s. Taxes are much higher than 
they were in the 1920’s and the rate of profits after taxes in relation 
to sales is therefore considerably lower than it was in the 1920’s. This 
is consistent with the hypothesis that the businessman cannot simply 
widen his markup and pass on the tax immediately to the customer on 
the average. That is not to say that it might not occur in some in- 
stances, but these figures are consistent with the view that it is excep- 
tional. 

There is another set of figures which Mr. Terborgh referred to 
which indicate that the rate of profits with respect to invested capital, 
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net worth, before taxes is now considerably higher than it was in the tam 
1920’s and that the rate of return after taxes is about the same as it Mr. 
was in the 1920’s, The 
Mr. Tersoreu. May I interject that for the average of the eye Mr. 
period it has been about the same as in the 1920’s, although it has § spous 
shown a little tendency to slide off as the decade has gone on. the co 
Mr. Goopr. Yes. Thank you. I should say that the figures on rate J indica 
of return on net worth are consistent with the — that Mr. § but I 
Terborgh advanced, that the tax is passed on in the long run. wheth 
I should like, however, to introduce a certain degree of reservation J The 
about both sets of figures and to say that they do not prove that the J Mr 
tax has been passed on or not passed on, because we obviously do not J Mr 
know what would have happened if tax rates had been a little lower J 1 h 
or different from what they were. There were many factors that were § Mr. ° 
influencing the rate of profits over this period. In particular the data J hood 
suggest that the way the rate of return in relation to invested capital as I 
has been held up is by an increase in the turnover rate, that is, the 9 of th 
degree of efficiency with which capital has been used since profit J happ 
margins were not widened on sales the statistics must mean that § «cut 
we used our capital more efficiently or more intensively. Th 
Now, Mr. Chairman, I simply do not know what would have § was; 
happened if we had had a lower tax rate, whether we would have M 
had a larger stock of ie which would have been used with the § cent 
efficiency that we have achieved in the last few years and would have § the 
had consequently a larger national product, or whether we would § corp 
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save had a less intensive use of capital and would have had about the 
sme national product that we in fact have enjoyed during the past 
everal years. 

The Cuarrman. Thank you, Mr. Goode. 

Mr. Kendrick, would you comment on the question I initiated ? 

Mr. Kenprick. Yes; 1 shall be happy to. 

It seems to me that in almost every situation in which the tax is 
mposed, the first effect is on profits. It is an immediate effect. The 
x goes into operation on a certain day at a certain time at a certain 
nate. There is no time interval for sdbaiioneei I think that is the 
nly place the payment can come from is profits. 
um Now, conceivably in a situation of surging markets and rising 
prices, the tax might be shifted at once, but such an action would be 
nost unusual. In the normal situation the payment would at first 
some out of profits. 

Then the question arises. What will the businessman do? He has 
ess, for more is taken by the tax. The return on his investment be- 
comes less. 

I would expect him to be more reluctant to add to his investment. 
for if the rate of return is less than he thinks he must have, he would 
vest somewhat less. Thus in the long run I would expect the tax 
0 be passed forward, for with less investment and therefore supply, 
lis prices could be higher. But, as Mr. Goode points out, there are 
inthe situation many factors operating at the same time. It is very 
lificult to separate these and thus by a statistical analysis to prove 
# the existence of shifting. 

The CHarrman. Let me pass you, Mr. Terborgh, because you gave 
is your thought. 

| am coming back to you on this question. 

Mr. Tersorcu. May I interject one remark, Mr. Chairman? 

The Cuamman. All right. 

Mr. Tersorcu. I think Mr. Goode left the impression that I have 
spoused the position that the tax is passed on. I have analyzed 
the consequence of it on the assumption that it is passed on. I have 
indicated that I think there is evidence of substantial transmission, 
but I do not presume to know how much it is. I could not guess 
whether it is 50 percent, 75 percent, 80 percent, or some other figure. 

The Cuarrman. And it would be a guess on the part of any of us. 

Mr. Goldfinger, will you comment on that question 

Mr. Go.princer. Yes, sir. 

I have not examined this issue in the detail that Mr. Goode has or 
Mr. Terborgh has. My impression is that the tax has in all likeli- 
hood been partially absorbed and partially passed on, but the issue, 
as I see it, is what would probably happen in the case of a reduction 
of the corporate tax rate. I mean in the sense that whatever has 
happened whether the tax has been absorbed or shifted, has already 
occurred. 

The Carman. You panelists are thinking ahead of me. That 
was going to be my next question. 

Mr. Gotprrncer. It is my judgment that regardless of what per- 
centage has been absorbed and what percentage has been passed on, 
the current level of the corporate rate tax 1s something that the 
corporations have adjusted to and that the adjustments were made a 
long time ago and they have been living with it. 
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I am also impressed, sir, by the fact that with the end of the post. JM put not 
Korean excess profits tax at the end of 1953, there was no reduction [§ corpor? 





in the wholesale industrial price level in 1954 following the end 
of the excess profits tax. In fact, despite the fact that 1954 was q 
recession year and despite the fact that the excess profits tax went 
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out, which was paid by a small number of mainly large corporations § I thi 
in durable goods, the industrial price level did not decline and moved § small f 
up slightly. jg unin 
Mr. Tertorcu. May I interject a comment at this point? eral ru 
It is true there was no decline in the absolute level of prices, but produc 
there was some decline in the pretax margins of the corporates system being : 
after the repeal of the excess profits tax. effect 
Mr. Gotprincer. Mr. Terborgh, I have looked into this too, and The 
I think if you were to examine the Federal Trade Commission and Mr. 
SEC reports on manufacturing corporations, by asset size, you would § right 1 
find that the rates of return on net worth in 1954 for the large cor. § the no 
porations with large assets increased in that year, whereas there was § tion 0' 
a decline in the rate of return on net worth for the smaller corpora. § issubs 
tions. earn ¢ 
Mr. Tersorcu. That is for manufacturing only. may b 
Mr. Gouprincer. Yes, but it is my assumption that much of the § sales? 
excess profits tax which had been paid previously had been paid by § have 
the larger manufacturing corporations in durable goods industries, § even i 
I am also impressed by something Mr. Goode said, that a reduction § at all 
of the corporate tax rate could probably result in a rise in stock prices § ferent 
with windfall profits for certain stockholders. the di 
Then, finally, on an overall basis, as I stated in my summary paper § their: 
and the paper for the compendium, I do not believe that the economy Th 
needs a higher level of capital goods investment in relation to cur- § theot 
rent levels of demand, and I think that the problem is the reverse J inor¢ 
problem, that we have to do something about increasing the level of § know 
demand in relation to existing and foreseeable levels of productive § incre: 
“apacity. per y 
Mr. Trrsorcu. Mr. Chairman, do you want the panel to engage § wehe 
all these questions simultaneously ? As 
The Cuatrman. Yes, sir. will : 
Mr. Trersorcu. Or do you wish to go back to the question you pro- § than 
pounded and dispose of that first ? havi 
The Cuarrman. All rght. cent 
Mr. Trrsoreu. I have one more comment on the question of shift- year. 
ing, if you care to hear it. iH 
The Cuarrman. Yes, sir. addi 
Mr. Tervoren. I do not think theorists have any difficulty over the § orde 
shifting of a tax that is common to all suppliers in a market; the real M 
estate tax, for example. There is no difficulty as to the effect of in- T’ 
creasing taxes on real estate so long as all competitors in the market T 





have to own or rent real estate. It is no different in principle from 







an increasé in wage rates or any other common cost of production. app 
The reason theorists have gagged on the shifting of an income tax Sta 
is because it is not uniform for all competitors in the market. the 

A graduated personal income tax does not affect different indi- nan 
viduals or proprietorships identically. The corporate rate is a flat fing 
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but not all corporations are producing at a profit. Obviously, the 
corporate tax does not affect nonprofit production, and many theo- 
rists have assumed that the price of the product is made by the non- 
profit production. They hold that firms with profitable production 
“an get no more than a nontaxable competitor can afford to sell for. 

I think that is where the error arises. In most markets only a 
small fraction of the total supply comes from loss production. This 
is unintentional and does not persist in any given case. As a gen- 
eral rule the price of the product is not made _ by the unprofitable 
production. It is made by suppliers who are subject to the tax. This 
being a flat rate tax, it can be argued that it has in the long run an 
effect analogous to any other common cost of production. 

The CuarrMan. Mr. Goode. 

Mr. Goopr. Mr. Chairman, I certainly think that Mr. Terborgh is 
right in criticizing those who have put great emphasis on the role of 
the no-profit firm in setting prices, but I should like to draw the atten- 
tion of the committee to the fact that although the corporate tax rate 
issubstantially uniform, for large corporations at least, different firms 
earn different profits in relation to their sales, so although the tax 
nay be 52 percent on profits, profits represent a different fraction of 
sales receipts and firms, if they were going to recover their tax, would 
have to mark up their prices by very different fractions. I think 
even if we abstract from the problem of the firm that makes no profit 
at all we have to recognize that it is difficult in most markets for dif- 
ferent firms to raise their prices by different percentages to recover 
the different amounts of profits taxes that they may pay because of 
their different operating experiences. 

The Cuarrman. I have beee impressed, and I am going to yield to 
the other members, all along as we talk about the need for more savings 
inorder to improve the rate of growth as to whether or not we actually 
know, and if we do know, how we would develop that percentage 
increase, just how much of an increase in savings we have to have 
per year in order to generate a rate of growth of 1 percent more than 
we had the last year. 

As I understand, this year private savings in the United States 
will approximately run $65 billion. That is somewhat more perhaps 
than we had last year. I do not know how much more, but we are 
having, according to your estimates, Mr. Goldfinger, almost a 7-per- 
cent increase in gross national product this year as compared to last 
year. 

Have any of you gentlemen reached any conclusions about how much 
additional savings must be generated this year over the last year in 
order to effect growth at the rate of, say, 1 percent a year? 

Mr. Trrnorau. Shall I take a shot at that? 

The Cuamrman. Any of you that have thoughts about it. 

The reason I am asking you this is, during the course of these panel 
discussions, many panelists have pinpointed the requirement that 
apparently exists for an even greater rate of growth here in the United 
States in the next years ahead of us compared to what we have had in 
the past because of the absolute importance that we remain the domi- 
hant power in the world through the next 10 years, and Mr. Gold- 
finger emphasizes the necessities of growth. 
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All of you people talk in terms of growth. It seems to me then, 
if we are to make tax policy contribute to this growth, that all of yoy 
are saying that we must let tax policy provide for more savings on the 


and woul 
rent cycl 
of investi 









































part of people; is that right? A mue 
Mr. Tersoreu. I do not think that that is Mr. Goldfinger’s position, § ,hilities. 
As I understand it, his is the reverse, that we should shift the division §§ }ooms ™ 
between investment and consumption in favor of consumption, making ff or tec! 
investment a relatively smaller portion of our national product. [§ yarcycl 
take exception to that. The C 
The Cuarrman. Mr. Goldfinger? Mr. G 
Mr. Gotprincer. Mr. Terborgh has explained my general viewpoint § tion, 1 
pretty well. ings is 1 
It is that in recent years we have had an excess of productive ff mote gr 
capacity in relation to demand, and that would indicate to me that § growth 
our investment in new plant and equipment over the periods of the § savings 
past number of years has been too great in relation to demand and @ In th 








that the income flows to various groups in the population have been § to the s 
somewhat unbalanced to produce this kind of unbalanced relation- 
ship. Of course, I believe that we need increased savings over a 
period of time, but increased savings, in relations to increased con- 
sumption, and to increased Government revenue, and to increased 
Government expenditures. In other words, my emphasis, sir, is not 
merely on growth but on balanced growth. 

The CHatrman. Do not misunderstand me. When I am talking 
about growth, I am including the element of balanced growth, of 
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course. I would think that is what we are talking about or at least § We 
hoping to attain. and 0 
You goahead. I interrupted you. traines 
Were you through ? to gro’ 
Mr. Gotprincer. I was just going to say, and I will be finished ina I th 
second, that one of the things I fear is booms and busts or sharp ups § oug 
and downs in business investment, because I think that the evidence § Mr. 
of the past number of years would indicate that one of the major rea- § tion t 
sons for the slowdown in the rate of growth has been the 4-year cycle § crease 
of recurring recessions. Mr. 
Mr. TersorcH. May I comment on that? persp 
The Cuatrman. Yes. enous 
Mr. Trrsorcu. This 4-year cycle runs way back into history. along 
The CHarrman. Wait a minute now. Let me interrupt you at rh 
that point. Lk 
Is it a 4-year cycle, or 10-year cycle, or some other cycle ? to be 
Mr. Tersorcu. On the average of about four. We have had 26 in § polic 
the last 100 years. If 
I want to comment on the supposition of Mr. Goldfinger that these less : 
periodic cycles in capital goods come to grief because they result in J th 
excess capacity and saturation of the available investment opportuni- for | 
ties. I think that is belied by the fact that we had a downturn in § #ta 
capital expenditures in 1949 right after World War II when nobody M 
could allege that there was excess capacity anywhere. We had an- I" 
other in 1954 when contemporary observers could see no significant M 
development of excess capacity. T 
We had another in 1958. i would be the last to deny that is this M 
instance there were some cases where management overshot the mark T 
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md wound up with a redundant capacity, but to explain these recur- 
rent cycles in capital formation as reflections of periodic saturation 
of investment opportunities, I think is quite erroneous. 

A much more important factor is the exhaustion of financial avail- 
bilities. It is a financial squeeze that limits the duration of these 
oms much more than the attainment of excess capacity in a physical 
or technological sense. I repeat, the evidence of the first two post- 
rar cycles is conclusive on that point. 

The Cuarrman. Mr. Goode. 

Mr. Goopr. I would simply like, in response to your earlier ques- 
tion, Mr. Chairman, to say that while certainly an increase in sav- 
ings is required in order to permit an increase in investment to pro- 
mote growth, there are many other factors which enter into sustained 
mowth and that we cannot be confident that simply by increasing 
savings we shall achieve our desired rate of growth. 

In this connection, I think it is interesting to notice that, according 
to the statistical estimates prepared by the National Bureau of Eco- 
nomic Research, published this year in a paper by Solomon Fabricant, 
the director of research for the National Bureau of Economic Re- 
garch, over the whole period from 1919 to 1957 we achieved a rate 
of growth in real production on the average of 3.1 percent a year. 
During that period the rate of increase in capital input was 1.8 percent 
and the rate of increase in labor time, labor input, was 0.8 percent. 
In other words, the rate of growth exceeded the rate of increase in 
input of capital goods and labor. 

We were increasing our efficiency owing to technological progress 
and owing to a more efficient, better educated, healthier, and better 
trained labor force. There were many factors that were contributing 
togrowth during this period. 

I think we should not assume that any one of these factors will be 
enough to attain the rate of growth that we may desire. 

Mr. Trerrorcu. But in so saying, you are not negating the proposi- 
tion that increasing the rate of investment would stimulate the in- 
crease in productivity. 

Mr. Goopr. I am not. I just would like to keep the discussion in 
perspective by emphasizing that the increase in savings alone is not 
enough. I certainly agree that the increase in savings is required 
along with other factors in order to achieve growth. 

The CuatrMan. Let me ask this question. 

I know that there is a direct relationship all the time, and there has 
to be, between our overall fiscal policy and our overall monetary 
policy. 

If we should become convinced that the proper thing to do, regard- 
less of a balanced budget or anything else, would be to reduce taxes 
inthe interest of creating additional savings and further opportunity 
for economic growth, would we have any certainty that we would 
attain it? 

Mr. Tersorcn. We would attain inflation instead. 

The CoarrmMan. That is right. That ismy thought. 

Mr. Goopr. I agree with you, Mr. Chairman. 

The CHatrMan. Would you agree, Mr. Kendrick? 

Mr. Kenprick. Yes, I think that is right. 

The Cuatrman. Would you agree, Mr. Goldfinger? 


48820—60——_82 





INCOME TAX REVISION 


Mr. GoLpFincer. Yes. 


The Cuarrman. Then we have to take into consideration these addi. 
tional factors, I am sure, that all of you are bringing out in deter. 
mining what course of action we take here in trying to do this job or 
do some other job or promote some other idea. 


Mr. Trersoreu. May I make a collateral comment on one of Mr. 
Goode’s observations? 


The Cramman. Yes. 

Mr. Trersoreu. I understood him to say what is the use of talking 
about a larger level of capital investment when the Federal Reserye 
is trying to contain the pressures that we are presently subject to. | 
want to point out that the Federal Reserve is not so much trying to 
restrict the volume of capital investment as it is trying to prevent the 
financing of capital investment from bank credit expansion. In other 
words, it is trying to prevent investment not financed by savings. 

The Cuamman. Is that not true, Mr. Goode? 

Mr. Goopre. Yes, sir. 


Mr. Kenpricx. I might add here that if my proposal were accepted, 
the cor porat ion would have more savings to invest. 

The CHarrmMan. I wanted to get to that. 

Mr. Goopr. May I interject, Mr. Chairman, that the only amount, 
however, of additional investment that would be possible would be 
the additional savings that were generated. We could not rely on the 


idea of stimulating an increase in investment which was in excess of 
the additional savings generated by the tax reduction. 


Mr. Tersoreu. That I agree with. 
Mr. Gouprincer. Mr. Chairman, if you look at the actual record of, 


let. us say, the period after 1954, I think you could see that the increase 


in bank borrowings for capital investment is related to the entire cap- 
ital goods boom and that the tight money policy and the entire Federal 
Reserve policy was in a sense contradictory of the fiscal policy. | 
mean the Congress had attempted to stimulate capital investment by 
accelerating depreciation, for example, in 1954, and the Federal Re- 
serve Board moved in to contain the entire rise or the total aggregate 
demand, a large part of which was coming from this very capital 
goods boom. 

It seems to me that there is a clear contradiction between the Fed- 
eral Rese srve’s policy and recent fiscal policies. 

The Cuatrman. That may be the case, but I have found some con- 
flicting interests of my own. 

We happen to occasionally get into a conflict of policy, but I think it 
a very interesting observation. I have thought about it myself. 
Sometimes our policies of Government do not always appear to be ‘lead- 
ing us in the same direction. That is what you are saying. | 
with you. 

Mr. Ternoren. The allusion has been made to the new depreciation 
methods of the 1954 code. These had the effect of augmenting cor- 
porate saving, and the noninflationary supply of funds available to 
financing investment. 

If the revenue loss from the accelerated depreciation deductions had 
put the Federal Treasury in the red, or more in the red, it could be 
argued that. on fiscal grounds we had something of a conflict, but if 
the Federal budget had been balanced and if the accelerated deprec!- 
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ion allowances had generated more corporate capital for investment, 
hat would not have been inflationary. 

Mr. Gotprrncer. I was just going to add one more comment and 
hat is that the increase in the price level after mid-1955 did not only 
ome, as I see it, from financial reasons and monetary policy, but it 

s came from the capital goods boom itself; because there was a kind 
freallocation of resources with a sharp increase in demand for steel, 
for machinery, for all kinds of capital goods, with price increases in 
those sectors that spread out to the rest of the economy, and I believe 

it recent studies that have been made for the Joint Economic Com- 
uittee have indicated this. 

Mr. Ternorcu. May I point out that the price increases in this 

ctor of the economy were very largely accounted for by cost in- 

eases accruing over the interv: al. There was no fattening of mar- 
rns. The biggest single cost. increase was the compensation of labor. 

Mr. Gotprincer. Let us not get into a detailed conflict here, but 
[think that you could definitely - 

Mr. Ternorcu. If you wish to argue about the reasons for price in- 
rases during that period, I am prepared to engage you on the 

estion. 

Mr. Gotprrncer. The steel industry certainly increased its margin 

that period. 

Mr. Gooner. Mr. Chairman, without discussing the margin, I think 
[would agree that Mr. Goldfinger has brought out a very important 
pont. 

In the effort to increase investment there was strong pressure to 

rease output in these industries. Whether it drove up cost, which 
squite compatible with widening margins 

Mr. Trernorcu. That surge caught a great many of suppliers short 
feapacity. To meet delivery they had to work overtime and put on 
xtra shifts. The increase in their costs was the principal factor in 
the price advances, not a fattening of margins. 

Mr. Goopr. Just to pursue this, Mr. Chairman, however, as Mr. 
foldfinger has reminded us, the studies that have been conducted 
orthe Joint Economic Committee very properly, I think, stressed the 
role of the increases in the prices of capital goods during this period, 

the overall price increase. I do not mean to say this was an im- 
proper inerease. It is what one would have expected when there was 

very strong demand for these goods. It does suggest that, even 
though the corporations might have the funds available without re- 
urse to the banking system to finance their expansion, we cannot 
ford to be complete ‘ly ‘compl: wcent about the effect of a sudden in- 
rease In demand for capital goods. 

We also, I think, would have to notice that it would be difficult to 
ontain this additional demand within the limits of the funds avail- 
ible from internal sources. There would be additional pressure, I 
think, on the banking system if we had very much of a stimulus to 
ivestment. 

The Cuarrman. Let me go to this, and then I want to yield to Mr. 
Mason. 

[ want to go to Mr. Kendrick’s suggestion. He mentioned it in his 
paper and his summary and told us if we followed that suggestion 
we might be able to do something. 
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You suggested a heavier estate and gift tax and in turn a lowe 
corporate rate. 
Mr. Kenprick. That is right. 
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The Cuatrman. Would that be more burdensome actually to wealt) [ shoul 
and more discouraging to investment in corporate securities than the directing 
present system ? ae business, 

Mr. Kenpricx. I do not think it would be so burdensome to wealth, Chrysler. 
In the first place, the healthy man is going to die someday no matter 1 
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how rich he is. He is going to leave his money. Someone has to get 
it. I do not see why at that point the Government cannot come in 
and claim a very, very large proportion, possibly up to 90 percent, 

















I should much rather tax the wealth of dead men than sales or trans 9° The C1 
actions of living men. Kendrick 
It seems to me that any adverse effects would be less. Mr. Go 
The Cuamman. What would you say, Mr. Terborgh ? but, as I 
Mr. Tersorcu. I regard the tax on estates and gifts as a straight J ducing 
capital levy, and it must be appraised in its economic consequences ff tspositiot 
as such. The C1 
The economic limitation on the development of this tax source arises } Mr. M 
from the fact that the savings of the living are absorbed in buying the J corporat 
assets of dead men. If we are short of savings for the formation of JJ to pass o 
new capital, we have to draw a fairly tight vein on their absorption J on depen 
in the purchase of already existing assets. tion I fa 
The Cuamman. Mr. Goode, what do you think of this suggestion J market « 
of Mr. Kendrick ? pass on 
Mr. Goopr. Mr. Chairman, while I am sympathetic with Professor § market, 
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Kendrick’s objectives and would feel that, generally speaking, a 
higher estate tax would be less damaging to economic incentives than 
high income taxes, I am just wondering if it would be feasible to 

















develop an estate tax that would yield the amount of revenue that § When 
would be required to bring about a substantial reduction of the cor- § on a lo 
poration income tax without so changing the character of the estate § things t 
tax, without so broadening its application and perhaps reducing its § importa 
exemptions, that we would have a rather different kind of tax from § m 70 p 
the one we have now. another 
Mr. Kenprick. I did not say that. would } 
The Cuatrman. He coupled that with an additional recommenda- § Those 
tion. much w 
Mr. Kenpricx. I do not know how much it would yield. I thought § That 
something less than a billion perhaps. We might get that, and § Mr. } 
then something more than $4 billion from income. Any 
Mr. Goopr. Within those limits I would certainly be quite sympa- Mr. ; 
thetic with the idea of obtaining more revenue from estate tax as Mr. 
against income taxes. and I | 
Mr. Kenpricx. Whenever I have had a chance to talk to tax lawyers § ment o: 
I have been impressed with what they say about trust funds. Obvi- at 
ously, trust funds are going to be funds of cautious capital, funds rl 
that are kept. The principle is to be preserved at all costs of yield, § 4 to 
and it has to be. But a § 
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I have no criticism of that. 

But, it seems to me that the more of such accumulations we have in 
our economy, the worse off we are. Thus, I believe it is bad for our 
society that the sons of very wealthy persons can, for that reason only, 
attain high positions in business. I think that the persons who oc- 
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apy such positions should do so on the basis of their merits. But at 
present the son of a very wealthy man can get a job in business and 
rach a high position simply because of his father’s wealth. 

[ should like to see more competition in the important matter of 
directing business operations. And here, think of the great heads of 
hysiness, men like Henry Ford, the first, for example, or Walter 
(hrysler. They came up from the ranks. I think the really great 
business leaders have been of that kind. I should like to see that sys- 
tem generally prevail in our economy. I believe that an improved 
qality of business leadership might be the most important part of my 
proposal. 
~The Cuarrman. Mr. Goldfinger, what do you think of Professor 
Kendrick’s suggestion ? 

Mr. Gotprincer. I can see reasons for tightening up on estate taxes, 
but, as I indicated before, I do not see any reason at this point for 
reducing the corporate tax rate. In other words, I do not see the jux- 
taposition of both of these proposals. 

The CHATRMAN. Mr. Mason. 

Mr. Mason. Mr. Chairman, I want to get back to how much of this 
corporation tax I can pass on. I am a corporation and I am going 
to pass on as much as I can to the consumer, and the amount I can pass 
on depends quite largely upon the competition I face, and the competi- 
tion I face depends to quite a large part upon whether it is a seller’s 
market or a buyer’s market. Then I might, during a buyer’s market, 
pass on quite a bit and Jessen take-away dividends. [If it is a seller’s 
narket, if there are a lot of goods in the marketplace and a shortage 
of money, no. If there is a shortage of goods and a lot of money in 
the marketplace, yes, I can pass on; so we have to take that factor 
into consideration when we determine how much we can pass on. 

When we had a shortage of goods during the war, we would pass 
oa lot and so ease up on the dividends and so forth. Those are 
hings that we just have to take into consideration because they are 
important factors in different times, and so when you say you can pass 
m 70 percent, you may in a certain era be able to do that, but in 
another era you might have a struggle to pass on 20 percent and you 
vould have to absorb the rest. 

Those are things that complicate this corporation tax and how 
much we can pass on and how little we can pass on. 

That is all, Mr. Chairman. 

Mr. Foranp (presiding). Any questions? 

Any questions on this side? 

Mr. Alger? 

Mr. Arcrr. Mr. Goldfinger, I want to ask you a question or two 
and I hope the other panelists will comment. I refer to your state- 
ment on page 1, in the middle of the page: 


The present task is to increase the demand for goods and services— 
and to your statement up here at the very top of page 4: 


But a sharp increase in capital goods investment at present—prior to actions 
that would raise the level of demand— 


and then on the next page you say: 


raise current and foreseeable levels of demand—from consumers, Government, 
ra combination of both. 
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What actions and how would you increase demand besides high. 
powered advertising? What do you mean? ; 

Mr. Gotprincer. Sir, I went into this in some detail in my longer 
paper in the compendium, and it would be somewhat along these lings: 
It is hard to give proportions, of course, to be precise, but, in general, 
I think that our total demand has been insufficient relative to existing 
productive capacity, and I think that what we need is increased ag. 
gregate demand. Aggregate demand I think, can be increased fron 
either consumers, Government, or a combination of both. I would 
prefer some combination of both, from consumers in the form of 
an increase in incomes, particularly through possibly some, as | 
suggested, reduction of the individual income tax burden, particularly 
on low and middle income families. I think this would result in a 
increased demand from consumers. 

I also think that we no doubt need some increase in Government 
investment in such things as education, housing, urban redevelop- 
ment, assistance for areas of surplus manpower, chronic distressed 
areas, and things of that sort; in other words, a combination of in- 
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creased demand both from Government and consumers. there ha 
Mr. Arcer. Mr. Goldfinger, let me put another statement or two — 
here, because I may not have said it correctly to you. ngner 
A man does something and millions of people feel because of it they @ )°": ’ 
want something. They want another chair for their house, or a: - 
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razor. That is demand. Demand is desire within a human being, 
When you are going to increase demand, then, I assume your answer 
















was the way to raise demand is to put purchasing power—money— fj 2 
inthe hands of the consumers. Is that what you meant? jobs. 
Mr. Govprincer. Yes; that would be a good part of it. mhapp 
Mr. Acer. I thought that was what you meant. I am thinking J 
in terms of risk capital. What is risk?” If there is assured market @  . | 
there is no risk. For example, if there is demand for a certain tween t 
product because people want it, then a businessman will move in Howe 
there, but he is still taking a gamble. J am at loggerheads with you. freedon 
I have read this and my thinking comes out just the opposite from somet h 
your logical progression of thoughts. I think in terms of a man higher 
producing a product, taking a chance. He does not even know there Mr. 
is a market for it. He thinks there is. He gets money together. § "YS 
He builds the product. He offers it for sale, and if there is the de § Eve! 
sire within hundreds, thousands, and millions and millions of hu- § “plo 
man beings saying, “I want that,” then then buy it. They are not You 
going to want to buy it just because you give them money. They are regula 
going to buy the particular product because they want the product. § S- 
A man does not produce goods for an assured market. He has to get = 





his hands on risk capital and take the chance that when he produces 













he hopes to have somebody to buy it. Mr. 
You start from the standpoint that everything would be fine if that i 
people have money to buy because this would make demand. I start § ©™P" 
from the-other way around. They have nothing to buy even with that. 
the money in their hands if the product is not. there first, and therein, woulc 
T think, lies our difference. pulsic 
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Let me go back to your statement here. Here is what you say on 
page 5: 

The first task, at present, should be to raise current and foreseeable levels 
f demand. 

If you do that, Mr. Goldfinger, you are going to bid up the price 
immediately and have what we call inflation, because you have in- 
ceased the demand without increasing the production of products. 

The way I see it, if a man puts the goods out, he takes a chance 
nobody will buy any at all, but he also takes the chance that people 
vill buy it. However, first of all had to be the production, the prod- 
ucts to buy not the fact that there is money in the hands of the buyer. 

Mr. Gotprincer. I certainly agree with you in terms of the individ- 
ual firm and the individual entrepreneur. However, in terms of the 
economy as a whole, and the major parts of the economy, my point 
vas that there is excess capacity now in relation to effective demand. 
In other words, you take total sales of all kinds, in the United States 
in recent years and you will find that despite an increase in sales 
there has been excess productive capacity in general and also excess 
anpower because unemployment has been increasing and we have 
higher levels of unemployment than we have had in previous postwar 
years, and we also have excess productive capacity. 

Mr. Arcer. Mr. Goldfinger, is this not a necessary concomitant of 
the free enterprise system as compared, for example, with Govern- 
ment regiment: ation, and while it says, “We will have full employ- 
ment,” period, along with that goes the fact that you cannot change 
jobs. You must stay where you are put, and it goes into the other 
mhappy experiences overseas that we do not have. Can you not see 
that ? 

Mr. Gotprincer. On this there may be a partial disagreement be- 
tween both of us. I certainly stand for freedom and freedom of choice. 
However, I think that it is perfectly possible within a system of 
freedom and a free society to have higher levels of employment, and 
something that most of us would call full employment, and also to have 

higher levels of utilization of capacity than in recent years. 

Mr. Axcer. I am not disagreeing with you at all. In fact, I am 
irying tosee what our common agreement is. 

Every time you say in this m: atter that we are going to have higher 
employment and fuller production, who is going to raise it and how ? 

You are, I think, coming at it from the st indpoint of Government 
regulation, fiat, decree, and mandate, and I am trying to go the oppo- 
site. I am trying to see how you would let millions of human beings 
do something volunt arily without slapping a law on them which would 
maybe defeat the purpose in freedom. 

Mr. Gotprtncer. I certainly think it could be, and I would hope 
that it can be, done in freedom. TI certainly do not believe in fiat or 
compulsion and the AFL-CIO certainly is opposed to anything like 
that. The trade union movement would be among the first that 
would be hurt by any kind of system of fiat and Government com- 
pulsion. On the other hand, I think there has been a considerable 
amount of slack in the economy in recent years, with the probable ex- 
ception of the end of 1955 and early 1956. 
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In other words, what I am saying is that we have had une 






































nploy. # vestment 
ment that has been at too high levels during almost this entire past fm js set In 
period of 6 years, and I think that we have had excess capacity during yides inc 
almost this entire period. “Bt sistency | 
Mr. Areer. Mr. Goldfinger, the only observations I have ever heard ff these twO 
the AFL-CIO make in this regard is to come to Washington and ak If we 
for more, not less, Federal law to correct this situation, which for Mf panding 
the moment I am not going to argue with you as to being a good I of consw 
objective. They simply want more Federal law to do it, which, [ say without 
to you, sir, defeats this matter of free enterprise which you said is the] Mr. G 
keystone of the labor movement. Mr. A 
Mr. Gotprrncrr. We certainly do not believe that what we have MM feel we 2 
been asking for would mean compulsion. For example, one of the § asked by 
things, in terms of the tax structure, is that we believe it would be MM the han 
possible to have a more equitable tax structure and a tax structure that MH through 
would provide for a greater flow of income to consumers, which, in The a 
turn, we believe would provide for a somewhat higher level of personal one. 1 
consumption and housing and fuller utilization of manpower and Howe 
capacity. somethi 
Mr. Ager. Your statement mentioned a number of other things § voting | 
which I thought would certainly bear on this, which I will not go into, § some of 
Do any of the other panelists want to comment on this matter of Mr. ( 
increasing demand ? Mr. 
Mr. TrrsoreH. I would like to observe that in the long run the & excess 
way demand is increased is by introducing new commodities, lower- § we me 
ing the cost of producing existing commodities, and broadening the § have n 
market thereby. That is the longrun mechanism by which even con- § except 
sumer goods demand gets expanded. there 1 
Mr. Acer. You mean rather than by Federal law putting money § | wow 
in? mum | 
Mr. Trrsorcu. Over the long run consumption expands through the Mr. 
expansion of production. We can get more rapid increases in efficiency § omy 0 
and productivity by stepping up capital formation. That is the way Mr. 
to expand consumption itself. tion. 
Mr. Kenoricr. I should like to say a word about excess capacity. ing ¢ 
I read the table in Mr. Goldfinger’s report with much interest. His § when 
figures, I believe, only go back to 1954, and in one year there wasa § accor 
depression. Clearly excess capacity would be large in the depression. say, | 
But the principal thing I want to say is that excess capacity is in- § with 
evitable if we are to have progress. A new plant is more efficient. § ing » 
And costs are thereby lower. ‘ that 
The old plant is left and consequently becomes excess capacity. 9 some 
But I am not disturbed by that. We might say, “How wonderful if pacit 
we could use all this capacity.” But actually because of the new plant M 
we make goods more efficiently. That is what is important for the J disa; 
economy, not the idle old plant. I thing it is inevitable in a progres- all. 
sive economy that we have excess capacity. ; If 
Mr. Goopr. Very briefly, Mr. Alger, I would like to say that it Kfor 
seems to me that we are posing a false dilemma here if we talk about J pan 
whether investment must come first or consumption must come first. stat: 
It seems to me that all experience indicates that the two go together. nize 
Business produces for a market when it thinks there is a market. If S 





there is not an adequate market there is not any point in having in- per 
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restment and production. At the same time, the production which 
is set in motion when there is an expansion of business activity pro- 
vides income for consumers. I do not think there is any incon- 
sistency here at all. I do not think there is any conflict between 
these TWO things. 

If we are going to have sustained growth, we have to have an ex- 
panding market which has to be underwritten by expanding incomes 
of consumers, but if those demands of consumers are to be satisfied 
without inflation, we have to have an increase in real production. 

Mr. Gouprincer. There is no disagreement on that. 

Mr. Aveer. I want you to know, Mr. Goldfinger, that I do not 
feel we are far afield here because in Congress, year after year, we are 
asked by a certain number of our colleagues to put more money in 
the hands of consumers through Federal law, and that money comes 
through this tax we are discussing today. 

The answer you gave is an excellent book answer. It is the right 
oe. I share it with you completely. 

However, I am talking to you about something that is not just 
something we are dreaming up. Here is the dilemma. It is a real 
voting matter for many of us and I am deeply troubled by it because 
some of the philosophy I cannot grasp. 

Mr. Goldfinger, you wanted to add something there? 

Mr. Gorprrneer. Professor Kendrick spoke of my comments on 
excess capacity. Perhaps we cannot reach agreement here on what 
we mean by maximum production levels, but I would say that we 
have not had anything like maximum production levels in recent years 
except at the end of 1955 and possibly the early part of 1956. When 
there is 20 to 25 percent of manufacturing productive capacity idle. 
I would declare that we are operating at something far below maxi- 
mum production levels relative to productive capacity. 

Mr. Areer. How do you get this without straitjacketing your econ- 
omy or without Federal regulations ? 

Mr. Gotprincer. I am not arguing for 100 percent capacity utiliza- 
tion. I am arguing for a much greater degree of utilization of exist- 
ing capacity and of foreseeable levels of capacity. For example, 
when we were oper ating at something like 92 percent of capacity, 
according to the McGraw-Hill survey, at the end of 1955, I would 
say, perhaps that is maximum or optimum utilization of capacity, 
with some standby capacity available. However, we are not operat- 
ing at 92 or 95 percent of capacity now. We have not operated at 
that level in 1958 or 1957 or for the most part of 1956, so we have had 
something considerably less than 92 or 95 percent of productive ca- 
pacity being utilized. 

Mr. Acer. Mr. Goldfinger, I do not believe anybody here really 
disagrees with your well-expressed desire to increase production at 
all. I think maybe any dispute would be as to how. 

If I may ask something else, Mr. Terborgh, you mentioned the term 
“formation of capital,” and I call this to the attention of all of the 
panelists and certainly to you, Mr. Goldfinger, since through your 
statement I am concerned about either a failure to appreciate or recog- 
nize the cost of employing an additional man. 

Several years ago, there was $12,000 of capital investment needed 
per worker. Now I understand it is something like $14,000. 
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In this thought comes the depreciation argument where some of \ 
are worried that equipment is not being replaced capitalwise in tery; 
of replacement. 

Back now to thinking about workers. We want every worker to 
work who can get work. If it takes $14,000 cash to put on another 
man, are you not penalizing the very people you represent if through 
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any statements that you make or in your own thinking you limit this J time. 
investment capital to business formation that is so needed to buy In oth 





investment. goods or to employ another man at $14,000? 

Mr. Gotprincer. I am not arguing for limiting this investment at 
all. What I am arguing for strenuously is the fact that there is so 
much idle capacity and so much unemployment at this point in time 
and that there has been so much unemployment and so much idle ea. 
pacity over the last 6 years. 

Mr. Auger. Would you say we will not go further in expanding our 
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capacity then at all until we pick up some of the slack ? In fa 
Mr. Gouprincer. No; I did not say that. total ta 
Mr. Areer. Is that what you are recommending ? Mr. . 
Mr. Goxprincer. No. I am saying that one of the major emphases J our 0 
of the Government national economic policy should be to increase the § aratio 
levels of demand to provide for greater utilization of manpower and Mr. 
greater utilization of productive capacity. Mr. 
Mr. Aucer. Do you think the Government does not do that ? defens 
Mr. Gotprincer. At present ? Tam ¢ 
Mr. Acer. Yes. be lots 
Mr. Gotprincer. I think that the emphasis, in recent years, of Gov- our de 
ernment fiscal policy, for example, has been more in the direction of Mr. 
stimulating business investment in new plant and equipment rather take 
than in encouraging personal consumption. wron; 
Mr. Acer. Then you would have Government law do this? Mr 
Mr. Gotprincer. There have been Government laws passed in the care t 
past number of years to stimulate business investment in new plant Mr 
and equipment, and I think that the emphasis has been unbalanced. capac 
What I am arguing for is a greater degree of balance. A 
Mr. Arcer. I appreciate that. Let me ask one other question, Mr. ~~, 
Chairman, and I will be finished. discl 
A question was asked us this morning which T cannot answer, and dust 
I submit it to you on that basis. Maybe nobody can. A gentleman = 
this morning, a small businessman, asked this question: Who knows of bn 
how fast our economy might go if released from the restraining effects N 
of the punitive tax rates? fact 
Does anybody care to comment on that ? = 
Mr. Gorprrncer. I do not know what the gentleman means. we 
Mr. Arcrr. All right. Let me preface it with this remark. _ 
Another gentleman this morning, a professor, said to us: i 
Necessarily we are limited by the fact that we can’t prove these things we are a 
Saving. It is deductive reasoning. We don’t have the empirical material to go , 
w th it. of 
All right. TI certainly realize how difficult it is to prove anything r 
in this field. So now I am reversing it and asking you, the panelists: vef 





Is there a possibility that our economy might soar forward much 
faster if some of the punitive effects, that is, the high rates of corpo- 
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rate taxation, were cut back, so that there would be more money to in- 
yest to prov ide more capital equipment ? 

Mr. Gotprincer. I would try to answer the question in this way. 
[think that whether we like it or not, we have need for large Govern- 
ment revenues. This is caused essentially by the condition of interna- 
tional affairs. I am afraid this condition is going to exist for a long 
time. 

In other words, the Government will have to raise a lot of tax reve- 
nue. This condition will probably continue for some time to come. 
We are going to have, in my opinion, unfortunately, whether we like 
itor not, high taxes. 

Then, the important. issue is: Where will the taxes come from, and 
how shall taxes be raised? And I do not think that we can with any 
sense of prudence and concern for out national defense and ni ational 
interest in this world, think in terms of reducing the total tax take. 

In fact, we may possibly have to think in terms of increasing the 
total tax take. 

Mr. Avcer. Mr. Goldfinger, are you aware that we have increased 
our nondefense expenditures since 1955 over defense expenditures by 

\ratioof 2to1. Are youaware of that? 

"Mr. ( TOLDFINGER. Well, yes, I am, sir. 

Mr. Areer. I mention this because if you are saying because of 
defense expenditures we have to keep up this tremendous spending, 
lam calling this to your attention. I am suggesting that there might 
be lots of areas where we could cut back without touching a dime of 
our defense. 

Mr. Gotprincer. But our defense expenditures, in the broad sense, 
take about 75 to 80 percent of the tax dollar, I believe. I may be 
wrong about the exact percent: uae but it is somewhere in that area. 

Mr. Aucer. That is all, Mr. Chairman; unless the other panelists 
care to comment. 

Mr. Ternorcu. May I make a remark on this question of excess 
c = icity ¢ 

well-known study by the Brookings Institution made many years 
ago of this problem, starting with 1900 and running through 1939, 
disclosed that. it is perfectly norm: ul for industry, manufacturing in- 
dus stry, to carry about a 20- to 25- percent mié irgin of excess capac ity, 
even in the best of times. pis ‘th at ratio was 20 percent at the peak 
of business in 1929. 

What does it represent? It represents the fact that every manu- 
facturer wants a reasonably comfortable position. He has to have 
some leeway. And he normally carries a certain margin of protec- 
tion. But a large part of that statistical total is made up of the fact 
that you are dealing in a competitive and dynamic economy, where 
some firms are on the downgrade and are not able to fill up the 
capacity that they are using. They are on the way out. Some of 
them are simply zombies that just have not been buried yet 

And so in this flux it is perfectly normal to have a sizé able margin 
of excess capacity at any given moment, even at the top of business. 

That does not mean that industry has overinvested. It is just a 
reflection of the competitive process. 
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[ call your attention to the fact that the budgets for 1959 of manv- 
facturing industries that were drawn up in the recession year of 1958 
provided for an average expansion capacity of 414 percent. Now, if 
they were so saturated at the level of business before the downturn, 
they certainly would not plan for 414-percent addition to their capac- 
ity at the depth of the recession. 

This is mostly a complete illusion. 

Mr. Aucer. Mr. Chairman, this is undoubtedly in the area of the 
Joint Economic Committee. I do not know whether they have made 
that study about plant capacity and the standby reserve. It would 
be an interesting thing to know, and I would like to pursue that 
further, if the Joint Committee has that information. 

Thank you, gentlemen. 

Mr. Foranp. Are there no further questions? The Chairman has 
had to step out. He has asked me to express his apologies to you, to 
express his thanks for your work both in the compendium and here 
this afternoon. 

So I say: Thank you, gentlemen. 

The committee will stand adjourned until 10 o’clock tomorrow 
morning. 

(Whereupon, at 3:40 p.m., the hearing was adjourned to reconvene 
at 10 a.m., Friday, December 18, 1959.) 
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THE STRUCTURE OF TAX RATES—FLEXIBILITY OF 
THE REVENUE YIELD 


FRIDAY, DECEMBER 18, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The CuarrMan. The committee will please be in order. 

This morning we continue looking at the structure of tax rates, by 
looking specifically at the flexibility of the revenue yield. 

We have as panelists this mor ning, Kenyon E. Poole, professor of 
economics, Northwestern University ; Earl R. Rolph, professor of 
economics, University of California; E. Cary Brown, professor of eco- 
nomics, Massachusetts Institute of Technology; and Harley L. Lutz, 
National Association of Manufacturers. 

Gentlemen, we are highly appreciative of your being here this 
morning. We appreciate the papers that you prepared for the com- 
pendium. We will ask you this morning to briefly summarize the 
highlights of those papers and answer such questions as members of 
the committee may propound. 

Mr. Poole, you are recognized, sir. 


STATEMENT OF KENYON E. POOLE, PROFESSOR OF ECONOMICS, 
NORTHWESTERN UNIVERSITY 


Mr. Pootr. Thank you, Mr. Chairman; my paper is “Built-in 
Flexibility and the Experience of the Fifties.” 

My remarks will center around two major points concerning the 
question of built-in tax flexibility as one of the elements of the eco- 
nomic system which help to reduce fluctuations in output and employ- 
ment. The first is concerned with the problem of predicting the 
contribution of built-in tax flexibility to economic stability, and the 
second with the role of formula flexibility or discretionary fiscal policy. 

[t is difficult to predict accurately the stabilizing power of built-in 
fiscal flexibility, either cyclically or over the long run. Secular 
changes occur in the composition of bases of the various taxes; and 
each deviation from full employment with stable prices has its own 
particular characteristics. Thus there is a considerable possibility of 
either overestimating or underestimating the response of Govern- 
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ment spending and tax receipts to fluctuations in gross nationg] 
product. 

Recent studies have raised doubts on the extent of the effectiye 
progression of the personal income tax, and thus on the magnitude of 
the contribution of the tax structure to built-in flexibility. Still other 
investigations have shown that a large proportion of both taxes and 
public expenditures may react to changes in GNP somewhat unpre. 
dictably, as well as more mildly and more tardily than had been 
supposed in earlier optimistic models of built-in fiscal flexibility. The 
picture is not so dark as these “retakes” seem to show, however, be- 
cause one of the reasons for reduced tax sensitivity to cyclical fluctua. 
tions is the failure of particular income and spending components 
of the aggregate tax base to vary proportionally with the GNP. To 
the extent that this is so, a study of the automatic response of a par. 
ticular tax—e.g., the personal income tax or excise and sales taxes— 
may understate aggregate built-in flexibility as distinguished from 
that of the tax system alone. 

Evidence that the response of income tax receipts to fluctuations in 
GNP is less elastic than had earlier been supposed is only part of the 
reason that short and longer term variations in tax responses to income 
and spending changes may be great enough to make predictions of 
built-in tax flexibility hazardous. The bases of some taxes react less 
elastically than do those of other taxes. To illustrate, rising wage 
rates may ultimately overtake productivity increments during the 
course of ac yelical upswing. Any resulting adverse effect on profits 
tax receipts 1s an offset to the rise in workers’ income tax payments. 
Again, the relative built-in flexibilities of profits and wages taxes are 
affected by changes in the nature of the collective bargaining agree- 
ment. Thus, provision for fixed annual wage increments under multi- 
year contracts will affect the relative reactions of personal income 
and profits tax receipts, depending on the extent and distribution of 
such contracts throughout the economy. Similarly, a recession decline 
in income tax payments by workers is mitigated by such contracts, 
while profits tax recei ipts decline the more. 

[t is particularly difficult to gage correctly the potential contribu- 
tion of the tax system to stabilization during a period of creeping 
inflation like 1955-58, when it could not be said that there was general 
excess demand. Whatever the primary cause of inflation during this 
period, induced cost and demand elements were both present to com- 
plicate the course taken by profits and profits tax receipts. Profits 
were sustained, though they did not rise much during the 1955-56 
interval, by ~— inued strong demand in basic industries like steel and 
construction, by the boom in investment in plant and equipment, by 
the continued rising trend in Federal, State, and local expenditures, 
and by rising consumer credit—by $5 billion in 1955—and _ personal 
consumption expenditures. On the other hand, costs rose because 
of a fall in output per man-hour coupled with a sharp rise in average 
hourly earnings, rising indirect tax rates, rising prices in steel | and 
automobiles, and lagged increases in transport costs and public utility 
charges. Merely to mention these items on the demand and cost 
sides is suffic ‘lent to make the point that their composition will vary 
according to circumstances, 7o that the impact on the revenue side of 
the budget likewise must be related to a particular episode. 
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Obviously many of the exclusions and exemptions under the per- 
«nal income tax contribute to a lessening of the built-in flexibility 
of the tax system. Revenues thus lost must be made up by taxes 
hose response to fluctuations in GNP is less sensitive. Therefore, 
io the considerable and increasing use of indirect taxes at the State 
nd local levels is added the weight of a Federal resort to such taxes 
‘hat might have been moderated under a tighter administration of 
the personal income tax. Moreover, not only are sales and excise 
taxes less responsive to changes in the level of income and spending 
than is the personal income tax, but increases in their rates are prone 
to contribute to a rise in the Consumer Price Index, and therefore 
to have a direct effect on stimulating inflation by way of induced 
rises in cost-of-living determined wage rates. The impact of these 
taxes—and of the corporate income tax as well—on the price level 
saflected by the magnitude of fluctuations in aggregate demand as- 
ociated with the business cycle, because forward shifting is facili- 
tated when aggregate demand is high. Therefore, even with no 
nerease in rates of indirect taxes their impact on the price level is 
ikely to be greater the closer * the economy comes to full employment, 
nd built-in tax flexibility is, therefore, weakened when it is needed 
nost. 
Since indirect: taxes—taken here in the sense of taxes which are 
shifted —will remain an important part of the tax structure of all 
evels of government, and since they provide a constant upward 
lirect pressure on the price level, reasonable measures ought to be 
taken to cushion their destabilizing effect. It turns out that one of 
the most indispensable of these measures is to make an effort to hold 
the rate of inflation below a critical level. This critical level is that 
it asl an expectation generally arises that the price level rise is 
kely to accelerate. Once the public becomes convinced that this will 
ecur, more and more groups will try to maintain their real income 
rates, as well as their dollar wealth, through the use of escalator 
lanses—variable annuities, index bonds, and so on. Thus the pace 
f inflation may be still further accelerated. The contingency of 
generalized esc ‘lation is admittedly remote. Of more practical sig- 
“ince is the question of the immediate and full compensation in 
erms of money wage increases for every small rise in the CPI. This 
sures the propagation of inflationary shocks that might otherwise 
e absorbed in a more flexible economic system. Naturally no repre- 
entations could be made to labor along these lines without the acce pt- 
nce of similar restraints on the markup policies of firms. 
A final point in connection with policies which would contribute 


tomaximizing the built-in flexibility of the tax system concerns two 
taxes which have no present place in the American tax system. The 


irst is the graduated spending tax, and the second is the graduated 
purchase tax. A moderately graduated tax on consumption spending 
ould add considerably to the built-in flexibility of the tax system, 
ough more effective death taxes might then be needed to prevent 
inupward shift in the distribution of wealth. The graduated pur- 
‘hase tax would have the advantage of involvi ing less of a break with 


traditional forms of taxation, as well as exerting smaller effects on 
the distribution of income and wealth by way of discouragement to 


Msumption spending by individuals in relatively high income and 









1272 INCOME TAX REVISION 










spending brackets. Evidently it would be necessary, however, ty Pn 
exclude from the CPI the “luxury” goods taxed at the higher rates: rice in 
otherwise cost-of-living-determined wages and other incomes would f the ' 
escape much of the impact of the tax. in i 

Although the elastic response of tax yields to changes in GNP cap. the Fe 
not be dismissed as an automatic stabilizer, major reliance must be fH jyen in 
left to discretionary changes in tax rates and spending programs. Af} [pn m 


basic difficulty even here is that adjustment of tax rates and spending 
programs in the interest of economic stability is a limited substitute 
for full-scale economic planning, which does not have acceptance jn 
this country; and it naturally proves to be a much duller instrument 
of control. On the tax side full recourse to formula flexibility would 
logically call for granting to an administrative agency the power to 
make discretionary or automatic changes in the rates of two taxes, g 
tax on consumption spending and a tax on investment. In practice, 
at least within the present atmosphere of public sentiment, it is neces. 
sary to rely on the much more indirect device of changes in personal 
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: The: 
income tax rates, particularly the rates of withholding. But at the gibi 
legislative level the primary difficulty is to get agreement on signals, ont 1 
Note our experience in the spring of 1958, when the advocates of full as a b 
employment were ranged against the anti-inflationists. Nevertheless, alee 
there is ground for optimism when we consider that a number of types  sespor 
of measures are available, of which discretionary or automatic varia- he R 
tion in income tax rates is only one, which can be successively brought flows 
into action as circumstances seem to demand. A feature of a good offsets 
control system is the possession of a number of separate controls which eal 
can be combined, reinforced, or even placed in opposition to one an-  pyitt- 
other. A further advantage of multiple controls is that the inevitable eral F 
inequities of stabilization measures are spread over a larger number wot 
of economic groups. But the corollary of multiple controls—eg, built- 
general and specific monetary controls, budgetary changes, debt man- lanl 
agement policies, duration and amount of unemployment benefits, oats 
acceleration or deceleration of civil procurement, and so forth—is the defici 
establishment of a central economic advisory body endowed with far Thev 
greater power than any thus far contemplated in this country. ie 
The Cuamrman. Thank you, Professor. if $4 
Professor Rolph, we are pleased to have you with us today. al 
STATEMENT OF EARL R. ROLPH, PROFESSOR OF ECONOMICS, f°}; 
UNIVERSITY OF CALIFORNIA ‘iii 
Mr. Roten. Thank you very much; I am happy to be here. My defic 
topic is “Built-in Flexibility and Monetary Management.” 2 y 
The Federal revenue system as presently constructed exhibits a § °"" 
modest degree of built-in flexibility. Normally variations in total § ™" 
expenditures by individuals, organizations, and Government are ae 
C 


accompanied by variations in tax yields in the same direction. What 
built-in flexibility exists has emerged incidentally rather than by 
design. The question arises, in view of the committee’s interest in 
tax revision, as to whether steps should now be taken to increase or 
reduce this sensitivity feature. It is now generally recognized that 
the Federal Government has a special responsibility to use its finan- 
cial powers to guide the economy toward the goals of approximate 
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full employment and steady growth, and to do so without persistent 
price inflation. Can the built-in flexibility of the revenue system and 
of the various Federal transfer programs be reasonably expected to 
sist in achieving these goals? If so, should steps be taken to make 
the Federal fiscal system more sensitive in this respect than it has 
been in the past ? 

In my opinion, built-in flexibility, looked upon as a compensatory 
device, has no great importance. Even if flexibility were increased, 
it cannot be expected to save us from excesses either in the form of 
booms or depressions. In this field, there is and can be no substitute 
for skilled intelligence in financial and monetary management. If 
those chosen to guide our financial machinery lack understanding and 
courage, no amount of built-in flexibility will save the economy from 
their blunders. It would be dangerous to assume that built-in flexi- 
bility of the fiscal system provides a guarantee against another drastic 
deflation and large-scale unemployment. There is no guarantee. 

These conclusions rest upon an examination of the effects of built-in 
flexibility in the light of the type of monetary system and its manage- 
ment found in this country. The monetary system may be described 
as a banking system of money with legally prescribed fractional re- 
serve requirements. The Federal Reserve has been given the main 
responsibility for managing this system. In day-to-day operations, 
the Reserve officials find many automatic factors, such as currency 
flows, gold flows, changes in the size of the float, and so on which it 
offsets when their effects are not in accord with official policies. As 
matters presently stand, the Treasury itself normally offsets the 
built-in dexibility of the fiscal system by debt operations. The Fed- 
eral Reserve has the choice in turn of offsetting these debt operations 
or of allowing any Treasury deficits or surpluses arising because of 
built-in flexibility or for any other reason to be reflected in changes in 
bank reserves and in the quantity of demand deposits and currency 
outstanding. Actually the Federal Reserve rarely allows a Treasury 
deficit or surplus to be reflected in an equal change in bank reserves. 
They cannot be reasonably criticized for this refusal for reasons that 
are no different in principle from their refusal to allow a gold outflow 
of $4 billion to be reflected in bank reserves. By establishing a cen- 
tral banking system, the Congress decided that intelligence, and not 
some “automatic” factor, is to govern the monetary system. 

Large Treasury deficits or surpluses are not required to achieve 
economic stabilization objectives. If the Treasury experiences a 
deficit of $10 billion during a year, the Federal Reserve is not going 
to permit bank reserves to increase by $10 billion or anything near 
such asum. Such an increase would call for more than a 50 percent 
increase in bank reserves—an unheard of amount even in deep de- 
pression. From this point of view, a deficit of $3 billion in a year 
isa “large” one. Given the fact that the Federal Reserve has the 
responsibility of regulating bank reserves and the quantity of money, 
Treasury deficits or surpluses arising out of the sensitivity of the 
revenue system are going to offset. Even if the Congress should see 
fit to install some formula device permitting variations in income tax 
trates by the Treasury, one may assume that the Federal Reserve as 
well as the Treasury itself will offset their yield effects. To put the 
point differently, Federal Reserve officials can, if they see fit to do so, 
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establish a highly stimulating or a highly depressing policy in the 
face of large Treasury surpluses or large Treasury deficits. The 
operating power is theirs, wherever the political power may kk 
located. In view of this fact, greater flexibility looked upon as 4 
compensatory device will matter little. If it does, it will be becaus 
Federal Reserve policymakers allow it to matter. 

The main importance of the built-in flexibility of the fiscal system 
is to be found in its longrun implications rather than in its com- 

ensatory features. With normal growth in the economy, and it 

1as been some time now since we have seen “normal” growth, the 
tax revenues will grow as well. If taxes are designed to provide for 
an approximately balanced budget in years of high performance, 
recurring depressed years will result in large Treasury deficits such 
as that experienced during the past fiscal year. Consequently, over 
time the gross Federal debt will almost certainly rise. An increase 
in the gross debt need not result in an increase in the debt held by 
private groups since some of the increase may be held by the trust 
funds and some by the Federal Reserve banks. Actually when the 
gross debt rises by substantial amounts, the net debt usually rises by 
substantial amounts as well. For example, during the calendar year 
of 1958, the gross debt increased by $8 billion and the outstanding 
debt, sometimes called the net debt, increased by $6.8 billion. Such 
large increases in the outstanding debt in a country that looks upon 
itself as financially responsible would not be of major concern if 
during years of high performance, the Treasury’s cash surplus along 
with Federal Reserve policy would permit an equal reduction. There 
is in my judgment, no good justification for allowing the Federal 
net debt to grow indefinitely. One way of preventing this growth is 
to avoid long recessions such as we have recently been experiencing. 
Another way is to design the tax structure to provide sufficient reve- 
nues so as to overbalance the budget by substantial amounts in good 
years. Such a policy may not be overwhelmingly popular, but it does 
have two rather substantial advantages. - It would permit lower rates 
of interest and it would also reduce one of the large items in the Fed- 
eral budget. 

The steps being contemplated by this committee in the direction 
of tightening the individual income tax are, in my opinion, much to 
be commended and may even be indispensable to achieve an amount 
of revenue adequate to the large financial requirements of this diff- 
cult period of our history. May I urge, in any revision, that sim- 
plicity be placed high on the list of desired objectives and that built- 
in flexibility be treated as of minor importance. 

The CHarrman. Thank you, Mr. Rolph. 

Mr. Brown, we are pleased to have you with us today, sir. 


STATEMENT OF E. CARY BROWN, PROFESSOR OF ECONOMICS, 
MASSACHUSETTS INSTITUTE OF TECHNOLOGY 


Mr. Brown. Thank you, Mr. Chairman. 

The personal income tax has been given prominence in postwar dis- 
cussions as an important automatic fiscal stabilizer. Recent studies 
have attempted to appraise its significance in performing this role, 
and these findings I would like to call to the attention of the com- 
mittee. 
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The response of total taxable income to changes in total personal 
ncome has been found to lie around 50 percent at present exemptions 
nd income definitions. This marginal or incremental response rises 
\s per capita income rises and as personal exemptions decline. Since 
total deductions also appear to rise and fall with total personal income, 
they act to reduce proportionately the sensitivity of the tax base 
from what it would otherwise be. But if the comparison is made be- 
tween two structures of equal revenue yield, the high-deduction sys- 
tm would require a higher average tax rate, and yield response 
vould be about the same as the low-deduc tion, low-rate system. 

Giving, then, the sensitivity of the tax base, the sensitivity of the 
tax yield depends on the tax structure. The higher the average 
tax rate, the larger will be the response of tax yields. Increased pro- 
mession, holding average rates constant, may, although not neces- 
sarily must, increase yield sensitivity. The precise result will depend 
on changes in the distribution of taxable income in the various tax 
brackets. Apparently, the tax structure in postwar United States 
has been of such character as to leave the average tax rate relatively 
inaffected by income changes. The sensitivity of the yield, there- 
fore, is essentially similar to that of a tax system with specified ex- 
emptions and a flat rate equal to the average rate. 

Under present rates and exemptions the yield response is about one- 
eighth of personal income. While this is a reasonably good perform- 
ince When the change in income is motivated from the output side, it 

sa considerably less adequate one if the change is promoted by prices. 
Ste Stability requires that tax yields increase in real terms, a considerably 
larder requirement for a tax stucture to meet. Indeed, when prices 
rose Sharply from 1946 to 1948, personal income tax yields did not in- 
rease in real terms although the tax structure remained essentially 
nchanged over this period. 

How could this performance be bettered? Raising exemptions and 
starting rates, thus holding yields constant, would contribute a little to 
ibetter performance. Modifications in tax brackets might have some 
eect, although our present knowledge is limited on this score, and 
the precise prescription is certainly far from clear. Some help would 
iso come from higher bracket withholding. Yet, somewhat more 
radical devices seem called for if the personal income tax is to be- 
ome a major automatic stabilizer. One such device would be auto- 
matic suspension or addition to the withholding ir od when certain 
economic signals have been given, such as those of : \ price rise or 
iarked increases in unemploy ment. Such changes would also = 
matically involve adjustment in tax liabilities for ‘that particular year, 
but would not alter the permanent tax structure. It would be essen- 
tial that it return to its initial level in order not to confuse longrun 
fiscal requirements with shortrun stabilization needs. 

The Cuairman. Thank you, Professor Brown. 

Mr. Lutz, we appreciate having you with us this morning, sir. 

You are recognized. 


STATEMENT OF HARLEY L. LUTZ, NATIONAL ASSOCIATION OF 
MANUFACTURERS 


Mr. Lurz. Thank you, Mr. Chairman. I consider it a privilege to 


be here, and, I may add, a special privilege to be the valedictorian on 
this progr am. 


48820—60——_83 
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The subject of this panel “Flexibility of Revenue Yield” does no, 
refer to the ordinary variations of revenue flow which would ocey. 
with given tax rates, from month to month or year to year as the eco. 
nomic situation changed. Rather, it refers toa weed a: exceptional 
variability of revenue receipts accidentally or intentionally intr. 
duced into the tax law and serving that purpose. The objective sought 
is including such a topic in a survey of income taxation would appear 
to be (1) an expression of judgment regarding the advantage and 
desirability of this particular characteristic of a revenue system, and 
(2) an exploration of ways to increase flexibility. My comments 
here will deal with these two matters. 

The first objective, as I understand it, may be phrased thus: | 
specially designed flexibility of revenue yield an advantage to the 
Treasury in managing the Government’s finances ? 

My answer to this question is that I would consider it an act of 
fiscal irresponsibility if the Congress were to undertake deliberately 
to establish in the first place variability of revenue flow, or to accept 
this outcome as a standard by which to guide its deliberations in 
dealing with tax revision. 

Taxing and spending are interdependent. The Joint Economic 
Subcommittee of 1956 said: “The basic purpose of taxation is to rais 
revenue to finance expenditures authorized by Congress.” If there 
were no public spending, taxation would not be necessary. But the 
fact is that government does spend and must spend to perform the 
functions and services delegated to it. Some of us, and even the 
people as a whole, may be critical at times of the amount and the 
purposes of public spending, but the central fact remains that when 
spending commitments are made they must be met, in the current 
year or in some future year. 

These spending obligations are firm, not flexible; they are definite, 
not contingent on the revenue receipts. The Treasury does not say 
to the bondholders, or the Government employees, or the defen 
contractors, or anyone else: “We shall pay you on schedule if we 
take in enough revenue.” Firm spending commitments must be coun- 
terbalanced by maximum stability of revenue. Otherwise, budget 
planning and expenditure programing would be plunged into chaos. 

The question which I posed above could be given another angle, 
as follows: Is specially designed flexibility of revenue yield an advan- 
tage to taxpayers, or to the economy as a whole? Put in this way 
we are obviously brushing aside the basic revenue purpose of taxa- 
tion, and any embarrassment that might be experienced by the budget 
makers, the appropriations committees of Congress, and the Treasury 
in the programing of expenditures and payment of the bills. 

In this form, however, the question gets us closer to the real basis 
for what support is given to revenue flexibility, especially in academic 
circles.. In those circles revenue flexibility is described as an auto 
matic or built-in stabilizer, by which is meant that the more extreme 
the revenue variation as economic conditions change, the greater the 
concracyclical effect. Professor Heller said, in his paper submitted 
in this compendium (p. 183) : 

Surprisingly wide consensus has been reached on the basic strategy of anti: 
cyclical fiscal policy even if not on the precise tactics. We want the individual 
and corporate income tax to play a major role in reducing revenues relative to 
expenditures in recession and increasingly them in inflation. Income taxes 
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have demonstrated their impressive built-in flexibility to the satisfaction of 
nost observers. 

When we examine this basic strategy of anticyclical policy which 
relies so heavily on the major role of the income taxes in reducing 
revenues relative to expenditure in a recession and increasing them 1 in 
an inflation, it is found to be heavily weighted on the side of recession 
and the methods of dealing with it. As D. W. Lusher has said—cited 
at page 2364: 

Such terms as “budget flexibility” and “built-in stabilizers” have come to 
be accepted currency in economic discussions, particularly in the purchase of 
freedom from recession. 

We come back, then, to the second form of the question set out above. 
Why is it considered desirable or advantageous for the economy to 
have revenues decline relative to expenditures in a recession? Advo- 
cates of revenue flexibility would no doubt reply that this would ter- 
minate the recession more quickly than any other policy, for this is 
what is meant by describing revenue flexibility as “anticyclical.” The 
line of argument is that (1) the greater the revenue loss through 
exceptional sensitivity of yield to economic downturn, the sooner a 
budget deficit will emerge and the larger it will be; and (2) the 
decline of tax liability will increase private purchasing power and 
where the tax rate structure is progressive, as in the individual income 
tax, the decrease of tax liability and the increase of purchasing power 
are concomitantly accelerated. On the upturn it is argued that the 
progressive reduction of income after tax as incomes move into higher 
marginal tax rate brackets accelerates the tax inroad upon private 
spending power. It is assumed, naively in the light of experience, 
that the recession-incurred debt will be retired out of budget surpluses 
accumulated in the ensuing boom period. 

The anticyclical influence of specially variable revenue yield is thus 
ven to be based on the purchasing power theory. In a recession the 
remedy is to increase spending. The sooner we have a budget deficit 
and the larger it is, the sooner we shall convert recession into boom. 
In an inflation, the remedy for rising prices is to siphon off income 
and purchasing power, not from those most likely to spend it but from 
those with greatest propensity to save part of their income instead of 
spending all of it. 

The fact of recession is a signal that an increase of the money sup- 
ply may be needed. This has long been recognized in central bank 
credit policy, which normally provides for easing the terms of credit 
in various ways as the general economic situation turns downward. 
If the cycle of recession and inflation has been a product of budgetary 
and monetary causes, the procedures of “pump priming” in the reces- 
sion and credit restriction in the inflation would be appropriate and 
possibly sufficient. Where the cause of the recession is nonmonetary 
and nonbudgetary, as would be the case if costs were being forced up 
by a rise of wage rates at a faster pace than the overall increase of 
national productivity, monetary measures will not suffice as control 
measures. The additional money supply provided by easier credit 
terms or by Government deficit spending is simply a validation of the 
higher cost level. I have discussed this at page 2367. This is, obvi- 
ously, the road to continuous inflation, since nothing will have been 
done to reduce costs, and hence prices. Neither the Treasury nor the 












1278 INCOME TAX REVISION 





central banks have, nor should they or any other Government agency 
ever have, authority to control prices or wages. Nothing that the 
Treasury can do in the revenue field or that the central banks can do 
in the money and credit field, can influence a price trend caused by 
rising costs. There were budget surpluses in 1956 and 1957, in bot) 
the administrative budget and the cash budget. The Federal Reserve 
Board applied a tight money policy until “the late summer of 1957, 
Yet the Consumer Price Index climbed from 114.7 in July 1955, wher 
the fiscal year 1956 opened, to 120 in June 1957, when the fiscal year 
1957 closed. 


More important for the present discussion of the case for revente 


























































































































































































































ax yiere 
flexibility is the contention that the built-in features of the mcome tay partas ¢ 
constitute an impressive element of anticyclical policy. To be im- Total 
pressive these special features must have a considerable quantitative J os ot « 
importance. The manner of their operation is described in a docv- Yield of 
ment prepared by the staff of the Joint Economic Committee en- _ 
titled “Material on Facts and Problems of the Federal Revenue _ 
System,” published in 1959. The pertinent statement is as follows: ne 
Inflationary expansion of personal income tends to be damped down by the bang 
resulting automatic increase in income tax liabilities. When personal income is —_— 
falling, on the other hand, automatic reductions in income tax liabilities re Ore 
sult in a smaller decline in disposable income, serving to bolster consumption. Scat 
It should be kept in mind that the emphasis here is upon the rela- Mr 
tively greater revenue flexibility produced by tax rate progression as @ , ie 
compared with the revenue change that would result from a propor. a ai 
tional tax rate under similar economic changes. But | 
Let us take first the case of recession and falling incomes. Under fea 
present law personal income includes both taxable and nontaxable must | 
forms. A comparison of tax liabilities with total personal income @ "" 
reveals nothing with regard to the contribution of automatic or built- "U 
in features to disp osable income. To the extent that nontaxable forms \ 
of income may increase in a recession, and this would be true of trans- i : 
fer payments as an example, the smaller decline of total disposable i i 
income would have no connection with the change in tax liabilities. m 
The only valid test would be the relation of tax liabilities to the BN 
changes in that part of personal income which is taxable. ve 
When the comparison is made on this basis, the change in tax <r 
liability must always be less than the change in income, whether this me 
is falling or rising. I have illustrated this in the case of a taxable e 
income which declined from $12,000 to $10,000 (p. 2368). The mar- P 7 
ginal tax rate on the bracket $10,000 to $12,000 is 38 percent and the ta 
drop in tax liability with the assumed change of income would be tha 
$760. But while the taxpayer was saving $760 in tax he was ex- yA 
periencing a taxable income loss of $2,000. At $12,000 of taxable in- ore 
come, his disposable income was $8,600, and at $10,000 it was only a 
$7,360. What is true for one taxpayer is true for all taxpayers. In a 
theor y, this taxpayer saved $760 in taxes, but in fact he lost $1,240 in a 4 
dispos: able income. My point is that a decline of tax liability in a re- om 
cession is always the result of a still greater decline of income which es 
does not lead to greater ability to spend for consumption purposes. do 
At this point L submit a table which tests the : assumption that the a 
automatic or built-in features of the individual income tax, that is the " 
progressive element, makes an impressive contribution to revenue po 
flexibility. | 
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(The table referred to follows :) 


Taste 1—Comparison of taw changes under assumed changes of taxable in- 
come below and above actual 1957 


Taxable income (millions 


10 percent Actual, 1957 10 percent 
below 1957 above 1957 


$134, 292 $149, 213 $164, 234 


‘Basic rate of 20 percent 26, 858 29, 842 32, 846 
Surtax elements 4, O84 4, 552 4, 996 


30, 942 34, 394 37, 842 

hanges of yield from 1957 
asic rate 

surtax elem 


2, 984 
— 46S 
3, 452 


f surtax yield as percentage of total 1957 individual 


f surtax yield as percentage of total 1957 revenues 


Under the present progressive rate scale, the basic rate of 20 percent produces 87 percent of the 
i of the individual income tax, and the surtax elements of the rate scale produce 13 percent. 


tios have been used in calculating the distribution of the total yield between basic and surtax rates 


Mr. Lutz. If taxable income be assumed to decline by 10 percent 
elow 1957, total tax liability would be reduced by $3,452 million. 
But this would have been caused by a drop of almost $15 billion in 
taxable income, and in order to have a decline of taxable income there 
must be at least an equivalent drop of adjusted gross income, assum- 
ng no change in total exemptions and deductions. However, progres- 
sion would account for only $468 million of the total revenue loss. 

Under the assumption of a 10-percent rise in taxable income, which 
would be some $15 billion, the present tax rates would siphon off $3.4 
billion of this income rise, but tax rate progression would account 
for only $444 million of this total. As taxable income rises or falls, 
a given set of tax rates will yield more or less revenue. Th above 
igures show that the existing scale of progression accounts for only 
1small part of the total revenue variation, certainly not enough to 
be described as “impressive.” 

‘ow let’s see where we stand. The principal reason for the em- 
upon revenue flexibility in a recession is that it would cause 
a deficit to appear somewhat sooner and last longer. Since there 
can be no lift to private spending when total income declines faster 
than tax liability, the real lift must come from deficit spending or 
expanded credit under easier terms of borrowing, not from the special 
revenue flexibility or automatic built-in st: bilizing factors in the 
income tax. It is equally true that, when incomes are rising, the 
contribution of the specially built-in factor to the reduction of incomes 
is negligible. I conclude, from this brief survey, that the emphasis 
pon automatic, built-in stabilizing factors in the Federal revenue 
system is erroneous and misleading, and that this committee would 
do well to disregard all suggestions to consider such factors in any 
way as guides to revision of the tax law. 

In view of this conclusion there is little need to linger over pro- 

posals to increase revenue flexibility through the introduction of tax 
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rate changes at administrative discretion or by formula. However 
applied, these proposals would involve the capacity of administratiye 
officials to determine the precise times when the tax rate changes 
should be made, or the infallibility of formulas to make the same de. 
termination. The castigation of economic forecasting as a guide to 
tax action by the Joint Economic Subcommittee of 1950, which I quote 
on page 2365, should be reread whenever there is pressure upon Con. 
gress to abdicate its function of determining the scope and the rates of 
the tax system. 

Furthermore, in view of the weight of the tax burden and the neces. 
sary complexity of the tax structure that must impose this burden, 
tax rate changes should only be made in the open, after proper hear- 
ings and notice to all concerned. Taxpayers should not be whipsawed 
by the arbitrary action of either an administrative official or an im- 
personal formula, with no opportunity to offer testimony or rebuttal 
in their own defense. 

The Cuairman. I want to again thank all of you for your papers 
and the summations of those papers this morning. 

I find myself in virtual agreement with what I think seems to be 
the general consensus of the panel, passing aside the point of the 
degree of flexibility found in the income tax laws, that there is not 
much to be gained by the Congress trying to provide in the area of 
so-called built-in flexibility, factors for stabilizing the economy 
through the possibility of automatically changing tax rates. 

I gather from what Professor Rolph and Professor Poole say that 
they reach this conclusion. There are other factors that are involved. 

You would say, I assume, all of you, that in valuing different tax 
provisions, we should not adopt a provision which is otherwise objec- 
tionable merely because it is contended that it adds to flexibility in the 
tax system. Isthat right? 

Mr. Rotpu. That is my position. 

Mr. Poote. That certainly is mine. 

Mr. Brown. It is just one factor to be Weighed against all the others. 

The CuarrmMan. Do you reach the conclusion generally that this 
matter of built-in flexibility in the income tax law for the purpose of 
serving any desirable objective with respect to our economy, may be 
somewhat overemphasized ? 

Mr. Poorer. There seems to be a growing recognition of the fact that 
we tended to overemphasize this a few years ago when the idea was 
first popular. This is a natural thing, as studies have been made of 
some of the statistical implications of it and on the experience of the 
earlier years. 

The Penweatics If we try to launch such a program of writing tax 
laws in order to accomplish something other than merely the raising 
of revenues to defray essential costs of government, through some de- 
vice or some formula that we call built-in flexibility, we would really 
be getting farther and farther away from the basic concept, would we 
not, that taxation is to serve? Would that be the view of most of 
you? Would anybody disagree with that thought ? 

Mr. Rotpn. I might make a minor qualification. If you want to be 
strictly accurate, I think one would have to say that if people don’t 
like to be taxed, you could theoretically run a government without 
taxation, and some South American countries have experimented in 
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joing this for some considerable period. But if a government engages 
ysuch a practice it must put up with perpetual inflation. If that is 
the kind of world we wish to live in, we have that choice. In that 
ase, taxation has a function which is not simply that of financing the 
government. 

The CuairMAN. I have often said, and I presume it would be wrong 
if you tried to always have our revenue, regardless of conditions 
hat existed within the economy, and our expenditures in total bal- 
nce. But I have thought that over a cycle of years, maybe a business 
ycle, we ought to try to so arrange our revenues and our expenditures 
juring that period of time as to be in balance. I gather from what 
Mr. Lutz said in his paper that he shares the same pessimism that I 
have expressed heretofore, about even accomplishing that objective. 
You mentioned the fact that the surpluses in times of prosperity 
ould be used to overcome such deficits that might be incurred in 
lownturns, periods of downturn. But we have not done that very 
vell in the past. 

Mr. Lurz. That is correct, Mr. Chairman. 

The Cuarrman. In periods of extreme prosperity, we have not even 
ken able to balance our budgets. It would look like that as between 
ihe two, our mixture has been such as to already provide a great 
mount of built-in flexibility, so much so, that we have not been able 
to accomplish the objective that I think is the proper objective, of 

uving as much revenue over a given period of time as we spend in a 
given period of time. But that is not what we are talking about this 
morning. 

Let me ask you this: Can you tell us how the yield of a broader 
based income tax with lower rates, if such could be ‘established, would 
fluctuate over a business cycle relative to the present income tax with 
inarrow base and higher rates ? 

Professor Poole, have you though about what might happen ? 

Mr. Poor. Well, if we took a larger percentage of the total income 
tax revenue from relatively low brackets and specifically, let. us say, 
the $4,000 to the $10,000 or $12,000 taxable bracket interval, then to 
the extent that we have in an upswing relatively inflationary periods 
a redistribution of income down into those brackets, then, of course, 
this would tend to increase the built-in flexibility, if I am answering 
your question. But we are not completely sure as to what the re- 
distribution of income is likely to be in a situation like this. One of 
the points that has impressed me, as I have thought about this, is that 
it depends on the stage of the business cycle, in other words it depends 
on how far we have gone from, say, a rec ession toward full employ- 
ment, just what that redistribution is. There is a considerable differ- 
ence with respect to what kind of an upswing we are having, and it 
is even more pronounced if we have a period of creeping inflation. 
There is a considerable difference, depending on the cause of the up- 
swing, in employment and more especially in prices. 

If you have what is usually called a demand inflation, I suppose 
most people would take the position that profits tend to rise in earlier 
stages, productivity rises rapidly in earlier stages of an upswing, 
and there is srtbably some redistribution upw: ard. W ell, of course, 
in this case, you have to consider which bracket rates you have 
changed. If previously the rates were higher in somewhat higher 
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brackets and now you get a redistribution upward into those brackets 
and your rates are lowered. it would seem to me thi at to some minor 
extent, cert: ainly, you have decreased the built-in flexibility, ut 
later on in that same upward movement, if increases in productivity 
increments do begin to decline, and at the same time w age rates tend 
to rise in response to optimistic investment programs of firms, } It 
would appear to me that now the distribution of income tends to be 
slanted somewhat into the lower groups. 

If you have increased rates in the lower groups, having lowered 
them in the higher groups, in this case you would get greater built-in 
flexibility. I hs asten to add I don’t think these considerations are of 
very great importance, but I do think they are germane to the question 
the ch: airman has asked. I will not go on further I don’t want to take 
all the time—but there is one other - point, that if instead of a demand 
inflation we had what some people like to call a cost inflation, and 





































































































the first thing that had happened was wage rate rises in excess of The | 
pr oductiv ity increments in some sense, then the distribution of income the tax 
would have moved downward and you would get, in this case, more § of som 
revenue if you had higher rates in the brae ‘kets that are relevant to § Jevel th 
the typical family income, or income of consumer units which I take § other r: 
to be $6,300, on the aver age, at the present time. So it depends on J inuch, | 
the type of upswing, and in the event that you are going along at §j trying 
relatively full employment, it depends on the type * inflation you are § to com 
having what my answer would be to that question. I don’t think that as they 
it is necessarily going to be the same answer for all types of upswing } ments. 
or all types of inflationary situations. that I 
The Crramman. In order to conserve time, in place of asking each 9 ordere: 
member of the panel to comment, in order to consume less time and | reache 
to conserve your time, let me defer asking each member of the panel § These 
to give us a full discussion of his answer. I re 
Would most of you agree with the observations of Professor Poole | were i 
in his response ? advoc 
Mr. Brown. I have quantitative estimates in there of this, and if Wel 
you broaden the base by lowering exceptions, and lowering rates, you | reduc 
would cut down slightly the built-in flexibility. There are some esti- } duced 
mates of that on page 2360. least | 
The Cuamman. Let me ask you about that particular point. we ha 
Do you reach this conclusion because the difference between the zero §f fix ne 
rate, the exempt income, and the first bracket rate of 20 percent, is J those 
the most progr essive feature of our income tax? said t 
Mr. Brown. Yes, probably that is the result of this. You could § or m 
have some gradu: ation down there, perhaps, and eliminate that possi- ff have 
bility. T he trouble is we don’t know ver y much about the graduation § too n 
by taxable income brackets and its consequence, because there have syste 
been no tabulations on that for years. Now they are coming out again. by Ss 
The Carman. The important point in this discussion to me is §f wri 
that at least most of you reach the conclusion that it might just be Mi 
a waste of time to try to develop built-in stabilizers in the tax law for I'l 
purpose of trying to do something to effect trends in the ec onomy. M 
Mr. Luz. I would agree to that, because I don’t think that is part § to th 
of your necessary purpose of taxation. stab 
The Cuamman. I have thought that myself, but what I am trying § diffi 








to find out is whether or not most of the panel agrees that any “real 
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effort in this area might come to naught anyway and would be a 

waste of the time of the committee and its technicians. 

Mr. Brown. Could I enter a demurrer on that? I think that any 
of the changes we are talking about, such as changing exemptions, 
lowering or raising exemptions, and properly adjusting the rates, or 
doing anything about deductions, for whatever reason you might 
want to do something about deductions; these, I don’t think, will 

change the automatic flexibility of the tax, and should not. You 
shouldn’t let that warp your judgment in any respect. But I don’t 
want to leave the impression that I would say there should not be 
anything done about automatic flexibility, that is, that efforts should 
not be made in that direction. The reason I believe that is that the 
little we are now learning about dynamic economic systems indicates 
that the quicker you t: ake action the better. It is hard for us to take 
discretionary action quickly. Therefore, the quicker that automatic 
action can take hold, the better. 

The CuatrMan. I have always been concerned about adding to 
the tax law a provision that would change rates of taxation because 
of somebody’s belief or conclusions reached at an administrative 
level that it is better for certain rates of taxation to be in effect than 
other rates of taxation. That is one of the things that concerns me so 
much, that the taxpayer has such difficulty now, at this moment, in 
trying to find out what we intend for him to do, and knowing how 
tocomply with what we want. I want the tax laws to be as certain 
as they can be. I have always thought of that as one of the require- 
ments. I just do not believe that you get that degree of certainty 
that I like to see in the law through changes w ithin rates themselves 
ordered by some administrative decision because of the conclusion 
reached that certain things are in prospect or certain things are lost. 
These are speculative always. 

I remember in 1958 as we entered that year, recognizing that we 
were in a downturn in the economy, a lot of people were immediately 
advocating a big reduction in the tax. 

Well, that pressure was resisted. Maybe rates should have been 
reduced, I am not saying they should not, but if they had been re- 
duced, the deficit would have been a lot more. We came out of it, at 
least to the extent that we are out of it, without that. Perhaps had 
we had the authority in the law for somebody other than Congress to 
ix new rates, new rates would have been fixed. Would we have had 
those old rates of existing law back in effect by now? Somebody 
suid the other day in an announe a that there were about 3 million 
or more people still unemployed. I don’t know whether that would 
have justified a continuation of the lower rate or not. But it imposes 
too much discretion to institute such a thing in the law, that in a tax 
system the rates would not be fixed by Congress, but would be fixed 
by someone other than the Congress. I have had great trouble in 
arriving at that as being a satisfactory way of handling it. 

Mr. Brown. I don’t advocate that. 

The Cramman. I know you don’t. None of you do; do you? 

Mr. Rorpx. Mr. Chairman, I don’t advocate it. I am not opposed 
to the principle, to the idea, of using the revenue system as a way of 
stabilizing the economy, as I gather ‘Professor Lutz is opposed. The 
dificulty is, I°think, primarily, that somebody presumably in the 
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Treasury would have to decide that maybe tax rates should be reduced 
There may be a different opinion in the Federal Reserve. They ar 
always worrying about inflation. The result might be a conflict of 
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policy. If the Treasury did reduce rates, what probably would * put 1 
happen is that the Federal Reserve would take aggressive steps tof sf to 
offset their effects and the outcome would be a substantial increase in ying 
what I have called the net debt, with no guarantee of any positive aang t 
results other than that. - like! 

The Crarrman. Mr. Lutz has put his finger on one of the great  jeast d 
problems that we have always, and that is being able to determine at The 
the proper time just what levels of spending we are to have in Govern. & yith w 
ment in order for us to perform the function that we are supposed to of reve 
exercise in this committee of producing the revenues equal to those Mr. 
spending levels. We are perhaps in the position of the tail and the J gabili 
dog in that respect. The 

Mr, Lutz, during the course of these discussions there have been keepin 
many who have appeared as panelists who have advocated reduced Mr. 
‘ates by scheduling. I would assume from the pessimism that you § grows 
have about the possibilities with respect to expenditures, and perhaps § jeyen 
with respect to the use that is made of increased revenues that are 9 gabili 
developed under the rates of taxation through economic increases in spend 
activity, you would conclude that there would be no real certainty § taxat' 
or at the moment any real justification for the hope that we could so & the f 
arrange the situation so that any such advanced schedule of rate re- § gant! 
ductions would actually go into effect. going 

Mr. Lurz. I don’t think I can accept that interpretation, Mr. § Vr. ( 
Chairman. frst, < 

The Cuarmman. I was trying to interpret what you were saying. § eollec 
That is what I understood from what you said. Th 

Mr. Lutz. Well, 1am opposed to any change of rates by administra- J at th 





tive action or even by some impersonal formula. 
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The Cuarrman. I got that impression when I listened to you dis- 
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cuss the material that is at the bottom of page 1 and the top of page 2, In 
particularly. the t: 
The fact is that Government does spend and must spend to perform the fune- TI 
tion of services delegated to it. Some of us, and even the people as a whole, mvst 
may be critical at times of the amount and purposes of public spending. But mor 
the central fact remains that when spending commitments are made they must : 
be met in the current year or in some future year. The spending obligations wou 
are firm, not flexible. They are definite, not contingent upon revenue receipts. M 
I got that impression from that and other material in your state- the 
ment. ofr 
Mr. Lutz. I will make these points in that connection, Mr. Chair- with 
man: I am familiar with the representations in the panel hearings to J 2 
which you refer, and I should say in the first instance that the very JU 
fact that Congress would enact a program of a forward scheduling i 
of tax rate reductions implies a certain commitment on the part of 7 
Congress to give it a fair chance to operate. It is true also, as | ss 
understand it, that if in any particular year the spending situation 1s a 
such that the scheduled reduction for that year would endanger the 1 
balance of the budget, it could be postponed. The argument in sup- 
port of that as a restraining factor is that it does give Congress and vat 
the people the chance to decide, year by year, “Do you want more th 
spending or do you want a further step in tax rate reduction /” = 
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The Congress, at least for 1 year, could overrule the scheduled re- 
duction and say “We have to spend more, so we will not put this 
particular rate reduction into effect.” 

But I come back to my first point, that if you have committed your- 
elf to that program, you have, in effect, put yourself on record as 
saying “We are going to give this a good chance ‘and we are, therefore, 
soing to control the rate, the volume of ‘spending, so that the ‘possibility 
or likelihood or the danger of impairing the schedule is remote or at 
least deminished.” 

The CuarrMan. Professor Lutz, would such action be compatible 
with what I have always understood to be your thought, that stability 
of revenue is a desirable objection ? 

Mr. Lurz. Yes, I think there should always be the maximum 
stability of revenue. 

The CuarrMan. Would this advanced rate reduction plan be in 
—< with your thoughts in that respect ? 

Mr. Luz. Yes, I think it would, Mr. Chairman. As the economy 
grows, you are going to create a larger and larger possibility of a 
revenue surplus. The reason that I would emphasize continued 
stability of revenues is that there must be a relationship between the 
spending and the amount of revenue you are going to collect through 
taxation and in other ways. That stability would continue even with 
the forward scheduling of tax rate reduction because you are con- 
stantly adjusting your - spending within the limits of what you are 
going to be able to raise in revenue. There was a time in my thinking, 
Mr. Chairman, when I took the traditional view of budgeting that the 
first step is to determine how much you are going to spend, and then 
collect enough revenue to pay the bills. 

That does not seem to be getting us very far very fast. I am about 
at the conclusion that maybe the “Ways and Means Committee ought 
to say “This is all you can have, and you better parcel it out so as to 
keep within bounds. 

In other words, I think the time has come when we ought to give 
the t: axpayer at least an even break with the spenders. 

The CHarrmMan. I am almost tempted to applaud your statement, 
myself, when you suggest that the Ways and Means C ommittee assume 
more responsibility about these things. I don’t know whether we 
would get by with it. 

Mr. Lurz. I think you are in a strategic position in two respects. In 
the first place, you do have a very considerable control over the amount 
of revenue that is going to be raised, and you can initiate, and I think 
with your power, author ity, and prestige can very likely get the Con- 
gress to enact a scale of tax rates which, under given economic situa- 
tions, will produce a certain amount of revenue. 

You also have another lever on them, which is that you are the 
committee that controls the debt limit. 

Mr. Mason. But, Mr. Chairman, the witness is not taking into ac- 
count the fact that the spenders can borrow. 

Mr. Lurz. Iam coming to that point, Mr. Mason. 

I started to say you have another very important lever on this sit- 
uation which is that you are the committee which must initiate changes 
in the debt limit. If you stand pat on the debt limit, stand pat on 
the amount of revenue, I think you have them in a box. 
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The Cuairman. You may have given us some food for thought 
there, Mr. Lutz. But when we get to this question of debt limit every 
time, we are told that commitments are made and if we don’t permit 
a little more to be borrowed in this instance there will be people at 
the cashier’s office of the Treasury with a Treasury check that they 
can’t redeem in money, and the credit of the country goes down the 
drain in the process, that we are ruined, and everybody, who is a citi- 
zen of the country is ruined in the process. 


Mr. Mason. Even Mr. Lutz makes the statement that they have to 


be met. 
The CHatrMan. I know: 


says they have to be met. 


Mr. Lurz. The starting place is back of that. Don’t let them make 
commitments on a scale that you cannot cover with available revenues, 

The Carman. That may be where the start is. 

Mr. Lurz. I think that is where the start is. 

The CHatrmMan. Let me ask you another question, Mr. Lutz. You 
have been coming before the committee for a great number of years, 
and I have always appreciated your appearances before the commit- 
tee. You have always been very helpful to my thinking. 

As I recall, you used to advocate the balancing of the budget to the 
extent, as I think I remember it, that you would have had us increase 

rates of taxation in order to accomplish that objective, even in the 
period of depression. I may be wrong in my analysis of what you 
have indicated to us in the past. Do you hold any such view today, if 
you ever did ? 

Mr. Lutz. No. My memory 
Chairman. I can’t now 
committee many years ago. 

The CHatrman. You may not have said it. 
me that impression. 

Mr. Lurz. Well, that is neither here nor there. But I am quite 
willing to agree that there will be years-when it will be impossible to 
cover all of the ne ‘essary spending of the revenues of that year. I do 
not think that, however, impairs the concept of the balanced budget 
as a firm guide and rule of congressional or administrative policy. 
You can have these exceptions. One of the reasons why I would advo- 
cate the maximum st: ability of revenue at all times, even in a recession, 
is that you then would have to borrow less, and you would have less of 
a problem of balancing the budget over the cycle that you were talking 
about ; because the less you have to borrow in a recession, the less you 
have to worry about paying back, if and when you get a chance. 

The Cuarrman. Mr. Lutz, Mr. Byrnes observed the other day in 
interrogating one panel group, that as he recalled, we had had bal- 
anced budgets in maybe 4 of the last 29 fiscal years. 

Is that. the statement you made? 

Mr. Byrnes. Yes, Mr. Chairman. 

The Cuarrman. I have wondered, and I would if the members of 
the panel have likewise wondered whether or not some of our inabil- 
ities along this line, in addition to the rate of spending, or the spending 
levels during this period, might always be found within the very 
system that we have for producing revenues. Have you thought 
whether or not the so-called income tax law has, itself, made any 
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contribution to this inability to do as you and I would do, that is, take 
inas much revenue over a period of time as we spend 4 

Mr. Lutz. In answering that question, I would have to express 
merely a personal opmion, Mr. Chairman. It is not that of any 
organization or other group. J think the very fact that we rely as 
heavily as we do upon the income taxes is, itse If, a contribution to the 
instability of our revenues. 

The CuatrmMan. I thought I had heard you make that statement. 
I thought my question would bring that out. Please proceed. I 
want also to get the comment of the other panelists on that. 

Mr. Lurz. I am speaking solely for myself. I think we would 
ave a greater stability of revenue flow over good years and bad if we 
depended less on the income taxes and more on other types of tax. I 
believe I heard Dr. Robey suggest that in his testimony at the very 
beginning of these series of panel sessions. I think others have crit- 
icized the extreme degree to which we depend upon income taxes. 
We know that corporation income is a rather volatile thing, that 
orporate profits vary quite markedly in the economic swings. Inso- 
far as corporate profits are distributed to individuals in the form of 
dividends, there, again, is a rather volatile feature of individual in- 
ome Which would tend to cause an instability of the revenue receipts. 
[ think that if we had a broader based system and levied more mod- 
erate tax rates at all points, clear across the board, we could finance 
the necessary requirements of the Federal Government with consid- 
erably less danger of extremes of surplus and deficit. 

The Cuairman. Do I understand you to say in addition to maybe 
other elements that go into the bro: adening of the base of the tax that 
any effort that could be made even in the field of income tax to broaden 
the base of the tax and compensate with reduction in rates might 
accord us a better vehicle © establishing adequate fiscal policy ? 

Mr. Lurz. I have read a good many of the papers in the com- 
pendium dealing with that ge neral subject. The papers have referred 
to these matters as loopholes. 

The Cuatrman. Use whatever description you want to without re- 
gard to what the papers have said or anything else. I am just think- 
ing in terms of whether or not on the one hand a broader-base, lower- 
rate income tax system compared to a narrow-base, high-rate income 
tax system would give us any better possibility of meeting the tenets 
of what you describe as a proper fiscal policy and what I would de- 
scribe as a proper fiscal policy. 

Mr. Lurz. I am quite willing to admit that there may be places in 
the present definition of income where some change might reasonably 
be made. But I would say that on the whole I am not worried too 
much about those aspects of the present. definition of adjusted gross 
income, the definition of taxable income. 

From 1954 to 1957, taxable income increased by some $34 billion, 
and that was at just the ordinary rate of growth that the country 
achieved during those years. If we can increase the rate of growth, 
I see no reason why we should not have, even under the present defi- 
nition of adjusted gross income and taxable income, a very substantial 
and significant increase in the taxable income base out of which, at 
reasonable and moderate rates, you would get all the revenue the 
Federal Government would need in ordinary times. 
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The Cuarrman. Mr. Lutz, you hold the view that has been ey. 
pressed by others, that we will not get the desired amount of growth 
under the rates of taxes that we now have. 
Mr. Lurz. I would agree with that. 

The CHarrman. Do we have any assurance that under these rate 
in the decade ahead, if we apply them in that decade, we will get this 
increase in economic activity that generates the additional revenve 
to give us the ingredient of a fiscal policy that we want ? 

Mr. Luz. Look at the alternatives which you present to me. | 
either have to predict that the decade of the 1960's is going to be one 
of stagnation and practically no increase in our total income, or I hay 
to take the other alternative and say that I believe we can have sub- 
stntial and vigorous growth in the decade of 1960. If we are going 
to take the pessimistic view and say there is nothing that is going to 
happen to us, we are going to grow, then your alternative is correct: 
we will not get it. I “don't want to take that view. 1 prefer not to 
subscribe to such utter pessimism as to say that we cannot grow when 
I think we can grow, and that we shall grow at a very substantial rate. 
I personally believe that the income tax structure as it now stands i 
an obstacle that ought to be removed. I would not wait for a recession 
to reduce those rates. I would do it now. The question of what you 
should do with tax rates in a recession often comes up. We are told to 
wait until a recession comes and then cut tax rates to stimulate ac- 
tivity. 

The Cuarrman. You and I, I think, are in accord in our thinking, 
that we are both certainly not pessimistic enough to think that there 
will not be any growth. We know there will be growth in this econ- 
omy. But what I am concerned about, as I look at the situation, is 
whether or not we can have the climate under the present rates of 
taxation that we must have in order to enjoy the rate of growth that 
seems to be required of us if we are to remain the dominant power 
in the world at the end of the decade. 

Mr. Lutz. I think your question points to the answer, Mr. Chair- 
man. You say if we are to have the climate for a sufficient rate of 
growth so that we can accomplish these things. Unless you take the 
position that the recent tax rates have nothing whatever to do with the 
condition of that climate, then you are forced to the conclusion that 
they may have something to do with it, and by revising them down to 
a more sensible and reasonable level you have every reason to expect 
better rates of growth. 

The Cuatrman. That has been my thought, that tax rates do have 
an effect, and that they ought to be revised downward if at all possible. 

How can we maintain revenues in the process? That is, in the proc- 
ess of bringing rates down? I know the suggestion has been made on 
this advanced scheduling. But I cannot bring myself to believe that 
we will do ever ything that will be required of us in order for that incre- 
ment in revenues to be used to overcome the losses that we would incur 
through rate reduction. 

Mr. Lutz. Let me put it this way. This idea of preempting the 
fruits of economic growth for the purpose of reducing taxes is like 
skimming the cream off the top of the bottle. The cream keeps com- 
ing up and you keep skimming it off. The problem is to keep the 
spenders from skimming off that cream. If you don’t stop that, I 
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think your position is well taken that you cannot expect the results 
from rate reduction that we are talking about. But, and this is cer- 

tainly an essential aspect of the whole idea, you must not let the ex- 
penditures rise so rapidly that they will aie all the cream off the 
top of the bottle and leave nothing for tax reduction. 

The CuatrMAN. I am agreeing with the thought they should not 
but I don’t know that they will not. What I am thinking about, in 
addition, is this: If we reduce taxes beginning January 1, 1960, by 
§) million, and do it in the way that every one would agree would 
make the greatest contribution to economic growth, what would be 
the time involved in which the growth would reflect itself in that 
amount of increased revenue under the reduced rates? That is the 
factor that has to be considered. 

Mr. Lurz. Well, in the first place, I don’t think the first step in 
the scheduled reduction Mr. Bixler was talking about yesterday 
would involve anything like $5 million the first year. 

The CuairmaNn. I am not using his example. I am using mine. 

Mr. Lutz. Maybe you are contemplating a bigger cut in the first 
year than was proposed in his set of rates. 

The CHAIRMAN. Just taking the figure of $5 million, if we should 
reduce it, and do it in the way that we would agree would make the 
greatest contribution to economic growth, it would take some time, 
would it not, for that increase in economic growth to reflect itself in 
additional revenues under the new rates to overcome that loss? 

Mr. Lutz. There would be a certain lag. 

The CHairman. How long would it be? Would it be a year or 
so¢ 

Mr. Lurz. Let me point this out: If you are merely making a one- 
shot operation with no assurance as to where you are going from 
there, I think the effect would be different than if you were to commit 
yourself to a steady and regular orderly reduction of rates. It would 
take less time, because the one thing that the business community and 
the taxpayers as a whole, whether “they are workers or businessmen, 
like to know is that we can look forward to where we are coming out at 
the end. I think you would give the economy a much bigger lift, 
and that the particular lag involved, even to recover your first $ 
million, which is huge, of course, would be much shorter under the 
forecast, the promise, the assurance, that from now on the taxpayer 
gets at least an even break if not a little better break than the spend- 
ers. I would not worry about the time lag, or even about the tempo- 
rary deficit. Again, you have to take a gamble. If a businessman 
starting a new ‘business had to be assured that from the very first 
day he opened his doors he was going to make money, he would be 
pretty slow on the uptake. A businessman starting a new business 
knows that the first year, or the first 2 or 3 years maybe, he will be 
inthe red. If he doesn’t have confidence that after that early experi- 
ence of being in the red he is going to be in the black, he probably 
wouldn’t go ahead. You are facing the question of how much you will 
have to be in the red right off, in order to be permanently and over 
the long pull in the black. That is a gamble. 

The Cuatrman. I wouldn't mind 1 year in the red if I could be 
assured that we would then be luxuriously in the black. 

Mr. Lurz. I think you would. Long before the 10 years was up, 
you would be elegantly i in the black. 
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The Cuairman. Mr. Mason. 
Mr. Mason. This discussion today is a interesting. 
came to my ‘desk yesterday entitled “ 
ness,” and in that boox they 
matic stabilizers, that have been built into our tax system and the non. 
automatic stabilizers that require legislative action to put into effect, 
and the built-in stabilizers in tax matters say that when payrolls de. 
cline the tax liability declines, and when production and profits decline 
the corporate tax liabilities decline, and when excise taxes go up, they 
go up or down with the amount of sales, and so forth. 
automatic stabilizers that have been built in. 

The legislative stabilizers, of course, are increases in benefits, unem- 
ployment, social security, subsidy for farmers, and all of these things 
that require legislative action. The book intimates that John May. 
nard Keynes sold F.D.R. on these stabilizers, that you should use your 
taxing to stabilize the American economy and use your expenditures 
to sts abilize the economy in time of depression, just to spend regard 
less of how much it puts us in debt. And in times of prosperity, the 
tax comes in and you pay for those deficits. It is an interesting ‘book. 
I just skimmed through a little of it, though I will read it all. It 


bears upon our discussion today. I want to say that it is worth going 
to. 


This scheduling tax 


A new book 


New Forces in American Busi- 


Those are the 


reduction ahead of time, as is found in the 
Herlong bill, has one very good feature, and that is, in my opinion, it 
mobilizes or alerts the 60 million taxpayers who say “You promised 
that reduction. You better keep your promise.” That would be a 


moral force upon the spenders in Congress to stop this wild spending, 
would it not? 


Mr. Lurz. I think so. 

Mr. Mason. I think that is one of the big benefits of scheduling 
ahead, “You promised me something and I am expecting it, but if 
you don't go through with your promise I am going to look at you 
with a little bit of suspicion and not too much favorable impression. 

I think that is one thing that we should do. 

Of course, this isa politic al year in front of us, and we are going to 
increase the benefits in this, that, and the other field. I suppose that 
is what. we are going to do, and that means increased spending. I 
think it is time for this Congress to realize that maybe we have gone 
to extremes on this, and we ought to at least promise the people that 
we will do the best we can to give tax reduction in the future over a 


period of time. That is my fee ling i in this matter, and I wanted to get 
it off my mind. 


That is all, Mr. Chairman. 

The Cuarrman. Mr. Metcalf will inquire. 

Mr. Mercatr. From the inception of these hearings, when we 
started on the first day looking into the role of the income tax system 
and our whole system throughout, panelist after panelist has come 
before us criticizing the fact that we do, by means of our tax system, 
some left-handed subsidies of business, or take care of education, 
higher education, or take care of things for the aged that we should 
do by direct legislative action, assuming the Federal Government 
should be doing that, rather than by our tax system. That has run 
like a golden thread throughout every day of the panel discussions. It 


discuss the built-in stabilizers, the auto. 






has bee 
isolated 
(Jovern 
than to 
of the 1 
Agal 
do som 
other 0 
l thi 
note. 
pendiu 
The | 
sonably 
interest 
Inste 
earning 
chased, 
Tha 
] re 
ment 
to inc 
You | 
My a 
mild | 
eral I 
comp 
Mr 
more 
to me 
a lot 
have 
Ke 
some 
net d 
judg 
by tl 
est s 
fron 
to th 
as a 
alte) 
Eve 
disa 
real 
not 
nat! 
the 
this 
bet 
reste 
\ 
tha 
) 





































































































































INCOME TAX REVISION 129] 


has been very difficult, however, to restrain this business of taxes to 
isolated tax es instead of getting into other roles of the Federal 
Government. I do not think that difficulty has been more evident 
than today, when we talk about the flexibility of taxes, the flexibility 
of the revenue yield. 

Again, it seems to me it has been brought out that we are trying to 
do sometimes things with our tax system that we should do by some 
other method. 

I think, Mr. Chairman, that Mr. Rolph brought that out in a foot- 
note. I would like to read that into the record. It is in the com- 
pendium on page 2355, in Mr. Rolph’s statement. 

The Federal Reserve officials have shown rather less concern than might rea- 
sonably be expected about the implications of their policies on the Treasury's 
interest expense. 

Instead of lowering reserve ratios to give banks more power to increase their 
earning assets and to increase the money supply, Treasury securities could be pur- 
chased, thereby reducing the net interest cost to the Treasury. 

That is the end of the footnote that Mr. Rolph had. 

I read that into the record because of the importance of that state- 
ment in connection with an amendment I submitted to the proposal 
to increase the interest rates on bonds of more than 5-year maturity. 
You have made a mild criticism, Mr. aoe of the reserve policy. 
My amendment was tentatively adopted by this committee, with a 
mild admonition along the same line that wherever feasible the Fed- 
eral Reserve System should follow your suggestion. I would like to 
compliment you. 

Mr. Rotren. Thank you. My criticism was mild. I felt somewhat 
more strongly than the mild tone of the footnote indicated. It seems 
to me that the Federal Reserve people—and keep in mind that I have 
alot of friends over there—could have been more concerned than they 
have been in trying to keep down the net interest cost of the debt. 

Keep in mind that this gross debt figure that people talk about of 
some $280 billion is not, in my Judgment, a significant figure. The 
net debt figure in this country is around $210 billion, which is, in my 
judgment, a much more sensible figure. The net debt can be reduced 
by the Federal Reserve acquiring Government securities. The inter- 
est simply gets channeled back to the Treasury. As I understand 
from officials of the Federal Reserve, they have « ‘ommitted themselves 
to the proposition that reserve requirements for banks shall be reduced 
as a longrun measure to increase the money supply. There is a better 
alternative, which is to increase their holdings of Federal securities. 
Every time they buy $1 billion, the interest expense on that $1 billion 
disappears. It seems to me that the Congress was not told what the 
real alternatives were when this matter was discussed, or at least I did 
not detect any discussion of what seemed to me to be the proper alter- 
natives. As a result, apparently the committee has gone along with 
the idea that this should be general policy. I see no ‘justific ation for 
this point of view. It would seem to me that it would be better, much 
better, for the Federal Reserve to acquire securities and, if anything, 
reserve requirements be raised and not lowered. 

Mr. Mercatr. Do any of the other panelists have any comment on 
that ? 

Mr. Brown. I would agree with Mr. Rolph’s view. 


48820-—60 84 
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Mr. Lurz. I don’t think that would be a solution to your interest 
problem, myself. 

Mr. Roupr. It is to reduce the amount of net interest expense. 
Mr. Lurz. You mean because the Federal Reserve pays about 9 
percent of their net back to the Treasury ? 

Mr. Roien. Yes. 

Mr. Lurz. How many billions would they have to buy in order to 
reduce the interest charge materially? They would have to buy $20 
billion at least, wouldn’t ‘they ! é 

Mr. Roten. It depends on what kind of figures you think are appro- 
priate. Four percent of $1 billion is what? 

Mr. Luz. $40 million. 

Mr. Roten. $40 million—that is not peanuts. 

Mr. Mercatr. The immediate comment when this amendment was 
submitted was that this was printing press money. I wonder if you 
would comment on that. 

Mr. Roieu. Let me be sure I understand Mr. Martin’s position. 

Mr. Mercarr. I submitted an amendment. I was not the drafts- 
man of it. It was drafted by a good many people and worked out 
and compromised in executive session. But when it came up, it was 
about the same as you have put in your footnote, with a mild admoni- 
tion that Congress felt that whenever feasible, whenever the Federal 
Reserve desired to expand the money supply, they should do it by the 
purchase of Government bonds 1 ‘ather than decreasing reserve require- 


ments. Governor Martin’s response was, “Well, that is printing press 
money.” 
Mr. Rote. Is that supposed to be bad? All our money in this 


country is writing on some piece of paper or on some piece of metal. 
If that is what he means, he is just saying it is money. But that does 
not get to the essentials of the issue. 

Mr. Mercatr. This was in connection with increasing the interest 
rate on long-term Government bonds at the same time. Certainly if 
we wanted to start the printing press, we would start it at a lower 
interest rate than 434 percent. 

Mr. Rotru. Well, the quantity of money in this country varies 
every day, and it varies by a process that ae be described as writ- 
ing ina book, or as writing on pieces of paper. I don’t understand that 
kind of a comment coming froma Federal Reserve official. 

Mr. Mercaur. That isall. Thank you, Mr. Chairman. 

The Cnairman. Mr. Byrnes will inquire. 

Mr. Byrnes. On this matter that has just been brought up, I would 
like to say that it is not a matter within the scope of this particular 
hearing. My silence on any questions or any comments is not an indi- 
cation of any agreement or that the gentleman has properly stated the 
position of the Federal Reserve Board in his question. 

T bt is all, Mr. Chairman. 

Mercatr. Mr. Chairman, I tried to preface my remarks with 
the fact that in all these discussions we have had a very difficult time 
staying within the tax system. I have not agreed with many of the 
panelists who have talked about education, and who have talked about 
the Federal Government’s responsibility for health. But this came 


up in the compendium as part of a paper, and I feel I had a perfect 
right to elaborate on it. 
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The CuatrMAn. Mr. Alger. 

Mr. Auger. Gentlemen, I certainly have enjoyed the statements of 
all of you. I am surprised there is not a little more controversy 
among you, particularly in view of Mr. Lutz’ criticism or contradic- 
tion, if 1 understand his paper, of your generally, partially or entirely, 
held belief in the efficacy of these countercyclic al devices. I ms ay have 
misunderstood. 

Professor Lutz, as 1 understand, you not only do not believe in them 
but think possibly they deepen a recession, that in many ways they are 
self-defeating. You say the contribution of the specially built-in 
factors In the Federal Reserve System is erroneous and misleading. 

Gentlemen, you let him get away with that. If you agree, all right. 
But if you don’t, I would like you to defend yourselves, if you can. 

Mr. Poote. I think real agreement was not intended. The ques- 
tioning and answering was pretty much a bilateral matter. There 
isso much of what Mr. Lutz said with which I would disagree that 
I would rather suggest taking a look at my extended paper, if it is 
worth the time. It would be hopeless in the time we have to take 
each of the very inter ee points that Mr. Lutz made and either 
to agree or disagree. I don’t think that is going to be done here this 
morning. But one thing I would like to say is that this idea of 
built-in flexibility, in my opinion, got its origins with progress we 
made toward highly progressive income tax rates as a result of World 
War II, which, retained after the war, made a good number of people 
realize you do get deficits in recessions and surpluses in periods of 
prosperity which were more flexible, which reacted more violently 
to changes in national income than had been the case previously. 1] 
think it was a rationalization of this sort of thing which led to so 
much discussion of built-in flexibility. I have not changed my basic 
position over the years, though I have certainly changed my view as 
to the quantitative importance of this, as studies have been made with 
respect to various episodes. 

Mr. Areer. Do | understand that along with your viewpoint, you 
believe that where the deficit is not too dangerous, you also assume the 
payotis in good times 4 

Mr. Pootx. I do not necessarily think you will get a payoif in good 
times. 

Mr. Arcer. Do you think with accepting the necessary need for 
deficit, there must also be a payoff of the debt in good times, or not / 
Does the cycle work just one way, that we keep going further in debt / 
Is that what you are saying? 

Mr. Pootx. I will have to ask you to rephrase your question. 

Mr. Auger. I will rephrase the question. 

You said that you believed that it would be necessary to possibly 
have a deficit on oceasion and this would not occasion an alarm. Do 
you, then, also infer, when you say that, that automatically you be- 
lieve that other times, in good times, there must be a paydown in the 
debt ? 

Mr. Pootxr. No, I have not said that. I am sympathetic with Mr. 
Rolph’s view that when possible that debt should be reduced. I think 
probably I do not go as far as he does with respect to the necessity 
of it. I put a little more emphasis, I believe, on the fact that our 
debt is significant primarily in some kind of relation to our gross 
national product, our national income. 
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Mr. Aucer. Then the cycle, as I get it, is just one way: It is mop 
in to debt all the time because you do not have a balance in mind? 
Mr. Poorer. I think you don’t have a balance. I did not mean to 8a) 
that I wouldn’t regard it as very fine if we could cut the debt down, | 
think we are probably not going to do it. I think that during period 
of upswing we get rises in prices which also apply to goods bougl at by 
the Government, and that it is very difficult, particularly when growth 
involves not only a growth in private spending but also a growth in 
public spending—that is a big subject, in itself, and I am simply as- 
suming it does do this—I think it is rather difficult to cut the debt ab- 
solutely as much as it rises in the recession periods. I don’t say this 


isa good thing. I simply say I think we are likely to see this. But] 
am not terr ibly alarmed—— 


Mr. Acer. That is a spiral down, as I see it. 
a balance. You are just doing down. 

Mr. Poors. The debt rises absolutely over time because it does not 
drop as much as it rises. One point might be made that gross national 
product is rising all the time, and if the thing you are interested in 
the debt as a proportion of gross national product or national income 
some such denominator, it is not quite as serious as it looks 

Mr. Avcer. You went farther into this statistically than I have, and 
I am trying to stay up with you. But when we talk about cycles, I 
think of a pendulum, swinging one way and then the other and con- 
ing back to center. I say to you that I am surprised to learn that you 
don’t believe in — at balance, that we can continue to spiral further 
into debt and it is all right. I respect your view, but I am a little 
uneasy. 

Mr. Poor. To say it is all right is not exactly what I said. I said 
we it would be very nice if the old idea of surpluses and deficits 

balancing each other out could operate. I don’t think the evidence 
indicates that that is going to happen. Then the next question is how 
alarmed Tam. Well, I am not as alarmed as some people are about 
this. This is not the same thing as saying that there is no lid to the 
debt or that I don’t care. 

Mr. Arcrr. At that point you would get into what you did mention, 


that we need to study percentage of debt relative to gross national 
product and so forth ? 


Mr. Poorer. That is right. 

Mr. Arcer. Do any of you other gentlemen care to comment? I 
originally asked the question around what I thought to be contradic- 
tions in viewpoints. Three of you seem to be partial to at least the 
anticyclical devices in tax work, and Mr. Lutz does not. That was 
really my question. 

Mr. Rotrn. May I comment on that? Professor Lutz is an old 
teacher of mine, so I don’t like to disagree with him in public too 
strongly. 

Mr. Lorz. You go right ahead. 

Mr. Rotrn. On this matter of spending, to go back to what Pro- 
fessor Lutz mentioned, what concerns me is not whether we spend 
more or less, per se, in this country, but, (1) whether we do so intel- 
ligently or not, and (2) whether we do it in the way that we mean to. 
If I understand the military facts of life, we are sitting ducks in this 
country right now, and we are sitting ducks in a way, “if the experts 
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are correct, that we could avoid being. I personally don’t like to be 
a sitting duck. If I have to pay $1,000 more in taxes a year not to 
ea sitting duck, I would be perfectly willing to doso. I hope others 
would feel the same way. 

On the other matter that Professor Lutz mentioned, experimenting 
with reducing effective rates, I personally regard his proposal as ex- 
iraordinarily dangerous from the standpoint of finance. I don’t 
believe in magic. If you are going to effectively cut the tax yield, I 
don’t think you are somehow going to get the revenue back. You are 
ging to run a bigger deficit. So from that point of view, I am a 
good deal more conservative than my professor. 

On the matter of the debt, I don’t think it is a matter to view with 
alarm one way or the other. In the first place, I should hope that 
people would start thinking in terms of what seems to me a more rele- 
vant debt figure, and not this gross debt figure but the net debt figure. 
In the second place, it is really a matter of choice as to what the coun- 
try wants. If we reduce the debt over time, we can have lower rates 
of interest and also reduce one item in the budget. It gives that much 
leeway for reducing taxes or doing whatever else you see fit. 

Mr. Ancrr. You do rely heavily on the intelligence and judgment 
of the men in these positions on built-in flexibility ? 

Mr. Roten. Yes. 

Mr. Brown. Could I comment also? 

Certainly I would favor sensitive taxes to intensitive taxes, that is, 
rigidity of yield. I think if you look at the whole postwar period 
that perhaps as much as a third of the fluctuations in the economy 
have been dampened by the tax structure. Certainly existing rate 
structures cannot offset all of these fluctuations, but they can dampen 
them enormously. 

On the question of whether or not the debt will be stable over a 
whole cycle, I think—though I would have to go back and check the 
dates on that—that if you take this net debt figure which Professor 
Rolph uses, and which T think is the relevant debt figure for judging 
its size, I think you would see in the postwar period that the net debt 
in that sense has stayed about the same over these periods of fluctua- 
tions. 

Mr. Arcer. I understand you to go further, or at least you sug- 
gested the possibility that we might have an automatic suspension 
or additions to the withholding as another countere yclical tax feature. 

Mr. Brown. Well, if you wanted to go further than we have gone 
in offsetting the instability of the economy, you would have to move 
into something that would change rates automatically besides having 
rates changing under existing structure. Now, whether or not that 
can be done, Iam not at all clear. Iam not urging it. 

Mr. Arcer. Professor Lutz would probably take even greater excep- 
tion to that. 

Is that right, Professor Lutz. 

Mr. Lurz. Yes. 

Mr. Auger. Let me move on to something else. 

Professor Poole, you mentioned in your paper a control system. It 
always reminds me that there are objectives which are always the 
same, that nobody wants a recession, nobody wants hard times, un- 
happiness, death, sickness, and so forth, and the argument is how 
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to get it. You mentioned a control system. My question to you js 
somewhat a hypothetical one. Do you think a good control system js 
actually possible and compatible with individual freedom and free 
enterprise / 

Mr. Poote. The use of a good control system there has somewhat a 
technical meaning which is quite different from economic control or 
a controlled economy. It has nothing to do with that, as I see it. Let’ 
put it this way: It is our version of it. It is the most I think we will 
ever want to do in this country. We don’t want a controlled economy, 
but nevertheless we don’t want an economy which is completely out 
of control. This is obvious. In the 1930’s, no one was very happy. 
1 was looking for a career in the 1930’s. I wasn’t very happy. When 
[ say a mixture of controls, some working together, some working 
against each other, I am simply referring to the fact that monetary 
policy, tax policy, public spending policy, duration of employment 
benefits and all that, are the controls that we have in this country at 
our disposal. It has struck me by watching the events of 1957-58 that 
there is something to be said for this system, where, if things get pro- 
gressively worse, you introduce one of this type of control after an- 
other. Possibly different agencies do it, although I would hope there 
would be some type of clearing and information at the top. I would 
not like to hear that the Fed and the Treasury would see things 
differently. I would hope that they would get together and see things 
the same way. Let me emphasize that this is a somewhat different 
point of view from that which is very pervasive in our profession, 
namely, that the minute you get a drop in employment below some 
critical measure, you allow certain rates, such as withholding, to go 
into action. 

I am willing to go on record that I am not confident in this sort of 
thing, that I am not as afraid as some people, that if you don’t do this 
the economy immediately gets out of hand and because of lags you 
wish you had done this thing earlier. 

Mr. Areéer. Getting back to my question, you would limit the con- 
trol just. to those particular tax features that would tend to have the 
anticyclical effect or give us flexibility. That, in effect, is what you 
are saying. We are not talking about planned economy or govern- 
ment regimentation. 

Mr. Poor. That is right. 

Mr. Arcer. That caused the uneasiness I felt. 
on. 

In my own uneasiness I ask these questions. Dr. Rolph said some- 
thing that has puzzled me for a long time, that we don’t want to place 
so much confidence in a man or group of men with Federal law. 

You pointed out in your paper how dangerous it is to have men, I 
take it, that don’t have skilled intelligence in monetary matters and 


so forth. Next, on page 2365 on the compendium, and I wish you 
would look at this, it says 


If I may, let’s move 


The poor record of the forecasters in the past warns us of the danger of this 
course, that is, the use of expenditures and policies to control economic fluctua- 
tions. Thus, in the fall of 1945, virtually all of the economic forecasters pre- 
dicted there would be a tremendous postwar slump— 


and so forth. 


You will see the statement there. Do you gentlemen of the panel 
agree more or less with the statement of the Joint Economic Commit- 
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tee that was made there? Do you generally accept their findings? 
This was done in 1950, about a situation 4 or 5 years before. Does 
that strike you as elementarily correct ? 

Mr. Brown. If the question here is whether or not we can forecast 
and make adjustments in advance, I think that the pressure for auto- 
matic stabilization has come because of this—that we can’t forecast 
and therefore we would like to adopt devices that would dampen down 

the pressures in the economy as best they can. 

Mr. Aucer. Let me goa little further. I read this with some inter- 
est. I had not seen it before until it was called to our attention by 
Professor Lutz. I know the Joint Economic Committee has put out 
some interesting findings. I was in the service and got back like 
others at the end of the war. When I came to Congress, I ran across 
a document that startled me called the Full Employment Act of 1946. 
This was based, I take it, on the danger that was felt when the war 
was over there would not be full employment. So I studied it. I 
want to read the preamble to you. If I may, I want to read it to you 
and ask you a question on it. I am challenging you not to listen to 
the language, but listen to what it says while thinking about the role 
of the Federal Government in this field we are talking about today, 
as to how far we should go in controlling our economy, remembering, 
too, the statement made in 1950 that it turned out we did not need the 
lawatall. This is what the Full Employment Act says: 

The Congress hereby declares that it is the continuing policy and responsi- 
bility of the Federal Government to use all practicable means consistent with its 
needs and obligations and other essential considerations of national policy with 
the assistance and cooperation of industry, agriculture, labor and State and 
local governments to coordinate, and utilities, all its plans, functions and re 
sources for the purpose of creating and maintaining in a manner calculated to 
foster and promote free competitive enterprise and the general welfare, condi- 
tions under which there will be afforded useful opportunities including self 
employment for those able and willing and seeking to work, and to promote 
maximum production and purchasing power. 

Assuming you understand that one sentence, is there anything, 
conce sivably, that we have here in that this group could not do through 
tax policy or counter cyclical devices or through any legislation that 
we choose to completely saddle full government “control on our people ? 
That is the law today, gentlemen. That is the full employment act. 
I ask you this because all during these hearings and this is the last 
day, I haven’t heard government responsibility spelled out. We 
haven’t really gone into the matter of at what point we believe in 
government control through the use of taxation as an indirect legisla- 
tive foree rather than direct law. The ability to pay principal and 
progress—we have not as yet spelled out as far as I can see what we 
are talking about. I have not found anybody that can tell me what 
that means. 

Mr. Chairman, I am not trying to introduce extraneous material, 
but this particular act is referred to by the Joint Economic Commit- 
tee, which Professor Lutz mentioned, and the quoted statement made 
in 1950 when it turned out forecasters were all wrong. Now I am back 
in today’s hearing, to the three statements made by Professors Pool, 

tolph, and Brown, placing various faiths in the counter-cyclical de- 
vices, dependence on the “intelligence of men, and Professor Lutz 
contradicting this. 
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I am wondering where are we, even in a manner of definition, 
don’t understand the underlying intent of the full employment act, 
I don’t understand many of the things that were said today, and 
various statements made by a number of professors who have ap- 
peared, many who have not made a living in private enterprise, leayes 
me wondering if we are over our heads in this committee in trying to 
re-distribute property to obtain social objectives rather than to just 
raise revenue. Would any of the panelists say that we are not en- 
deavoring to redistribute property and achieve social objectives 
rather than just raise revenue. 

Mr. Pootr. I would say that you are inevitably redistributing in- 
come and wealth when you enact ‘tax legislation. You must have some 
kind of a philosophy. It is, however, the joint product of the men 
who are responsible for such legislation. So if you pay no attention 
at all to this explicitly, but just ‘pluck the feathers, I think the old ex. 
pression was, where you get the least squawk. Still there is a philos- 
ophy beneath all of ‘this. I would say there is no line between this 
position and one in which there is a studied effort to redistribute 
wealth and income through taxation. But it seems to me one of the 
glories of the democratic process is that although there is no absolute 
line, nevertheless nobody can get away with anything without every- 
body else being heard, and you come out with some kind of compromise 
at the end. The built-in flexibility criterion is an economic objective 
which is just to be considered along with the more basic objective or 
en (1) raising sufficient revenues to finance government, and 

(2) doing it in a way “that comports with the general sense of Con- 
gress and the people at large. The built-in flexibility idea is really 
an economic consideration. I think people think of this in terms 
tax legislation mainly because cyclical fluctuations, unemployment, i 
flation, also redistribute income in addition to changing the level of 
income, and they inflict on you a redistribution which you had not 
planned for. In one way, if it could only work to avoid at least a part 
of that type of unwanted redistribution of income, unplanned redis- 
tribution of income, would be to minimize these fluctuations, and we 
have been today addressing ourselves to the question of whether built- 
in tax flexibility makes much of a contribution. My own impression 
has been that most of us think it is something to bear in mind. Three 
of us, at least, and I am not sure that all of us do, feel that. it does 
make some contribution or at least e not be thrown out. 

I have so argued in my own paper. I don’t have tremendous con- 
fidence that it 1s one of the major objectives of tax legislation. 

Mr. Arcer. I appreciate that. I fear I madea speech. 
up on this thing. But I feel a very obvious contr 
papers, just as flat a contradiction as I have ever heard in my life, and 
I sit here uneasy because I don’t see you locking horns over it. I will 
not push it further. 

Mr. Chairman, I think Professor Lutz’ paper, just as sincere as 
the other three, takes issue squarely with them and we have not begun 
to tangle with this question of whether these tax progressions, for ex- 
ample, as one item, is a counter-cyclical device, whether it works or 


not, and, if it does, to what degree. We have not moved into that 
at all. 


Thank you, M1 
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The CuatrmMan. Mr. Byrnes. 

Mr. Byrnes. I am prompted only because of the discussion we had 
on debt. I gather the impression that there are some, at least, of the 
panel, who feel that at least the magnitude, the size of the debt, or 
the net debt, related to gross national product is something that is 
more important than the size. I suppose that is like any individual, 
he worries about his debts as they relate to his general economic well- 
being or income. 

But does it not concern you a great deal that we have consistently, 
as a government, being going into debt year after year? It would 
sem to me an individual, no matter what his economic situation was, 
yould start getting concerned when he sees his own operations or his 
business operations, year after year, going into the red. Doesn’t that 
give us Cause at this time to be worried, even if you gentlemen can’t 
be worried about the net amount ? 

Mr. Byrnes. Yes. 

Mr. Rotem. May I speak to that? 

Mr. Byrnes. Yes. 

Mr. Roten. In December 1947, the net debt was $200 billion. It 
has been fluctuating around that figure, on the downward side mainly, 
until recently. In December of 1958 it was $202 billion. The last 
igure I have here, the figure given for August 1959, is about $210 
billion. So actually what has happened is, roughly, that the net debt 
has fluctuated until just recently. It is rather curious that we have 
experienced a large increase in the net debt under a conservative 
administration. 

Mr. Byrnes. Which was, I assume you attribue it, due to counter- 
‘yelical spending action rather than countercyclical tax action ? 

Mr. Brown. That was mostly a shrinkage in tax receipts rather 
than spending. 

Mr. Byrnes. It did both, did it not? 

Mr. Brown. Well, a little, but I think it was mostly the tax. 

Mr. Byrnes. Yes, you are right, it was mostly the tax aspect. In 
other words, you do not even worry about the consistency with which 
the Government seems to be unable to live within its income. 

Mr. Rotrer. I do not understand what you mean. 

Mr. Byrnes. Well, if you look currently at fiscal year after fiscal 
year for the past 29 years, only 4 of those years have we been able, as 
& government, to live within our means, to have current income to 
meet current. expenditures. 

_ Mr. Rotrn. I would say that the financial record of this country, 
if you take the period since the war, has been pretty good, especially 
in comparison with other large countries. 

Mr. Byrnes. I thought we were supposed to be a model. The only 
reason I asked that was because I thought our system was supposed 
to be the model that we use to encourage other peoples of the world. 
[ wondered what. kind of an example it was as either a form of gov- 
ernment or a form of economy, if we could not demonstrate also that 
we could live within our means each year. 

Mr. Roteu. Well, we have one advantage, I think, and I hope we 
keep it, over, for example European governments. They think it is 
proper to sell debt in connection with financing of large scale invest- 
ment programs. They do that ordinarily on a larger scale than we 
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do relative to the other amounts of investment going on, so they take 
it as a matter of course to increase their debt if they have such pro. 
grams, whereas, in this country, at least, it has not been taken for 
granted. 

Mr. Lurz. As preliminary, may I ask you when you use the term 
net debt ; do you mean debt in the hands of the public? 

Mr. Rotpn. Yes. 

Mr. Lurz. As I understand the term net debt, as it is used in States, 
municipalities, and so on, they hold in sinking funds or otherwise, 
certain assets, so that if they have a gross debt of $100 million and 
assets in a sinking fund or elsewhere of $10 million, they say they have 
a net debt of $90 million. 

This Federal debt in the hands of the public must be supplemented 
by other debt in the trust funds and in the Federal Reserve banks. 
Such debt is not an asset. It does not in any sense reduce the gross 
debt to a net debt figure such as we think of in State and municipal 
debt. 

I would like to ask Professor Rolph what are we going to do with 
this debt in the reserve banks and trust funds? Are we going to for- 
get it, or put it under the rug and forget it? Actually, we owe some- 
body the difference between what he calls the net debt figure of $230 
billion or whatever it is against the $292 billion. 

We owe it to somebody, or at least so they say. There is another 
thing. If you look at the figures on the rapid rise of the contingent 
liabilities of the Federal Government, you will find, I think, that 
they are at least equal to the bonded debt. The extent to which the 
Treasury will ever have to make good on those contingent liabilities 
is at present unpredictable. 

But it is conceivable that there will be a very substantial obligation 
that will have to be met in a generation to come out of those contin- 
gent liabilities. I do not, myself, think we dare be complacent or 
unconcerned about that kind of situation, 

I would say this: We live in a debt economy, to be sure. Ever 
since double-entry bookkeeping began, everytime somebody acquires 
a credit, it means that somebody else has to set up a debit against it. 
Our whole business community operates on a debt or a debit and credit 
basis. 

I would not agree that it makes no difference whether the increase in 
debt. in our economy is in public debt or private debt, because I think 
there are self-regulating factors which determine the necessary level of 
private debt. As the volume of business increases, practically every 
business concern will carry more current debt, aounily means current 
liability to the banks, or they will issue bonds or in some other way 
expand their obligations in order to handle the enlarged volume of 
business. 

But those debts are self-liquidating, as situations change. The 
bank loan. will be paid off. When he makes his Easter sales, then 
the merchant goes in and takes up his note at the bank and gives 
another note later on for his August business, and so on. 

So there is a constant control over the amount of private debt ac- 
cording to the needs of the economy. But debt will expand as the 
volume of business grows. There is no question about it. It has to. 
That is a very different matter from the permanent and perpetual 
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accumulation of debt owed by the U.S. Treasury, which, if I under- 
stood Professor Rolph and the other panelists correctly, they do not 
feel too much concerned about. I think we should be concerned about 
it. It is an entirely different category and an entirely different re- 
sponsibility than you have in the accumulation of private debt as the 
yolume of business in the country grows. 

Mr. Rotpu. May I speak to that? 

What I mean by net debt is that if the Treasury increases the gross 
debt by, say, $1 billion and the Federal Reserve buys $1 billion of 
debt. the net debt has not ch: anged. Professor Lutz would want to 
say that the gross debt has increased. It has increased, but the debt 
on Which interest has to be paid has not increased. 

As far as I can see, that should be looked upon as a bookkeeping 
arrangement. 

To answer his other question, the Federal Reserve owns around $26 
billion of Federal securities. Suppose the Congress were to cut it to 
86 billion. The Federal Reserve would show up with a smaller inter- 
est income and the Treasury would show up with a smaller return of 
that income. If they did not have enough money to pay their ex- 
penses the Congress would have to appropriate it. In effect, what is 
going on is that: the interest expense on the debt is going into their 
hands in lieu of an appropriation and what they do not use they return 
to the Treasury. 

They have a nice situation of being an agency without a budget, a 
wonderful situation. 

Mr. Byrnes. I am thinking in basic terms of balancing up the in- 
come against the outgo, the actual expenditures, not borrowing to meet 
acontingency that occurs, where you know you will have the income 
to pay that back as your revenue sources come in. I am not talking 
about the borrowing for that kind of lag. 

I am talking about a consistent lag that seems to have resulted, as 
far as General Government expenditures are concerned, against Gen- 
eral Government revenues. To me, I just have extreme difficulty in 
not getting awfully alarmed at that sort of situation, as I look to what 
my children are going to be inheriting. 

We seem to have gotten into the habit of spending more as a govern- 
ment each year, than we are taking in. Sometimes I wish I was smart 
enough to ‘understand how that could be done, or else dumb enough 
so that it did not worry me. 

The Cuatrman. Are there any further questions? 

If not, let me again express our appreciation for your papers and 
summations of those papers and your discussions this morning in re- 
sponse to the questions from members of the committee. 

Thank you, very much. 

The discussions today conclude the series of panels on the subject 
of revising the rate structure and broadening the tax base. 

During | the past 5 weeks, the Committee on Ways and Means has 
heard the views, suggestions, and recommendations of approximately 
175 individuals in 31 different panels. This testimony has been based 
upon the three volumes of prepared papers entitled, “Tax Revision 
Compendium” which were printed and made available to the public 
prior to the commencement of the panel discussions. These dence 
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sions will be printed and made available to the public as soon x 
possible—probably late in January. 

I cannot fail to take this opportunity to again express my apprecia- 
tion to each and every individual who took the time and effort to 
prepare a paper for the committee and to come to Washington to 
participate in the panel discussions. 

I have been impressed with the high caliber of the testimony, as well 
as the quality of the compendium of papers supporting the testimony, 
This type of broad-gage, exploratory discussion has been a new ex. 
periment for the Committee on Ways and Means, in that it is different 
from the usual type of hearings conducted by the committee prelimi. 
nary to consideration of legislation. 

It has given us a broad perspective as to the basic nature of the tax 
problems we must face today and in the future. I hope it also will 
help to provide a broader understanding of these issues by the public 
at large. 

The purpose of these discussions has been to explore the practical 
eats of broadening the tax base and lowering tax rates. Some 
of the suggestions appear to offer some practical possibilities; others 
do not. 

There must be an assessment of the various issues from the stand- 
point of their effect on fairness among taxpayers, on revenues, on eco- 
nomic growth, on economic stability, and on ability to pay. Before 
there can be any resolution of the issues raised by these panel diseus- 
sions, there must be a considerable amount of study of all the prob- 
lems involved. 

Thus, before any plan can be developed, it will be necessary for the 
staffs of the committee, the Joint Committee on Internal Revenue 
Taxation, and the Treasury Department to review and analyze the 

various suggestions which have been made to us and give the commit- 
tee the benefit of their views as to their feasibility and | practicability. 

Therefore, I am requesting the staffs to analyze the compendium and 
the record which was developed and provide the committee such sug- 
gestions as they believe meet these standards. After the staffs have 
completed this study and analysis, and before any overall general 
revision proposal can be reported by the committee, there will, as I 
have said in earlier statements, be hearings and an opportunity for 
the interested public to express its views. 

It will not be possible for the staffs to complete this analysis in the 
remainder of this Congress. Thus, it will not be possible for the 
Committee on Ways and Means, itself, to give specific consideration 
in 1960 to any br oad proposals of tax revision based on these discus- 
sions. 

It is certainly my thought that our tax rates are much too high from 
the standpoint of incentives and economic growth. I hope that as a 
result of these hearings and their analysis by the staffs, we will be 
able to find some means for making an adjustment in the tax rates 
through revision in the tax base while at the same time keeping the 
level of revenue collections sufficient to meet essential expenditure re- 
quirements. 

If there is nothing else to come before the committee, the committee 
will adjourn, and we will not reconvene until some time next year. 
We will reconvene subject to the call of the Chair. 
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Without objection, the committee adjourns. 
(Whereupon, at 12:20 p.m., the hearing in the above-entitled matter 
sys adjourned, the committee to reconvene subject to the call of the 


(‘hair. ) 





